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About the New Fealand Centre for Independent
Studies

The New Zealand Centre for Independent Studics
(NZCIS) is an independent, non-profit research and
educational matitute concerned with the development of
idems which promote 8 free and prospesous New Zealand.

The Centre receives no funds from government, nor
does it depend on support from any mterest group. NZCIS
is non-partisan. It does not speak for the interests of any
person or group and does not lobby government,
politicians or bureauscram.

NICIS believes thar there 8 8 oeed for grester
ocompetiton in idess. Much mesearch i economics and
the social sciences is concerned more with how government
intervention can best be sccompinbed than whether it
is justified in the first place.

The Centro has been formed w intenwifly the ineeflecteal
debate which should precede the policy-making process.
Special sttention i peid o the molke of the marker in
providing for the wellbeing of all sector of the community.

Further informaton may be obtained from:
NZCIS, PO Box 5776, Wellesley Street, Auchiand,
New Zealand,




PREFACE

Berwoen 1984 and 1988, the Fowrth Labouwr Government underiook



nssessments of the reform procesy, ity schievements and insdequacics.

Like all N2C1S-generated publications, it is intended to stimulate
debate rather than present 8 definitive verdict on what is, after all,
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and trustees who have made it publication possible. My
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Chapeer 1
OVERVIEW

Colin James

IN FEBRUARY AND MARCH 1979 the grassroots of the MNanonal
Party rebelled. At branch and constinsency annual mestings s torrent
af resolutions poured forth demanding a return by i Government
o market-oricnied polacies, s smaller sime, lower taxes snd 8 reduction
of union power. That was what many in the party thought they
had worked for in returning National to power in 1979 with Sir
Robert Muldoon s Prime Minister. Instead, afier some Liberalination
of the financial sector and some cuts in state spending in eardy 1976,
Muldoon resorted enthusisstically 1o the stste™s srmoury, even
intervening in early 1978 in the vital mest processing industry o
pay out of smie coffers some of what the striking workens were de-
manding. In the clection in November of that year the MNational
Party won fewer votes than Labour end remained in office only by
the guirks of the electorul syntem. Muldoon pot the blame. Resentment
and [rustration boiled over.

In 1967 the Labour Party rebelled against & just re-elected Cabinet
which had ssmlarty hﬂﬂrﬂhhupu.'ﬂn:u-uu-fuhdmhd
o put into office in 1984 with expectations of & more
und more compassionate — tone socl democratc - mpction of the
state fnio cconomic and social life had instead injected market forces
into the cconomy and postponed social policy review largely until
it second term, with srong hint that even there the state mighi
mol be s pervasive a participant a3 Labour tradition expecied. As
1988 dewned thar anger and [rustration intenatfied 1o the point whene
the Government's abiity to hold to its economic programme was
doubted by many.

At the heart of the discontent was “Rogernomics™ - the popular
word for the coonomic policy spproach of Roger Douglas.
Rogernomics deregutated where Muldoon had regulated. rurned over
to market forces those whom Muldoon had subsidised, cur taxes
where Muldoon hed raised them, subjected employeny and unions
to the painful wage discipline of controls on the money supply, exposed
Mouldoon's state departments 1o the market by turning trading opera-
tiamns into corporations and requiring wme other depanments to earn
part of their keep by selling their services. Where the National Party
revoll had it byword the phrase * more-market™, meaning greater
relisnce on market forces, Rogernomics was in practice “s lot more
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Some people bocame very rich in the free-for-all thae
cressing numbers of people were put out of work or otherwise made
heneficiarics of the sme. idealists’ sense of equity was decply
offended. At any time i 1988 it v probable that & free vote in the
severely depleted grassrcots of the Labour Party woald have over-
thrown the policy stance.

Within this ironic lics another. At any time from early
1979 up 1o July 1984, when Dougles came to office, there would
have been & majority in Parliament for les regulstion and more
reliance oo market forces than Muldoon allowed - and the majority
would have been comstituted of substantial numbers i hoth the
Labour end Mational Parties, At any time from about six momths
into Douglas’s tenore of office onwerd, there would probably have
been & majority - drewn from both parties - for more regulation
und kews reliance on market forces than had imstituted.

as some think, the work of one men or @ small cotenie. In ity detail
it iv that. But ity genesis and the “window of opportmity™ (o we
& phrase of which Dougles i3 fond) that permited ity development
and implementation i multifacesed.

the falures amd even w have comtnbuled o them. Consequently,
wystems of mtellectual thought which take the individual as their base
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That intellecrual strand appealed in politics first 10 conservative
politicul parties - or, rather, the radicals of the “right™ within them:
thus, fior example, the “Tharcherites” in Britain or the “supply-widen”
in Republican circles in the United States; and thus, the “morne-
mnarket™ tide within the National Party and, when Muldoon dammed
that, the emergence of the New Zesland Party o give voice to *{rec-
market™ polincal demands.

But the tide also tugged st the socialist and social democratic
parties, They began to re-cummine the efficacy of their prescriptions.
mrﬁm‘hm-ﬂqﬂhmﬁﬂﬂl“
switched mick eway from oanonabisation snd pump-
priming; the Australisn Labour Party in office from 1983 began o
liberalise and open up the cconomy; the “nepotisted economy™ of
social democratic Austrin which had delivered apparently indestruct-
ible prosperity since 1945 began w unrevel snd market disciplines

Dougles was not the only or even the lesding guestioner. He was
st the most madical. the pi shift in the Labour Party

mﬁmhﬂnﬂhll&uﬂw instingt; not & redical; but
1t disd loosen the soil for more radical shoots 1o push through.

When those shoots did push through, they met a warm and inviting
dﬂ. Deep change had alreacly been under way for some time
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borrowed sbroad to maintein comsumption. In 1980781 Muldoon,
recognising the drop was pernistent, borrowed additionally 1o fund
a series of energy-based heavy industrial propects for export or impart
substitution. The debe burden spiralled: official overscas debt rose
from § percent of gross domestic prodsct in March 1974 1o 24 peroent
m March 1984

So did inflation - averaging 14 percent from 1975 w 1962, And
wo did unemployment, reaching & pre-Douglass peak of 131,700 in-
cluding those oo stute-subsidised work (more than 9 percent of the
workforce) in January 1984, Interent raves climbed as Muldoon tried
n aot-clection years o restrain money supply and credit. In mid-
1982 Muldoon tried fist instead of policy - he froze prices, wages
and rents. Controls on interest rates followed in 1981, By then sup-
plementary minimuom payments - oofpul subsidies - 1o farmens had
peaked @ §352 million tn 1982783 and export wx incentives 10
mhufacTurers were running sbout §700 millkon & year.

By 1983, too, there win & widening scnse thay MNew Fealand was
hesding up & cul-de-sac (to quote the titke of & contemporary ook
on Mew Zesland sociery by peograpber Harvey Franklin'l: o dead
end in economic direction and in economic policy.

To some cxtent this view wis not entirely jusnfied. There bad
been some liberalisation by the Muldoon administration - notably
m meat industry deboenaing, shop trading hoursy snd wnon mem-
bership - ﬂummmm-ﬁﬁ:{hﬂ

from %2 percent in 1965/66 w 62 percent in 1980781, Manufactured
cxports had risen from 5§ percent o 19 percent. Within agriculture
there wos conskdersble diversification. Horticuliare and  fishing
Nouriahied. The liberaliving moves of the early Muldoon Crovernment
years had encoursged that deepening and hrosdening.

Bur ryidities m the Government's economic management from
lﬂmﬂmh&mmmm
Gﬂldﬂ\iﬂhﬂﬁiﬂiqhm hrr.'ulﬂhm

widened and decpened, 1o make it desirable to move o & more free
murket environment™. He sdded:
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And in policy verms, the persod of governiment by dikst from 1962
wwamped the [iberalivations.

A growing number of New Zealanders were therefore, for one
reason of another, agresing with the tile of another book, There's
et 1ot be @ Berrer Way, written by Douglas in 1980 These different
New Zealanders proposed many different “better wan™. But the
predominant momentum at the mtellecual and political levels was
for liberakisation and

This wms reinforced by another momentum: & new spurt in the

independence.
The push came from its Europesn progenitor: Britain joined the
Emfhmmuiqmlﬂlmwuﬂgmm

The pull came frem the geographical neghbourbood. In & vanety
of waya the Pacilic became incressingly the focus of New Fealand
concerny and hopes. [is defience concerns were Pacific from the end
of the Second Workd War, Its trade focus shified o0 North America,
the rising coonomies of cast Asia and Awstrabia. The Pacific provided
an increasing proportion of mmigrants and, consequently, of the
population. And, s the Msor recovered their cultursl sorengrh and
confidence, thet Pecific dimension forced ity way inbo the Burocentric
natonal ConCiouRness,

Within New Zealand there was alo 8 new conlident - or brash

mn-mmam-u-ummm
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This new self-confidence was also by the lae 1970s and esrly
1980y begmning to emenge in other helds: in politics; in busineas;
gnd in the buresucracy, particularly in the Tressury, which began
to push harder for @ freer economy, and in the Ministry of Foreign
Affuirs, which urged new perypectives in external relstions and took
a leacling part in the development of & closer, more open relationship
with Australia.

This paralicled the emergence af & new generanion into it thirmes
and forties. It wwn & generation brought up in the most affluemt
period of history, even in relatively slow-growing New Zesland; s
penod slso of s sisble moral snd social order. The soonomic security
made people of that generation less concerned with their parents’
obsession with security and more willing o take risks. The stabiliry
frustrured them. They wantod new wayy of doing things and had
the self -confidence 1o try them our.

In business this generation contributed & new style of entreprencur,

busincsses thet were froe to do commerce with forcignern and able
w compete With them. That narsrally bed them to the

unimaginative
of the gor-rich-quick hucksters; but that was only one emanation

early |980s it was, if not yet ajar, ot least open to & tum af the
handle and & good shove. Muldoon would not turn, let slone shove;
Douglas wes of & mind to kick the door down. So were most of
the influential barceucrats, increasing numbers of whom were of the
new generation.
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The creative confidence and independence thut was evident m
arts, crafin and business wms albso, differently expressed, one of the
drivingg foross in the snti-nuckesr movement. The ANZUS defence
treaty with the United States and Australia represented @ dependency
twﬂﬂﬂdﬁm}ﬂiﬁﬂuﬁﬂrﬂhm

of spirit. Comsequently, an idealistic opposition to
nuclear power and arms that might have been cxpressed o stiempts
1o geperate multilateral action to eliminaie tnuclesr weapom instead
found expression in & undlsteral rejection of nuchesr weapons in home
WHlEr.

The New Zealand perspective on the break that the resuloant
CGiovernment ban on visinn by warships capable of carrying nuclear
weapons caused & that the Unied Stanes” uﬂuﬂ:i!i:ynmhdm
ANZUS treaty, There s some truth in that: o hawkish (uncle) Ad-
minitration wes unressonimgly inflexible i scvering defence tes;
(indulgent parent) Britain had never boen so abrupt. The Americans
acted as if New Fealand wan o wayward brat that needed # good
whack round the cars.

[rustration st the skow-moving out-of-dateness of the older world,
F-&mwmiqh:ﬁtrhmhmmhmm
of the wild lefi: many Mew Zealanders who
hhmdmlﬂﬂm:m“dmmvﬂuw
theless ook the Government's side m i veandofl with the United
States and took some pride in that
Kew Zealand n young. The Europeam have been living i Mew

marched from small tribal communities into contemporary Europein
urban culture. What it i o be a New Zealander in this dual-moe,
uﬁmummm

outh in fexible, cxcitable, energetic. It can mke v new dems

ensily and enthusiastically. 1t can plunge completely into them without
reserve. It has the energy to take them o far s they can be tnken.
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Frustrated with & sclerotic economic order and brash with the setl-
confidence of an upbringing in the aifluent 1950s and 1960s, young

New Zealand was eanly swept into, and swept along, Rogemomics,
The cconomic cul-de-sac into which New Zealand had headed
Mhm“mhﬁmmhm

n
Douglas was of Labour stock. His facher had been 8 unbon official

in
b quickly rose through the ranks of the Labour Party in Auckiand
to the regional previdency. But Dougles vwas no manial worker: his

requiring the two television channels to compete, even though both
were statc-owned. And, frustrmed in opposition after 1975, he showed
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entreprencunal skill in developing his grandfathers backroom herbal
remedies business into a substantial health producs manufacturing
umit.

Dougles s Finance Minister could, therefore, be expected 1o
operate as & determined individual rather than as 3 careful team person;
i develop radical new approaches snd drive them through; and to
dsch old Labour idess where he fieh they did not work. By chance,
the conditions in which he obmmined office gave him remarkably frec

of Ceramcn), strong sdvocates of the market economy !
For that sort of thinking Douglas had been exiled o the back

and hin policy approach was the focus

;
E
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Finance and Minivter of Trade and Industry, for which be had held

ha

the shadow portfolio i opposition. Cavgill was a liberal convert from

the Mational Party, in which he had been an office-holder in the

Young Netionuls. He had been going through his own development,

first im the chair of the cucus economics comminer and then as

sssociae to Douglan. That development did not take him o far down

the market route s Dougles, but it did ke him i thay direction.

For example, us carly as May 1980 be suid thet the Labour Party

shared the National Government's “enthusiasm for restructuring so

thai our cconomy i more market-oriented”.* And i lae 1982 he
could sy “1 wamt 1o see central government off the backs of private

It wan obvious, from reading the speeches of the senior shadow
ministers i the Labour Party Opposition in 1983 and 1984, that

and interest rutes, wning principally a firm monetary policy and

competition, ed cven cxphcitly sated that “exsting financial

regulations will be reviewed with a view of climinating s many as

possible” ' The wx reform section was so loosely worded that almost

anything could have been done in ity name. In short, the marker-

onented lesdershup preserved it room for manccuyre against & srics

of largely unsuccessful stempts in the Partys policy council by the

Harris, and Dame Ann Hercus (who was w© be Minister of

president, Anderton, the Public Service Association coonomist,

Wellare, Police and Women's Affsirs) to spell out & more

Lisbowar
nothing prepared the country or the Labour Party for the

i

iM‘thmﬂiwm:d

of the dollar, the removal of subsidies, the mx switch,

market liberalisation, the commeroalisation of state
enterprises (and later, o reduce debe, their privatisation).

Pulmer lafer insisted to aghast Labour Party members thay all
Deugles was downg was restoring orthodeny w economic management
and that it looked dramatic only becmunse Muldoon hed been so

imlerventionit & o have become highly unorthodox. But the con-
servatiam implied i Palmer's comment was & mislesding charnc-

tersation of Rogernomics.
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as it wms expressed in government policy during
Douglas’s term; was not one clement but two: content and process,
Though in content it was lberul, in process it was mdical.

In content, it was market economics, to maximne efficiency and
competitiveness [Meffective and efficient cconomic management is
the major goal of Labour's sconomic poticy,” the 1984 ebection policy
statement sabd'7), The state’s role was 10 promote & price-transparcnt
nd neutral an economic environment m practicsble, W eliminme
mmmm by panting all sectom, mdustries,



Economsis are less enthusisstic about, and in u;!i:-n[ﬂu';

some of those atherwise supportive of Rogernomics) strongly critical
of, the hndh!d‘_:mi: policies. Rogermomics had been

peyments
up overseas debt (though abo privetising 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 Dougles's failure to do more than partially deregulate the labour



“sequencing” of his changes by saying that if be had had o wait
fior the right conditions 1o liberalise markets in the order they want,
ke would have moved o slowly the beneficial clfiecs would have
been lost. He scrambled quickly through the “window of i
was open when he took office - the iberalisation af the finencial
and used that o prise open other windows.
defence illustrates the second clement of Rogermomics: it
Process. moved fas and suddenly, presenting his crivics and
doubters repestedly with fadt accosply they could only complain
shout, not prevent or delay. The operstional rutionale was thst people
respand to g strong lesd and that changes made quickly were maore
lBeely to produce quick results end s public scosptance.

Since there wore critics and doubters even within the Cabinet,

membership.
mnmlmmmmmmu
Mdmmn&mnmuumw

looked as i he might be blocked, bhe was often able w
of what he wanted by forcefully parwing the waality. In 1986, for



propouil the previous 17 December for @ fat tax was scrapped: those

compromise rates are stonshingly low for 8 Labour Government.
The proceis was also greatly aided by the amall see and wmple

paolitical machinery of New Zeaiand. In o country of only 3.3 million,
ruling €lite, m politics, the buresucracy, business, the unions

sdministrative svstem since 1912 should have bec given mone
consideration. In the Budget on 28 July 1988 Dougles used the Aot
o put on chiel executives the respondibility for mecting badpet ocilings
containing & minus 2 percent allowance for inflation, thus forcing
sivings that otherwise could not have been achicved in the time.
Two factors made that machinery even more available 10 Douglas.



iﬂmhmmm-wﬂumh“h
further than anyone, even Douglas (in 1984), expected. It made New
Zesland, and Douglas, m:ﬁmurw-u-nmuﬂm srIEntion

topphed or nearly woppled o Labour, while working class sests swung
agninst Labour,

That appeamnce is deceptive. The topsy-turvy image was
essentially the projection of two determined personalities: Muldoon
and Douglas stamped policies on thesr partses thar their partses would
u“““@h:hmﬁqmlﬂm;ﬂd.

ﬁuwhnIHhmMDm- tide of nfluence had
reached i peak.'’ Whatever the economic logk of further reform
(Keynestan Hugh Fletcher, for exampie, told the wnter in February
1989 thar wlthough he thought the Government should not have started
down Douglm's route, “1 now think the worst thing they [the
Government| can do is show down™ "), Douglas hed



Ome clhue to Caygill's interpretation lies in his answers o questions
put to him by the writer in February 19899 & w0 how much he was
behind and with Dougles on the economic changes. He said he could
mﬁkﬂﬂ*ﬁh-wﬂwﬂqﬂw

that i different from saying how [ fekt ahout something that in the
end we all tined up behind " [n other words, Caygill secks consensus
where often Douglas operated by pre-cmptive sirike which limined

spproach was cautious and In other
wards, though ms Amociate Minister of Finance from 1984-87 Caygill
wis party to many radical economic policy and personally
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wanmrid and were introduced only after protracied, oonsensas-seeking
discunsions with manufacturers.

Another indication that rudical new moves are unlikely comes from
the Cabinet’s submission st the snnual Labour Party conference in
September 1988 to o formal consultative process with the Labour
Party New Zealand council through & range of policy committees.
Within a few days of his appointment in December 1988 Caygill
defied the party by proceeding with ssset sales and in February 1989
there were dechuons to charge tertiary students one-fifth of their
tuition and to cut $200 million off benefits which enraged the party.
But over time the consultative process i likely to limit the Govern-
ment's frecdom w develop ridical new policy.

Thus Rogernomics siage 11 docs not mean Rogernomics as Douglas
wouild have liked in an idesl world: a low single tax coupled with
benefit rationalisation designed o lewve wages dearly ahead of
benefits, much greater labour market reform, much more {ar-reaching
liberalising and cost-cutting changes in educstion, health and other
services; and active reform of the local povernment and tramsport
infrastructure — though movement on many of those fronts has
ctinued since his depurture. Nor does it cven mean Rogernomics
s Douglas would have pushed for in o Cabinet in which some
compromise had been necrssary cven in Rogernomics stage 1. After
an intre-Cabinet battle in June-]July 1988 over the low level of personal
and company income tx rites, which Douglas won, it became obvious
that be would not be able 1o hold the line on those rutes in the
1989-90 Budget round, let alone push his fls tax proposal, even
if e had stayed in the Cabinet. Caygill will push for less than Douglas
would have

Bolger, belongs, is mill strong end may well win the current policy
debate.”™ Though & messure of further labour market iberalisation
could be cxpected from s Nationsl Government (Bolger, afver all,



to be mlled back would be & currency collapse, a n
terms of trede, & deep inernational trade receasion of some
ECORCHE vmdhihu:&mlm-!bm:m

Government until a Mational Party s elecred in s place,
whether in 1990 or the following clection. Although some in the
Party and the unicns want & complete change i economic

Gmmhmm&mm-d
re-protection, though there might be some re-subsidisation, In any
cse, the internaticnalisarion of the coonomy during the Diouglas years,
both i the financial markets and in the development of New Zealand-
based multinationals, would make & reversion te economic
enterventannm extremely difficult, unless the international economy
itselfl forced ic

In sddition, that high tide which Rogernomics reached in 1988
was in new policy ininiatives, rather than the effect of policy. The
initiatives of |984-88 will continue o force

Griven the politicel constraints under which Douglass would heve had
to operate even if he had mwyed 1o drive policy initistives, the sctual
outonme is oot likely v be greatly different than & would have be n
had he remained.

That s not to @y that there will not be changes to the sconamic
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management stance as radicalinm gives way o reform and

the new conservatism. Lower (though not vet defemed) inflatson has
given mare scope for flexibility in other areas of policy, such as
unemployment. There may be room for the reintroduction of some
subsidics, abong the fines of the facilitsting sssistance {market research,
for exmmple) given cxporters by the Market Development Board.

But Douglas has broken the mould. A new order is being bedded
in. It is not an order wrinten entirely in Douglas's image, still less
scconding w the “new right™ or libermarian idecloges; it 15 “more
murket”, not free market; the state remains active a1 an ntegral part
of & “mixed economy”. But the new order by even more distant from

the command cconomy concepts that underlay the order caablished
wmhhm:&:lmﬂ:mﬂh
& lews active part of the mix than in the past forty years and it will
be differently sctive. Rogernomics hes dramatically changed the
cennomic landscape.

This book 15 published as the boundaries are set 1 Rogernomics
and thoughts are turning to what follows ** But, an Lange saad the
day he left the Cabinet, Douglas's “place in history is very secure™
His political epitaph will seate that he changed, radically, both the
lines of evonomic management and the premises of the national debate
- and even the way it is conducied. Few, if any, politiciens have
had & commeonsurate impact.
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onc sage of its development will not always be the most appropriste
amswer some 50 vears later,

Circumstances change  Institutions, especially public sector
lstitutions, bose their ability to keep pace with those changes. We
had| seen that the methods of the 1950s and "60x no longer brought
the responses needed in the ‘B0s to cremie opportunities for the un-
cmployed, 0 give security to familion or o provide decent social
services for all,

Thirty years of government that “picked winnen™, whether these
were {armers or manufacturers who could be subsidised o achieve
lqmﬂmm-dﬂiﬂrhﬂnﬂmﬂh_ndﬁlmh
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industries, Vialue for moncy from our resources and eguity - bassc
fairness for everyone in the community - are the two bmic goals
of economic policy.

A povernment's firit duty, then, is o work our ity objectives.
Secondly, it must develop policies 1o achieve those objectives,; policies
which take nio sccount all the relevant factors and circumatenoes
of the time. And, finally, it should set prioritses within those objectives.
The objectives, whatever portfolio they might fall within, including
finance, are ultimately al! social. They are 1o do with people’s living

OpPOTUmTcs.

While it is important for & government 1o recognise this role,
it in of equal importance that it understand and come 1o erms with
what it cannot do. There are limits to iy ability o creste the kind
of society it would like for those it represents, just as there are limin
o bow quickly it can schicve ity objectives aisd realise its goals.

Remembering and remaining true to both the role and the chosen
objectives can be hard for everyone ot tmes, cabinet ministers in-
cluded. It is especially difficalt for & reforming povernment. Long-
standing systems and stroctures, tmditionil petterns or politcal and
lobby group behaviour, inevitably result in the political equivalent
of the Paviovan response. For thirty years, coonmic Managrment
in New Zealand was dominated by the demands of wctional kntercst
groups which became used w0 hoving their demands met & cach
strove 1o win improvements for it own clique, even if those im-
provements were mt the expense of the rest of the community. A
succrssion of governments found it casier to ke the politically wolt
option by sttempting to offend o few of their constiruenty s poasible,
EEnETRthbnL.

The constitutional and economic crises which ullowed the 1964
cloction wore scrious enough o shake cveryone loose from these
habitual lines of communication, for & time. They provided the
Government with the opportunity o begin the proces of change
much more rapidly than usual, The reasons were plain o everyone.
Al the same time, we sarmed o major educative programme (o cxplain
our objectiven and the ways we intended to meet them. Understanding
w-ﬂdﬂﬂﬂhﬁ lﬂmhmn
mtraduce § major programme of and Festrocturing.

The stockmarket crash rwo montha afier the |987 election and
iy repercussions i the business and financial marken undermined
sectional and popular confidence. Some of the expocted short-term
bosses = riving unemployment, hard times for same in the farming
and manufecturing communitics, & drop in economic growth - now
became apparent. By the end of 1987, there was sso & public
pereeprion that the Government isclf had lost it carlicr momentum
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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 arcas when methods for improving efficency,
sccouniability and services were promoted.

In this sort of chimate, when the air is thick with rhetoric, ll

shout providing access w housing for those who need it Similarly,
what is the goal for our domestic airlines? Is it w protect Air New
fzaland because we happen to own that enterprise; or i@ it abour
making surc MNew Zealanders get better and cheaper air servioe o
that more people can tavel and freight can resch the markerpliace
mare cfficently? Should sate organisstions producing coal, timber
and telecommunications have as their primary sim the employment
aof the maximum posible number of people; or should it be w be
lean and efficient enough 1o contain costs for the consumer? In the
laner case, industrial customers have a beter chance 1o win markets,
expand their operations and provide more jobs. So the real choice
for government und minssters i this: fostering more joba in specific
arcas such as aviation, coal mines or forestry, or helping 1 creae
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new jobs through the eholy economy.

It is not, after all, a minister's job 1o run & business. He or she
n not gualified to do so. Nor should it be part of government's
role tn own businesses The ministerial role, like that of governments,
is w set objectives and then work out the best and most realisnic
solutions 1o achieve them. The primary responsibility s not o Alr
Mew fealand or to the Housing Corporation but te the country as
i whale.
on the market, there was a quite natural concern out m the electorate
about whe would now own sssets which traditionally had been owned
by the mxpayer. However, the alicrnamve (o that mle programme
wonihd e to comiinue carrying & vast deibt = the current public overseas
debt in §17.25 million, the total government debt §39 million or
§11,000 per head of population. With daily interest payments of §12
million, this is an expense New Zealand canmot sfford. Tt hos mesnt
that in 1988 the Government has had to spend §1000 million more
on debt servicing than on educstion. A sicady and significant reduction
of that debt will free up money which can be spent in other areas,
such m social policy.

A lasting reduction i debt cun only he achieved, of course, if
& country has an expanding and strong economy. A growing econamy
is also the only answer 1o unemployment; 4 governmen cannol create
joba simply by adding people to the state payroll. That kind of economy
aperutes best when there v 8 substaingbly low inflanon rete (schieved
withoul resort 10 government contmli); sustainably low imicrest raies;
low personal and compeny tax levely competitive cost structures;
a productive workforce; and an attractive regulatory eovironment.
We arc oow well on the way to anmining csch of these objectives,
further resson o withstand the pless for & change of directhon or
a sofiening or dowing of the rate of change from sector groups.

There have been many people who have suffered real hardship
during the economic sdjustments of the past four yosr. That is an
inevitable and unovoidable side-eifect of ndnrm While the
Government has been only too aware of thetr difficubtics, we cannot
in good conscience offer them the pallistives of the last twenty years
with their known consequences. Buninesses can oo looger fall back
on government to provide subuidies, protection from competition
or gusranteed markets. They have 1o rely on their own skills, initistive,
planning and drive. Ta revert to the ald ways of managing the economy
st this point would be to throw sway the gaina we have made.

There are a number of indicators which shoWthar the economy
is moving in the right direction. The firsr is inflation. Between 1974
and 1987, consumer prices ross by 432 percent. Dwuring that same
period, the inflation rates in the United Kingdom rse by M4 percent,
in Australis by 183 percent, the United States of America by 118



mwntﬂimﬁinﬁq- a result of careful
ndﬂuﬁmﬂm':wﬂ'mih

E

1243 milbion; mmports fell 1.6 peroent in value o §11,608 million.
June 1988 wms the seventh succcssive month in which an expont
sarplus was eecorded, While the country’s high level of deba has
m“ﬂlmﬂﬂm balance for 1988 i eill

dollar has risen wo much since it wa foated in
fact, the dollar has net increased markedly in value on s trade-weighted
bais since Marcl 1985, The real exchange rmte, which s more
imporinnt, was the same in the later half of 1988 & it was in 1979
m United States dollar terma. If the exchange rate s 1o high, then
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worth §1.43 against the US dollar. Why then have we not benefited
und prospered by that drop from §1.43 10 65 coan? Because while
the farmers and exporiers gained, the consumer lost @ the cost of
imports increased. The cxchange rate s not & factor in solation;
it 4 8 symptom of the real issues, of inflation and therefore interes
rates. Attempting to “manage” it does nothing to solve the real

Anotber indicator of the gains being made are the changes in
the personal and company tax structures which tock place in October
1988 They were 8 bogcsl extension of the Gavernment's intention
to put fairness, efficiency and simpliciry back into the taxation system.
Equally, they are an incentive for the individual and for businesses.

Personal income mx was reduced to 33 cents and M cents in the
dodiar. mmmmmu-mhﬁm
were cut from 48 centy in the dollsr v 28 conts, giving this country
ane of the lowest compeny ta retes in the world This reduction
fallowed a lengthy revision of company tax law which closed many
of the loopholes and abolished special concewsions. In [987, the mx
take from companies doubled as & result of these pew rules. Under
the oew ax system it is (orccast that companies will pay §2,380
million in tex in 1988/89, an increase of 95 peroent over the previous
year's total of $1,221 million. These changes have improved the
Government”s fiscal position and will allow companies to invest more
in plant, machinery and jobs while continuing 1o contribute their
share of the neccwary tax revemae.

The regulstory and public sccter reforms which have been in-
stituted since July 1984 have boen responsible for lowering the cost
waste ocours in state trading organisations and deparmments. Without
significant changes in management sid efficiency, services o -
payers fail 1o keep pace with the growing smount of resources pro-
vided. Deregulation on many fronts has gone a long way 1o removing
-wmmdwqmdm
and commercial incentives and divincentives.

The effect of all these factors has been the development of & much
mare tesilient economy. The guins have been made ot o lower con
than for any other connomy which has followed a similar path. One
example of this i the cost to manufscturing productivity, There has
been & 5.5 percent drop in output. At the same time, inflation fell
by 7 percent. The loss compares very favourably with that of other
mmmmmmmwm
down by & similar amount, they lost close o 18 percent of their

output. Germany lost stmost 10 percent 1o get inflation
down by 4 percent. In France, 1 5.5 percent drop in inflation ww
a 10 percent fall in manufscruring productivity. The economies of
these countrics were not wrecked in the process.



tations. Employers and unions would begin o acy sccordingty;
oo soom the inflation rate would rise to meet their expectations. g
’I'hvnhuul‘uh:hhhym Iuid:dm:n:nﬂr
by those engaged in & growing debaie about social and cconomic
policy options. They include some who maintain, quite inoorrectly,
that decisions made carly in the Government's first term in affice
farced ot down oo partscular path. In reality, there wan no alternative,
colrent economsc sirscgy for dealing with New Zoaland’s
There still isn't. Many of those who dinlike the current policies can
mhﬁ:ﬁﬁﬁﬂhﬂmumhnmﬁ-'ﬁ

policies.

O side of the debate on pobicy options fevours s highly centralised
approsch where very detailed objectives are set for the nation as
s whole and all ity economic sectors. The state would decide how
to allocate the phiysical; finencial and human resources of the nation.

i

community 1o schicve thowe ‘I'h:ﬂntpmhkn-uhahh
np_uthupn;ibmdwihihu:hn:hl system
— DECD studies show that better progress is made by which

operste @ more liberal syvem. The second drawback is our own
expericnce of @ umilar yysem which proved that Big Brother does
pot know beat,

Au thee opposite extreme of this debate is the so-called “new right™,
The new nght thinks that iff you are poor it is basically your own
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need more opportunity and incentive, oot less, than people who start
with advantages. Government's respomibility s o open the future
for people st every level. The ahemative is beggans in the street
and the rich living behind barbed wire.



Chapier 3

THE OPPOSITION
ASSESSMENT

Simon Upton MP*

DISTINGUISHING ACTUAL OUTCOMES FROM THE
explanations of those who fervemly bope for confirmation of their
forecests iv & tricky business only four yesry down the road towards
liberulisation. This is true @ fortiorr for an opposition politician who
bas watched the process unfold from a niche which, by definition,
huﬂdlwﬂmihnﬂqhhhm
at the outset, to acknowledge the considerable forthrightness which

by sccompanied many of the reforms undertaken since 1984, and
important, oo, to concede that the wisdom of hindsight is something
not gvailable cven to the most inspired or committed politician. Thae
said, it is time w sand mide from the cuphoris thet hes gripped
many descriptsons of New Zealand's liberalisation experiment and
to sk whether the gains are as substantial or & sustainable o are
somEtirnes clidmed.

It is fmir o describe the reforms commenced in mid-1984 = an
“experiment” on socount of the sharp change of direction they rep-
resenied for New Zealand and their novelty - particularly in the
hands of 8 lefr-wing government and in an economy which was heavily
regulated. A two-yesr wage/price freese, extenive interest and ex-
chinge controls and growing cross-sibsidies between sectors meanid
that price signah in the economy were severely distorted. There had
been some deregulatory reform in the period prior to 1984 {most
notsbly in the transport sector), but this had been s the periphery
of = economy which had been incresstngly straitiacketed as New
Zealand sought to deley adjustments foroed on it from without, par-
nicularly during the international dislocationa of the mid 1o late 1970s.
If the new Labour Government had & clear idea of the path it intended
o follow, that was part af & hidden agenda: whilst there was growing
wn ceruinly no widespread mandate for wholesale liberalisatnon. This
wm o prove an advantage in the early stages when the euphoria
of change, coupled with the disorientation of vested micrest groups

*Thankos are ibeee oo Charieas Wikl for her ssmn: m dfewing Tagrthey mstcrisl
fart thin chapses wmd for be sharp oritical ope.



building up & world view radically m variance with the populist ortho-

doxy of hall & century. The Treasury's anempt o impose logical
consistency and rational onder on the market is captured in i advice
to the incoming Govermment and pubbished in it Boomomsc
Muanogement.! The clemenn of the Government's programme were

The symptoms of this falure to sdjusr were held o be: mounting
external debt (driven by persistent deficits in the balance of payments };
i chironk internal defici (coused by hiagh public expenditure reliant
on & narrow and croding taxbese); and low eomomic growth caused
by poor resource allocation. The last problem had boen aggravated
by the distortions of the wage/prce frecee, which was @ desperate
e e gkt oy

In sdvocsting sweeping liberalisation messures, the Treasury
sought to bring the external and internal sccounts into balance (with
an inevitahle, short-run cut in living visndards) und w base ustainable
exonomic growth on the guins which allocative efficiency and price
stability would confer. Inflavion was to be turgeted through o firm
monetury policy; the current acoouit was to be tmckled through &
subsantial devalumion sad facal prewure reduced by the removal
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of the subsidics 1o cxporters which the devalustion made powible.
Floating the currency as a means of gaining control of moncy supply
was recommended, but the dangers of dolng so in conjunction with
& large fiscal deficit and & tight memetary policy were pointed out.
The theory spoken of s grest deal in the new administration’s

wortdld for any eroston of compe-
titivenens. Whilst the Treasary for labour-marker deregulation
o parallel the hiberalination of il marken, the Government
pliced ity fuith for restraining & wage blowout in & tripertite scoond.
A short=run cul in natkonl w10 be succesded by

It was & mechanistic prescription but propounded (at least in the
carly days) with such sobriety and rectitude that warnings of policy
failure were nod welcomed, In fact, for some cormiderable tieme, the

ﬁhiﬂwﬁudhwuﬂm“w

mmﬁwuh.mmm

While these pressures were building up, the suthorities were grap-
ﬁu'hhmmrpﬂiq Thdtﬁtuiuiu:uihtm
mmmummntmhmm
prejudice to the trade sector. A firm monetary stance could mot
properly be artaimed until the currency was floated in March 1985,
consumption. Between March 1985 snd the stockmarket crash in
1987, sssct prices end an unpanaileled sockmarket boom evidenced
i monetary policy thar was, to put # charitably, patchy. Inflation
peaked wt 17 pervent in mid-1985 and, after declining o 10 peroemt
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in mid- 1986, was pushed up agnin partially (but by no means sabely}
on sccount of & new |0 peroent value sdded ta A steep decline
in the secorded Consumer

¢
F
i
i
E
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partculirly those in the pastoral and land-based sectors where a high
domestic product content meart that linde sdvantage could be taken
of the strong dollar. The promused sutomatic compensation for eroding

: _ mdjusiment process
thet survivor arc particularty kean and hungry, the clement of burnold
caused by the protracted nature of the process is currently reflected
in both rmving unemployment and faliing volumes in wome key export
commaodities like woal.
Summarised, then, the first three years following the 1984 election
cu.hdumh-d- a period of cuphoric change during which
+ labour-marker and expenditure problems were
ﬂnﬁﬂﬂﬁ%lmmﬁuﬂgw
has turned to deep pessimium as the beinted effectivencss of an anti-
imfletionary policy has struck & community devastated by a collapse
in equity prices. Such o resction was not the inevitable result of

BORETArY
ulﬂlimﬂﬂlnlniq hhimm“rﬂhwﬂdnﬁ

L and the to Contain
Monctary Policy Fight

Berwoen 1973 and 1984, New Zoaland experienced recurrent bouts
justments. The result was inflation. Armcking this culture was m

the heart of the Tressury's agends. From the outset, the new Govern-
mient's stated policy wai explicitly anti-inflationary. Monectary con-
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msonckary, fical and eschangs rete podicies fos the smmerdioere futere.  esbing
nire tha these siv well whderitond sd implemented o o credible mannes
w8 el it EmpEyEes a0V S BV 10 AEEES L Wi ihcFeeri Neitd
s & FiELaRE vaew sl Giowrrmmeent palicy mirstn,

Policy credibiliry was ot the heart of & succesful monciary policy.
Whilst accepting ths the devaluation would lesd 1o an increase in
the general price level, it wan emphasised that this shoukd be a ooce

EXpectations to run away?
mm.mmmhplyqﬂﬁ.m
wis far higher than a tight wipiild have

than were desirable contributed 1o the boom in esset
prices which should have alerted the suthorities to esrlicr acthon.
A threefold incresse in central busines. distnct property



that monetary policy did not begin to bite watil some three years

after the adjustment programme commenced.
In one sense, not (oo much should be made of these problems

on the wage fixing and public expenditure fronm were to disrupt
the sijumiment process. Bu it o (air to say that & looser than desirable
(ard looser than intended) monetary stance allowed pent-up foroes
in the coonomy to turn into en over -heated and damaging inflstionary
boom., Whereas a tighter policy would have chaked off inflationary
tendencies and preserved for exportens the competitivencss gains of

& unbon's industrinl coverage. The former Government had moved,
i 1983, to make union membership voluntary, but it left untouched

the monopaly bargsining rights arached o union registration. This
cuutious reform was promptly reversed by the new Government,
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contrary to the tide of deregulation which it was sponsoring in other
areas. Despite ity reformist zeal, the Labour Government still found
iself beholden o at least one large vested interest group - the union
uniform, rigid wage rounds were virtually gusrantesd.

In = sitempt 1 moderate the potential damage which a wage
explosion could generate in wuch & seraitjacketed vystem, the Govern-
ment instituted & new tripartite conference to precede easch barguming
round Employers, employees and Government advisors were brought
together 10 mimic rather more successful Australisn stempts st
ncgotisted wage restraint. The results over four wage rounds have
been wially unproductive. No consensus or wage guideline has cver
been achieved and, in mos: instances, the results of the wage round
mwmmmhmm

m-hm“ﬂmﬁhﬂnﬂhn-lﬂhihnﬁr
for & percent increase in wages turned out ar 7 percent for ten months,
widening o nearly 10 percent by the end of the round. The second
(1983/86) round procesded on the basis that the Government would
like no more than ubout 8 percent. In the end, the round commenced
with sertlements st the 15.5 percent mark with some reaching m
high & 20 10 30 percent. A particularly high stste secior award
mnnoanced by the Higher Salaries Commissian prior to the com-
mencement of bargaining is gencrally blamed for the size of thia
round. The buoyant and inflationary prevailing environment, how-
EMM&MHIMHH-IM

The rwo subsequent rounds in 198687 and 1987/88 have exhibited
the sume rigidity st less spectacular levels, both sveraging 7 percent.
Diespite repeated warnings thar the workd had changed and that carch-
ups validated by cost-plus-pricing and loose moncy were no longer
possible, wage sitlements conrinued throughout the period o evinee
an inflation compensation rationale rather than one based on
productivity. And, st least until 1987, the less-than-tught monetery
stance described earlier mansged to sccommeodate excessive pay
mcremses dewpite intentions to the conirary. Now thas industry has
suffered & sharp deterioranon o its competitiveness and o disinfle-
toaary monetury policy has been achicved, the predictable conse-
quence of labour market fadlure - resing enemployment - has emerged.

The detailed problems of labour market adjustment sre dealt with
elsewhere in this book, but the conclusions to be driwn from the

mhhﬂiwhmdhﬁ-ﬂﬁuw
of productivity can both lengthen the adjustment process and intensify
the costa. In ity bricfing w the incoming Government in 1984, the
Tremsury had ststed:
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. . wage miyustmmeis, wreever, b the ceteni that they go bepond whss emnjloyen
wmild kave fischy oopetesnd, popardies Dol osmpriviienes, the
balance of paymenes and employment grewth, m the other hand, 1o the exsent
thim 1hey mre fully rellected m proes, wags crvests imply rencesd milation. !

Wages during the iberalissrion phane have oot been [reely negotiated.
The sward system coupled with direct industrisl sction ensured the
continuation of wage bargaining sccording to the bad old rules. In
addinon o reduced business competitiveneis and moressed  unem-
ployment; fiscal policy became an sddinional casualty. Public sector
pay picked up the trend of privase sector awards with devastating
results for & government which was already having difficulty holding
the line on public cxpenditure.

3. The Fiscal Front

Reining in public expenditure s atways difficulr for 8 Labour govern-
meni, given the expectations of it oarorsl comstinuency. The pnew
Labour Government's commitments, sithough vague, gave every hope
of incremsed expenditure in the core social spending votes. But the
cxpenchiture reduction incvitshle, st least in the shon term. The
devaluation provided an oppormuniy for immedaate - and casy - pro-
grem. Compensatory cross-subsidies 1o exporers could be removed
a5 the gad pro guo for 8 more favoursble cxchange ree. The two
main programmes o be discontmued were the Supplementary Ming-
mum Prices (SMP) Scheme for key agricultural export commodities
(worth M0 million tn 198384) and export incentives o imdustry
(smounting o $586 million in revenue foregone in 1985) As the
CGiovernment's term progressed, & range of other less vadble sssivtance
mcasures were also removed so that by the 1988759 Budget, nel ex-
penditure on transfers to industry had fallen 49,7 peroent @ real terma.

That sort of progress was not recorded in any other categories
of expendinure - indeed, it was never a prospect. The scedh of disaster
on the fiscal front were sown early and can be traced to three main
causes. The first, altesdy referred 1o, was the magninude of the public
sector pay incresses in the break-out from the freexe Since, in
functional terms, personnel costs accounted at the time for over 18
percent of gross government expenditure, pay increases of the order
of 11 percent in 1954785 and 20 percent in 1985/86 added significantly
to the Government's expenditune.

Even in 1987 when public sector pey-fixing reform  prevent
upward drift wes implemented the tide vwept m. Anxious 1 bed
down the new rogime, the State Services Commission neached s
percent scrows-the-board settlemnent in the face of evidence that
15 percent win necessary o align publc nd private pay.

gl'l-l



trving 1o buy off problems through the tax ayystem. In anempting
o defuse the wery firt wage mound, the Government introduced

m“mwmwm‘mnﬂnmm

plementation w offsct :ﬁmdﬁ:m&:mh—h
middle-income carners cost §1 billion in the vear of introducton
and §750 million on an engoing basi.

cure public cxpenditure. Table | below vpells this out for key functionsl
areas of government expenditure over 4 four-year period.

Table 1 Real Change in Net Government Expenditure
1984785 1o 1985/89

Social Services 1.5%
Healih 1880
Education 20.3%
Adminmstraton B1L5%
Dicvelopment of Industry - 49.7%




In recommending a radical of scctor houpital
funding 1o achicwe some + the Report suggested
totalling $600 milion could be Nonetheless, faced by a

Sponsar.
In 1985, the Government fiscal projections o cover
the three years |985/86 1w 1987/88. The were not intended
&6 AN CCLIAle bt rather, & nguinst which 1o mensure

pructice diverged. The fact that such forecasts have not been
npﬂndlnmﬂ'hij
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The Treasury and the Mimister of Finance have continued to draw
uvention o the scriousness of problems on the expenditure side,
st recently in the Annexes to the 196889 Budget. There, an effon
wus made 1o remove from the expenditore tables all those unusual
o cyclical tems which might distort the picture. Table 2 shows rwo
messures of expenditure as & percentage of Grons Domestic Produc,
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both of which demonstrate sn ongoing rise in publc expenditure
during these liberalmation years. Very simply, by whatever messure,
the Government s spending more than it has ever done belore.

Table 2 Net Expenditure Trends'
W msilBien )
THRLRE [9RS/RS TWRANT [RETCRE 1REECHD
Firt Expanidicars Table 1
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refinancing | LI 174N MW MIM HaE
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! Eaplenavsen of exch upms b capandod o e e

' Tl Famsly Supgert bews mt evtimmese of fumdly ssslsmnce paid tn beneficiarie
that was prerwnsly pabd through Ve © Sociel Weifares.

* Eacudes tax onampenont of ussmplsyment broefit peymenzs

* G lewn wher lompay o the introduction of GET, m outlined in Asoes L

Sourcen

« Mrn lenading amd asart saden fignires - GFS dute snd Teessry corimates.

» All arsen dwis - Ducdpes Tabie 3, sl Treasary estimanes caloubaid on s Budge
Tabde 3 tasis.

» Nnminal GOF - Deparmenn of Swrinics petimaes @ (9808 snd Tresusy
forecasts for | 987708 and | GRAAY of 380,100 and #4, 100 millon reepectinely.

» Milpimiwed G - Treasery eonimmeees, samaned in Anses 1

Tuhle repraducnd mm Asrs in [AEF Budpn. p 2.5

Mot surprisingly, this record could only have been possible in
mn environment which aliowed for rapid gains on the revenue ude.
There can be no doubt that taxstion has been the Government's
hey “wuccess™ story. In real terms, total revenue from tanes has risen
by ever 30 percent since the sdjustment process commenced. The
uingle biggest new componcnt cime from the new Goods and Servioes
Tax {GET).

A tax on non-wage benefins (the Fringe Benefit Tax) was also
miroduced, and rafts of exemptons and deductions Tor bukings were
removed or phased out. Much of this was done in the name of closing
“loophodes” and achieving tax ncutrality, but from a business. point
of view it has simply meant higher effective mx rates. Only com-
prehensive capiral taxes remain unimplemented, although they are
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Table 3 pulls together the consequences for taxation of rising ex-
penditure levels, No amount of mx reform can lesd to & lower in-
cidence of inx il demands for expenditure continue (o grow.

Table 3§ Expenditure Trends and Tax Burdens'
ITLTE 19TWE  IORARS  19RACRT 19T

Hlm i) R L T MM IDEN A0
%ol ODP (L1 (el W OE AT
Liems et Lenafing - LEE TH4 L5 -8
Less Decpammnenial Beorgey | 2 1] ] m  Lm)
Lews Tan Meform Messano! 50 1541

Adjuseed Bxpenditues (Bm) 155 G LY R LT
& GOF (ITE (M (eaw (eSO
% Privess lecnans (A (e (Wl e R
Tbru

+ Deeparmentad Weceprs are ke vam of adminssineree fees, charges and nost-ndureral
salen; Fiees fnedeity, ol sther mon U revemns.

o Sanres: Amnca 3 oof the FOHT Busiper

* Mene thai ne aflowsnoe has bees made for (S phase—out of o epeedsures.

LT

Corvrrment Finencl S ( GF5 ) des. Memisal G- Deparment of Stasiamo
estin mnd Trvasury foresasts. Private Inostss - Ticansy coumme s inmcats.
(Tubke imhen Frum Generessest Mamagemwest, Vol | The Trosmary, Wellingion 1967,
p 3

In summary, the liberalisation process has been seriously impadred
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hmﬂrﬁmhﬂﬁ;ﬁﬁ:ﬁﬂﬁ“hhm_
been mn indulgent attrtude towards some aress of public expenditure,
and particularly social services, as & guad pro guo for reforom in other
arcas. Ministers in the social srena have managed o spend money
faster than cven & 3 peroent incresse in the tax ke would allow
for. This & where the nation has suffered its most serious lost
w.

It i imstructive to try o ssscss what the outcome would have
been had the Government posseised the resolve to do no more than
maintain social expenditure in real werms, o well & o holding
spending in the other major cuegories of Foreign Relations and
Government Administration. Iis ability to retire debt and reduce
debe servicing costy could, on certain rather stringent sssumptions.,
have put it in & position by Financial Year 1989 to run & substantial
financial surplus of as high as about §5 hillion, or § percent of GDP.
Thin could, in turm, have boen appied 1o reunng debt. Bur even
il these msumptions were relaxed w0 take scoount of such things
s the cost of riaing unemployment or of state secior restrocTurmg,
the ruther “broad brush” calculation sill llustrutes the point.” The
Government's fiscal policy has been conducted in such & way that
an opportunity 1o lighten New Zealand's public debt burden hes
been allowed w slip by.

As it is, New Zealand's public debt level is still high by mternational
sandards and very high by OECD standards. Too high s level of
public debt threatens the Government's financisl stability and n
times of economic downturn Llimits its room for manocuvre. [t siphons
off in mx privete sector resources that could otherwise be turned
to more productive account. Moreover, the high proportion of debt
in foreign currencie cxposes the Government's finances to serious
risk from & deprecistion of the New Zealand dollar, Retiring debr
is, therefore, & priority, particularly when repewed growth in the
m,muﬂﬂm“mhmhum

the Government's programme for cconomic recovery. The lost op-
portunity which fiscal failure represents mesns that the thrum of
the Government"s ambitious privatisation programme is increasingly
controversial. Although privatisation i not central 1o this scoount,
it should be noted that the scale of the privatisation programme (and
the exrent o which uate-trading departments have been corporatised )
hmihmrmﬁhhmdﬁr-hkm

by privatisation
has been prescoted largely on efficiency grounds: that although it
might be argued that there ks no remon why state-controlled activities
should be mefficient, experience tells us that exposure to market



rump, The possibility of this stema from the failure 10 produce a
more flexibic labour market (both regionally and for enterprises) and
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o total feillure to tackle state-induced dependency.
To some extent, the Government has to dete placed much of the
premure of adjustment on the trading sector whilst defending the
m“ﬂﬂuw&m-ﬂuﬂﬁq
thousands of working families ro their numben through income
support schemes. A rationale is not hard 1w construe: since the exposed
sectar of the soonomy is going to have to underwrite living standards
through grestly improved profitshility, then the spoter it can survive
on its own, the betrer, This, of coumse, beys the question of the
extent to which the exposed secioe’s profitability can ever be viewed
independently of the comomy and society i large. Theoe B also
the implication that if the wealth-producing sector of the economy
can perform adequanely, will the Government be able o claim through
taxes the share of that wealth necesaary o support the population
ot large?

It remmains an open question whether or not it is possible to baild
a sockety in which an exposed and ruthlessly efficient sector ja used
to fund & protected and insuler population. This Swedish-style
wenano sess liberulisation s 8 means  an end: bener eoonomic

1o generate wealth for & heavily redistributive state. For
those who favour & more self-reliant social fabric and believe that
entreprencurial dynamism requires an entreprencurial culture, this
i, of course, snathema. It s & case of hamnessing the market for
redistributive ends, with serious consequences for incentives and,
ultimately, indrvidual liberties. Even if @ Swednh approsch were
hope o keep the physical and human capiml necessary for it
meant 8 significant surrender of political sovereignty. The ability
iﬂuwmmmmmm:wm

ondes shroad has been reduced. Enforced intemational
harmonisstion will evenmually apply o all government programimes,
Ewcntially, New Zealand will find it incressingly difficult o run
social programmes that ere sebstantially more generous than those
of itv trading partners - it has neither the productivity nor the
msfustrial base to afford them.

Finally, it s inconceivable that attitudes in New Zesland, which
are still heavily imbued with 8 cradle 1o grave welfariam, can remain
unchenged in New Zealands fight for survival in & much more
competitive world. Whilst economic integration with Australia
through Closer Economic Relations may provide some respite, the

1f there 1s an chement of the Government's agends o dane which
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in in danger, it must be the privatisstion programme. There & »
brosd political consensun for privatisation of state—owmned entimes.
What is contentious, however, is the question of fureign ownermbip
of those masets. Governments in other parts of the world have sought
w populsrse such progmmmes by creating & conatifucncy [or
individual share ownership in the populstion st lerge. The specd
of the Government"s programime and the sumall size of New fealand's
domestic capital market have made foreign plocement more likely.
A decision 1o sell the state-owned gus and oil developer, Petrocorp,
o Hritish Gas foundered on 8 groundswell of xenophobic rescrion,
and the company was cventually disposed of w & major New Zealand
corporate. It was both sn indication that the public beld real concern
for economic sovercignty in key srems and 8 warning to the
Government abour the handling of futere ales. Very linde has been
done to “sell” the henefits of privatisation and, by sdopting a ruthlesaly
clinical approach, the Government muy well have created the potential
for a scrious backlesh.

The other cloud on the horizon for the liberalisaton experiment
comes from & quarter wholly uncxpected four yean ago. New Zealand
i now preocoupicd with 8 major debate over the stetus of MNew
Zealand’s indigenous people, the Maori, and their nghts under the
Treaty of Waitangi which ceded sovercigniy 1o the British Crown
in 1840, The freemarket ethic ks one which tends 1o be indifferent
to cultural politics, and the potential for extensive resource claims
on behall of Masori inevitably crestes uncerainty. Already, the
Government's plans 1o privatie the assets of large state entities have
run into scrious trouble from land claimants. This is an sowe thae
will not go away and, although oot direcily relsed w economic
management issucs, actually has the potential to preoccupy (and even
paratyse) decision-makers.

And in that there is considerable irony. Much of the Govermment's
thrust has been to remove politicsl constraints from marksts o that
resources flow 1o the areas of highest return rather than the arcas
of grestest political benefit. Now an issue has ramed ity hesd which
is purely palitical - an issue of sovercignty and nationhood. A
government that has won s considersble following for breaking old
maulds i cconatiie management suddenly finds inelfl wnously -
equipped 10 cope with a truly political issur. As this and other issues
start to emerge, politics will, in all likelihood, ance more sowly mvade
the econoamic agenda.

However, the centre of gravity m cconomic debate has, short of
a catastrophe, shifted irrevocably. In this, New Zealand is mercly
following the rest of the world. But, as i s ofien the case with
this distant antipodenn land, intebectual currents tend to arrive late
and in a particularly undiluted form. With the exception of Mew
fealand’s uniquely indigenows wsues of race and matioahood, the
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next big shifi i likely o be externally genersted. The shrewd observer
will be monitorng shifts m the intellectual climate abroad in assessing
the dumabihity of New Zealand's domesne economic framework.
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Chapier 4

FINANCIAL POLICY
REFORM

Grant Spencer and David Carey*

FINANCIAL DEREGULATION AND CHANGES in monetary
policy and exchange rate policy over the past four yean have occurred
within & brosd package of economic reform polices aimed ot increasing
sustainable living standards in Mew Zealand. In common with reforms
in other sectors, dercgulstion in the financial sector has invalved
from sccurately conveying 10 market participants the economic costs
gnd benefin of their sctions. Where continued government inter-
vention has been deemed necessary, reform has been simed ot making
that intervention g3 efficient &3 possible.

The principal finencial reforms made in New Zealand since July
1984 are reviewed in this chapter. The review begim with » brief
outhine of some of the major problems facing the economy in 1984
nd bow the financial policy framework of the time had contributed
o the development of those problema, The main financial reforms
nmmwmummum
tion. A discussion of the consequences of the reforms follows. Thia
discunsion raises the issue of the optimal sequencing of reforms within
an oversll liberulisstion programme, and thiv Bsoe is addressed in
the final section of the chapter.

1. Background

Government in 1984 that required immediate action, the more serious
. hq;in:-shulﬂu.ml oghons pn'llhﬂ:

COOROMY over o anaual in

New Zealand's per capital GDP had only been 1.4 percent, by far

the lowest of eny OECD country and spproximately half the DECD

*The suchan wih w rhank e follswing ioi osmiErcy comnERTy o an o
drafi: Stephen Daws, Arthur Girimes, Ceoll Mortbock, Pesesr Wichall, Mickee| Bededed],
Cirwham Sovty, Alen Smith, Mark Swinburos sndd Bryce Willdnes The wiesn
rxjprruacd i the papar reseh sadely these of the sathors, howerver, amd in particular,
siondd non ke aniribaed w the Reseree Bauk of Mew Sealand



performance was cven worse. There had been virtually oo economic
growth, current scoount deficits reached record levels and inflation
was extremely high, only being suppressed towards the end of the
decade by 3 wages and prices (reese. No other OECD country fared
us badly over this period.

In sddition, New Zealand's external public debt had grown o

i
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:
3

OECD OECD
ﬁﬂfpltﬂ-piﬂ‘ 1.4 27 aa 20
Carrent Account Balance/GDIPM  -2.0 00 48 0.3
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Contributing to these problems was s range of government eoo-
nomic policies that distorted relative prices in New Zealand so that
ndividual households and firms could ot make economic decisions
bascd on the full costs and benefits o the nation. [mporimnt distortng
non-financial cconomic policses inchaded (highly varisble) industry
ESsIRtANCE, VRS coterprise oufpul pocing that often did not rellect

Financial secvor refonm was this rejarded as an importist component
of an overull liberalisarion strategy to increese sustainable income
levels in New Zealand.

In & variety of ways, expansionary monetary policies had
undermined the efficiency of resource allocation in New Zealand.
First, these policies had contributed to high and veariable milacion
rates. Such inflation distorted resource allocation directly by mcrem-
ing the volatility of relative prices snd clouding the distnction between
resource allocwnon indirectly through its interactyon with 8 nommal-
based tax system. Investment in appreciating real assets, such s
commercial buildings, wes artifically encouraged by the combination
af the non-taxation of capital guins (which largely reflected the effect
Jﬁﬂ}ﬂ#fﬂﬂﬂﬂjdﬂﬁﬂlmw

and saving
relative to national income and o worsening in the current scoount
Had

the cxchange rate been floating, part of this presure would
have been reflected in o lower nominal exchange rate. Under an
sdministratively controlled cxchange mate, bowever, the dn-saving



mvestment 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 capitsl markess 1o effectively fund this investment. The

;
5
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the Supplementary Minimum Proce Scheme) meant thet structeral
respanses to changing rates of return within the traded goods sector
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were forestulled. In this way the sdjustments neoessary to schicve
& sustainshle external balance were being deferred.

Espansionary monetary policies were not the only policies that
distorted the kevel and distribution of savings over this period. Lending
directive ratios reqitired financial imstitutions to allocate & certain
proportion of their lending o favoured sctivities, regardless of the
profimability or rakiness of investment in these sectors. Lnterest rate
contrals were mtended © contn interest rates but also had the
incvitahle conscquence of diverting a grester than usual proportion
ol fands 1o low-risk barrowers and investment projects. To the extent
that these controds were binding, they belped to cmure that svings
cMmings.

Pre-1984 government finsncial policees also reduced sustninable

nutional income lkevels by lowering the efficiency of financial inter-
quirements encournged the development of lews efficient fringe
financial intermediaries that were subject to lews onerous conrrols,
As a result, intermediation services were more expensive than neces-
sary. The non-contesmbility of hanking may also have made banking
wWrvices unneceasarily expensive.
In vicw of these problems, it was spparcnt thmt financial secror
reform would be an essential part of the overall medium-term eon-
nomic strtegy 0 overcome the country’s economic problems. An
anti-inflationary monctary policy was required, and » liberalisation
of government interventions and restrictions on finencial markets
was needed to promote effickency within fnancial markets and a betier
distribution of financial and real resources among alternative uses.

2. Financial Sector Reform: 1984-88'
Abalition of Interest Rate Controls

During the carly sages of the reform programme, the sgenda was
strongly influenced by the circumstences surrounding the elecrion
of the Government in July 1984 The joreign exchange crins neces-
sitated an immediste and substantial devaluation together with the
shalition of scross-the-board interest rate controb * These measures
were nocessary (o enhance the sttractiveness of New Zealand dollar

Although the abolition of interest rate controls was thimed to coincide
with the devaluation, there were strong coonomic arguments that would
have warranied making this reform even if there had been no forcign
exchange crisie. The removal of interest rate controb wa cxpected
o lessd to o bener balance between private savings and investment



mmrmmnﬁ-ﬂm in the
cxchange rate peg, private capital flows could very easily offser any
-ﬁhmm»ﬁhd—-ﬂwm
In to maintain an independent and conaistently firm monetary
policy, it wun clear that the exchange rute would have 1o be (loated.

It was wiso recognised that, to ensure as sucoesaful a Dosr as powihle,

controls shoukd be removed o i o allow the developrment
of the decpest possible foreign exchange market. Stabilising
speculation was comsidered to be extremely important for & wmall
currency subject to scasonality in the patiern of its export reocipn.
With the sim of floating the exchange rate in mind, cxchange controls
where sbolished in December 1984, A clean floa of the exchange
rate followed in March 19835,

In view of the distortion that exchange controls had imposed on
the level and wies of savings prior o 1984, s further objective of
abolishing exchange controls was 1o achieve a better distribubon of
wvings, s well ss o betier balance betwesn national savings and
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a deprecisting exchange rate and high inflation. Similarty, ll.uﬁu.l

probably

While a real exchange rate appreciation can be esily achieved under
rate regime via an inflation rate above that of the trading
real deprociation must occur through & reduction in
domeatic mflaton below foreign mflation. Thus, if prices are not
perfectly flemble, output and employment losses are likely o occur
s domestic inflation is pushed below foreign inflation for the period
required to achicve & real exchange rate deprecistion. These output
and employment losses are avoided under & Mexible exchange e
regime, provided thar unions are prepared o acoept the real wage

cuty caused by higher prices for traded goods.
Of course, New Zealand's “fixed” cuchange rate was not truly
Mh-wﬂnnﬂmmﬂhﬂu&ww

|

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
rare. The desire to svoid further mxpayer-funded foreign eachange
louses was an important resson for moving from 8 fixed 1 o Moating
exchange rafe Pegime.

Abaolition of Ratio Requirements and Credit Guidelines

to comply with vanous security ration and other balance
sheet revtrictions. These ritio requirements, which varsed enormously
between institunonal had been imposed over the yean with

housing Tarming Jocal authoeity i
ﬂ.uwmmmdmm
were alwo imposed on the major matinutsonal
groups over the 1982-84 period, with the aim of controlling money
and credit growih i the absence of market-determmed mierest mies.
Ratio controls did impose wn cffective mx on the specified in-

1

competitive interest rates. The other objectives were not, however,
met Although the ramos on all financial institutions could have been
wser] more actively for manetary policy purposes, in gencral only the
urading bank reserve anet ratio (RAR) had an ectivist monetary policy

policy tightening on the broader money and credit aggreguies. The
-ﬁhub:uﬂumﬂmumhwwuh

rate consequences of & tight monctary policy could be tolerated, there
wins no sdditional monctary policy gain to be had through retio control.

Ratio controls may heve incremsed the proportion of lending w©
favoured sectors by the institutions subject to the sectoral lending
ratios, bt may mt have contributed greatly wo the overall quantity
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of funds lent to these sectors. The financial imermediarics that were
mot subpect (o lending ranos were able 10 cam @ betier refurn on
fanuds than the restricted institutions, and were therefore able to artract
a greater share of available deposits. Hence, the controlied institutions
may well have lost market-share to the extent that ol lending 1w
the favoured sectors was no higher than it would have been in the
sbsence of the raios.

Insofar that sectoral lending mtion did increase lending 1o favoured
sectors, the ratios would have undermined economic efficency by
encouraging over-investment in the favoured mdustries st the expense
of under-investment in other higher earning secton. In the sbsence
of clearly identified market filures that caused privete sector

were yet another means by which governinenss discoursged private
sector savings in the (orm of investment in financial sssers.

In view.of the failure of ratios = sn instrument of monetary control,
their costs in terms of economic efficiency and their adverse effects
on the prudential soundness of the fimancial sysiem, ratio controls
were abolished in February 1985, The only cost to the Government
of sholition was the loss of & source of chesp government funding.
However, an implicit mx of this sort was pot regarded as sn efficient



soArcer
spply of credit. When monetary surhorities are able to gun control
over the wupply of liquidity snd short-term interest rates by other
meams, then the use of & lending guideline as 4 ol of monetary

mmmm-ﬂ_}mhhﬂm
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The New Mooetary Management Framework

The scrapping of rato controls snd the lending growth guideline
was part of 8 move wowards & more efficiern framework for monetary
management. This new approach to monctary policy relies
fuencing the excess demand for liguidicy in the financisl system
-dhnm.-ﬁ:hhuuﬁm-uﬂhwuu.u
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coNts
likely o affect the intercst rates ot which loans can be
hence the ability of institutions 1o expand credit. This approsch 1o
monetary control is likely o be both cffective, because it cannot
be undermined by disintermediation, and efficeent, becaine incentive
effects are neutral; there b nothing within the monetury policy lrume-
work that gives an unfalr advantage to a particular group of financiel
mtermediaries.

The Reserve Bank's ability to influence the excess demand for
liguidity stems from the Bank™ poution ss mooopoly supplier of
wettlemient mscty in New Zealamd The Rescrve Bank, as the
Governiment's banker, spocifies that all payments o government be
settled in “sertlement cash™, snd this requirement underpins the
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banis' demand for cash deposits at the Reserve Bank. By mfluencing
the supply relative 1o the demand for these ssseis, the Bank in able
to infleence short-term interest raes and, ultimastely, money and
credit growth. In addivion o the banks’ settlement cash deposity
at the Reserve Bank, the operational reserves base definition, known
m primary hiquidity (PL), includes securities that can be discounted
for settiement cush on demend st the Reserve Bank *

The npn'lthn of manetary policy in the sew institutions)

Owver the 1965-88 period, it became clear that a smble quantitative
relationship between PL and nominal GDP or inflavon would be
unlikely to emerge during & time of rapid structural change and dis-
inflstioeary pressure. For this resson, the policy of sero trend growth
in PL HWHMW o the haae
level of 'L and other monetary policy instruments. A passive mediom-
term approach o monctary policy, with unchanged insrument sc-
ultimately achicve the objective of a stable
the tmansition path could potentially
twrn out to be cither 0 lax or w0 restrictive a5 10 undermine the
policy's overall credibility. The main supplementary policy instru-
ments available for discretonary adjustment are the discount margin,*
the for bankers" cash ot the Reserve Bank and the average
level of 'L wargeted over the month ahead. IT it in desired 1o tghten
manectary conditions using these mstruments, the discount margin
can be ramed andsor the daily cmh target can be reduced ancd/or

§
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increase i the i

settlement canh whilst a reduction in the daily cash turget or average

maonthly level of PL reduces the supplics of daily cish balances and

PL. Any combination of these has the effect af reducing the excess
of liguidity in the banking system, thus purting upward pres-

sure on shor-term mterest raien. Open market operations are wed

Rﬁﬁnqhhhwdﬂmﬂwm

argets.

of other relevant economic information in order v determine the
extent to which movements in the monetary madicators reflect factons
other than changes in underiying bquidiry conditions.

Srrucrural Reforms

sctivities was more uniform and that, ss far as posible, all scrivities
were contestable. With interest rate controls, ratios and various other
non-newiralities (woch e the “3M=day mule™) alresdy having been
revoked, the major reforma called for by this review process were
liberalnation of sccess o bank registration; removal of the special
restrictsons and benefits conferred on trustee savings banks; sholition
of the conitruly on building socicties; overhaul of prudential superviiion
srmngements; and reform of commercial legislation, including the
Trustee Act 1956 and the Companics Act 1955.

{a) Liberalisanion of Bank Regrscration

Dwuring the extensive review of the financial sectoe regulatory structure
tn | 98485, it became clear that substantial changss woulkd be required
in the legnlation governing the various categorics of financial
imtitutions. |n the cose of the trading banks, the relevant legislation
(the Reserve Bank Act 1964) did not wirictly preclude additions to
the exiating four banking licences, although a separate Act of Par-
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lament was required in each case Despite the absence of & prohibition
on msukng further licencey, it wis ool realistically possible for noo-
bank financial institutions to gain benking licences. Although such
matitutions were aof therchy prevented from usdertaking most of

regarded by the Mew Zealand public and the international financial
commumnity as being more socure and reputabile.

In order to give all financel intermedianes so inclined the op-
poriunity to obtain registration s banks, the Rescrve Bank Amend-
ment Act 1986 was passed, giving the Bank the power to register
in unfimited number of banks, provided thai certain conditions were
met. These conditions have been interpreted by the Bank to include
8 commitment by the spplicant v maintmin n adequate ratio of
capital to total swets and o ensure ther capital abo remains sbove
o specified doller value, to have business in the narure of hanking,
mnd o have demonstruble banking expertise. By December |988,
welve mew banks had been regisiered since the Reserve Bank Amend-
ment Act 1986 had come into effect in April 1987, These registrations
brought the total number of registered banks in New Zealand to
xteen. !

(&) Truster Bank Reform

New Zealund has @ network of community-owned banks around the
country called trustee savings benks (TSBs). These banks have his-
torically had thelr deposits government guarsnteed and, in return,
have not had the freedom of activity enjoyed by other finencial in-
witgtions. In particular, trustee banks have not in the past been shie
o offer sccounts to corporste clients; to offer foreign exchange ser-
vices, to ruise large-scale whalesale depoain of to scquire dhares,

ol M fsoigos Snclusmge asrvicar. Thes Trnsese fak Rastrun>
turing Bull, pussed in Muy 1988, required all TSBs to bocome companies
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Building societies abo opersted under their own Act and {sced a
range of restrictions oo thelr investment and borrowing activitics.
So @ to place building socictics within the same regulatory framework

(| Prudentiad Supervizion
The process of reviewing the (mencial scctor's framewark
included a review of the Reserve Bank's averssght function,



of an cfficient financial sector. The svings, mvestment and financial
intermediation consequences of these reforms are discussed 0 this
wotion. Particular sttention is also given two the respective perfor-
mances of monetary policy and the flost of the cxchange rate in
relation 1o their stated objectives.

It should be noted st the outsct that it is not fessible ot this aage
to produce econometric evidence on the consequences of reforms.
As yet, there is relatively linle dma svailable for the post-deregulatson
period. Without such an snalysls, it is very difficult o separsic ot

Furthermore, many of the effects of economic Hberalisation will not
become apparent for some years yet. For these reasons, our discussion
of the consequences of specific reforms must be largely heurngic.
The Level and Uses of Saving

10 the previous section of this chapter, part of the resson [or instituting
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reforms was that they would reduce borh amificsl disincentives

proved following an initial deterioration in 198485, Adminedly, part
af the improvement since 199485 can be mttributed o valustion

effects resulting from the reversal of the 1984 devalustion in the
real eachange rate. Nevertheless, even allowing for this factor, the
current sccount deficits since 198687 have been lower than st any
time since 1981782 and are certminly much lower than the average

(% af National Income)

Year Mer! Met? Current’
Ensded Private Government Account
March Savings Savings Balance
1982 -6 -4.9 5.5
1983 -0.7 =55 5.2
1984 1 6.9 =48
1985 =24 -3 4.7
98s =17 =311 =8
1987 =09 =15 44
1984 =14 -3 =19
1989 jeat) 0.5 =16 =21

h T

" Frovate svmgs kew pross privee inveviment. Obssened by taking Mirt Governamens
Hamings from the Current Aocomm Balwnee

1 GFS Financlsl Nalance.

*SMA defimichn,

A closer examination of the components of net national wvings,
however, tends 1o contradicy the view that higher interest rutes have
been respondible for this change. As shown in Table 2, private sector
savings, net of private investment expenditure, have been lower on
average since |983/84 than in the three years ended March 1984,
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and 1985/86 but recovered sharply in 198880, Most of the im-
provement in the carrent account halances since the carly |980s has
been due o & reduction in govermment's claim on savings, with
significant reductions in the fscal deficit having been achieved since
19684/85. Ouly more recently in 1988/89 has the improvement in
the current sccount balance been anributabie to s recovery in net
private sector sEvings.

The fnilure of net private savings o rise significantly during the
three vears following the incresse b real nterest rotes i 1984/85
may have resulted from a number of other opposing influences, and
does not necossarily imply very low interent elmticities of avings
snd imvestment. First, the public may heve boen super-rational,
incorporating governmeni-saving decisions o their own decision-
making. Hence, mtional coonomic agents ooubd havwe reduced their
et savings to the extent that the Government incressed its net saving,
thereby maintaining their preferred timc-path for national
consumption. Second, and perhaps more plausibly, government
meaures o increase government sving have tended w reduce private
sector disposable incomes and hence the privite sector’s ability
nave, Third, & high level of oversess coofidence in Mew Zcaland
domestic expenditure, Fourth, siructural change imitiasted by
deregulation has calied for emporarily high kevels of invesoment in
the expanding industries. For instance, the incressed demand for
the services of financial intermedianes and business. sdvisors & Likely
to have increased demand for office space in Auckland snd Wellington,
cncoumging commercal buliding constructon in these cenires;
indecd, commercial building investment grew from o high base st
the phenomenal ceal rmte of 20 perocor per anmam over the three
years to March 1988, Fifth, grester reliance on interest rates to allocate
loanable funds has given many members of the public mcreased access
to credit, enabling them o move (o higher gesring retios. Sioth,
and hence permanent income, thus encouraging individuls w incroase
consumption and investment expenditure in relation o current
income. The sharp rise in net private sevings in 198889 tends 1o
suggest that the sharcmarket boom was & particularly impartant factor
in depressing net private savings over | 98487,

Dieregulation was alwo expected to redirect nesouroes to the highest
carning sectors, resulting in an increase in the sverage rate of retumn
on investment. More spocifically, s & wider range of domestic amd
oversemn investments becume eligible 1w compete for the available
domestic savings, those activities previously earning o low return
might have been expecied m phase out and new higher return (higher
risk} growth sectors to emenge. Owver o sustaimed  period, by shifting



wreas m the coonamy, this process may be expeced to an
increme in the overall rate of return on capital and hence an incresse
in the productive potential of the netional
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The contributions o real growth over the 19%4-88 period can
be ssensed from both the demand and supply sides (see Tuble ¥,
The breakdown of cxpenditure components shows that the main con-
tributions to demand growth came from private consumption, “other™
private mvestment (dominated by commercial construction over this
period) and exparts. The autput components show much of the growth
of the supply side coming through sgriculrure, constroction and
PrivELE seTViCEL.
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Tahble } Contributions To Growth: 19684/85 - 1987 /88"

Annual Average
Annual % Palnt

% Growth e GDP Growth

Expenditure Compoments

Frivate Consurmpition L9 1.2
Government Consumption L3 0.2
Private Investment - Residential 0.1 0.0
Provaie Investment - Other 4.9 0.6
Governmem Investment =17 -0.3
Stocks N/A 0.0
Total Domestic Expendirure LT 1.7
Exports of Goods and Services 4.7 1.4
Imports of Goods and Services 6.2 -0
Expenditure on GDIM 1.1 1.1
Ot pat Componernt

Primary 80 0.3
Maniufscturing 0.8 0.2
Constrction 49 03
Private Services 1 1o
Ciovernment Services 0.5 =01
GDP 21 i1
i

i Dhowrs cuint mastchy ot mmrasarn of GV dur 30 ol discrrpancy



process can be seen in the high rate of growth thes hes eccumed
n business services - financial services in particular; the strong
demands for cxpert advice in the arems of financing. management
wystems, information technology, marketing and personnel are all
symptomatc af the process of change itkelf, and of » higher performance
bring demanded across a wide range of cconomic activities.

While deregulation has contributed 1o & redmiribution of wavings
through the by imposing a discipline on the effective use
Hmhniﬁmrﬂchnhuﬂlﬂhﬂmnﬂwdﬂhum

intended growth in productive potential. [t is also necessary o ensure
that rates of retumn signalled by market prices are compatible with
social and sconemic rates of returm.



The float of the New Zealand dollar in March 1985 was adopred
as an integral part of the (inancial reform programme. Combined
with the earlier (recing up of domestic financial markets and the
wﬂﬂmwmnpﬂhn the float win
intended to achieve two main objectives:"!

1) To facilitare sdjustment in domestic consumption and
production patterns in response to shifs in New Zealand's
) To give control over the reserves hase of the financial system
andd henoe allow an independent discrenonary moneiary policy .

sern ai #n esential component of the overall reform programme.
The experience to date with the (losting exchange rite & sum-
marised in Figure 2 and in Table 4. Berween March 1985 and December
1988, the trade-weighted index (TW1) of the New Zealand dollar
has moved in the mnge of 53.6 1o 73.4, sbowt an wvemge of 632
While no long-term trend is discernible in the TWT, indivadual bilateral
rutes have moved substantially s @ result of large shifts among the
major currencies. Over the same period to December 1988, the New
Zealand dollar appreciated by 16 s 41 percent sgainst the Australisn
and United States dollars respectively, while depreciating by 12 and
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Tre=Floas Prre-Phevaluanen
UsD 06 14
STG =154 =260
YEN =319 =475
§A 6.4 20
DM -9 -36.5
™1 -23 219
Real Effective 24, 1e) fi0e)

There was o widely held view over much of the 1985 o early
1988 period that the recent high levels of the resl exchange rate
would not be sustminable over the longer vermy. Supporters of the
counterview have pointed to the major structursl changes that have
occurred in the Mew Zealand coonomy since 19854, and the increased
carmings that may eventually flow from these changes They have
also i whether recent trends in the balance of peyments
supported the case of an overvalued real exchange rate. Towml exports
of goods and services have continued to INCTCESE 48 @ PROPOrton
of GDP (Figure 3), and the current scoount deficit s & proportion
of GDP was more than halved between 198485 and 1986787, from
8.3 1.7 percent (Figure 4). Since then, the current acoount deficit
has fallen further and is forecast (by the Reserve Bank) to be sround
2 percent of GDP in 1968/89.

Mevertheless, there are good reasons for claiming thar 19#5-58
levels of the resl exchange rate were not susminable over the longer

position may eventually have boen expecied o couse a further
deteriomtion i Mew Zealand's oversess delbt wo GDP oo, Of course,

the 12 percent reduction in the exchange rate (trade weighted indea)
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over the latter part of 1988 has substantially weskened this argument
in the context of mane recent real exchange rate levels. !’

Apart [rom the casual empincal evidence, there are theoretioal
m:ﬁ:ﬁhmﬁn&mhwmmhum
during 1

markets
markets.
dominant initial i
capital
mOnetary
pushes the
afiier real goods
1]
sccount
and hemor
bong-run equilibrium.
for poods, services and facton of production. In particular, policies
aimed o removing protective mechanism in the labour market, the
public sector end the more insulated segmenny of domestic induatry
can belp to spread the burden of adjustment more evenly, snd hence
ﬂumdhmuhwﬂuﬂpﬁw
Possible alternative policy prescriprions could include the intro-

muuw, .m
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duction of controls on inward cagital mevemenn and/or exchange
market intervention. However, it ia argued i Section 4 below that
hmaummmmmmmﬂ

eventually ay COMpETItive guin

hmlmﬂrmn&wdhhhkvﬂﬂmnehﬂ?uhnddﬂt
cxchange rate, many commentsion have cxprossed concern over the
volatility of the exchange rate since the flost in March 1985, This
whﬂnyuuﬂumnﬂthnﬁndmdn-hmw
production planning decisions and hence a lower level of
in both exporting and importing. At the tme of the Doar, it wis
recognised that exchange rate volatlity would be present to some
degree, and that this would represent 8 cost to producen and con-
sumers of traded poods. However, it was abo consadered that the
Mmﬂﬁm%mﬂu-ﬂmm&ﬂrm
hmmdh]ﬂnpmnllhmﬁm putn;ilwmg

17 T= i

major currencies and the Awstralian dollar m Table 5. These Agures
indicate that, in terms of both daily end monthly changes, the New
Fraland dollar has been someowhst more volatile than the majot

eifects are found 10 be relatively amall. ™ In the case of New Zealund,
with Australia has been detected.'” but this cffect is sgain umall,
anil no other hilateral flows were found 1o be alfected.
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Coatisied Table 3

Table § Exchunge Rate Volarility*

(April 1988-December 1908}
Currency  Dadly Movements Monthly Average Movements
AUS 053 m
5TG 08 im
DM 0.83 180
Nate=

* Seancdrd deviatioms of el difference i bogs of dadly and smanthly swrage ochangs
mers, mairplied by 100 Fachangs retr sseamrvad agaive L5 sl

& .
- uting serilised intervention - in order 1o reduce the private cost
af trannacting in foreign exchangy and of covering short-term exchange
risks. However, to be sure that such a palicy was effective in reducing
the overnll cost of managing cxchange rate volarility, it would he
necesiary for the intervention agency 1o be profimble - or ar least
not make lowes, Chuite apart from the quesnion of whether the Reserve
Bank can comsistently outplay the market, there are other

la summary, the main costs associated with the fosting of the
Now dealand dollar have probably arisen from the sustained strengrh
of the exchange rute during the disinflation liberalisation phase, rather
than from the shor-term voltaility that has been experienced since
1985, As concluded in & review of the major Nosting cur-
rencaes,'® the relatively minor nature of volatility effects imiplies than
the intervention debaie should relate primarily 1o the

:
2



Of course; it doey not follow from this outcome that the acroal
implementation of monetary policy has been optimal or even eifecrive
im schieving it sims since 1985 The intention of moactary policy
has been o apply consistently frm pressure 1o monetary conditions,
with the sim of reducing the underlying rate of monctary expansion
and hence, eventually, the rate of price inflation. The result to date
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chunges have made it dafficult to assew the oversll degree of monetury
pﬁjmhﬁ;mﬁdnmﬁnm

The observed mates of growth m money and credit have been
substuntially affecied by & number of factors which tended to
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commencing on o downward trend from the June quarter 1986 on-
wards.

From a more general perspective, the changing structure of the
economy and the high kevel of uncerminty regarding the ultimate
cffects of the various policy messures has considerably complacated
ﬂimﬂimﬂmmm#m&m

through thee year. During the first halfl of the year, & decline in interest

ey wal wen (o be consistent with the fall in comumption and

investment indicators and various [rvoursble signs as 1o the future

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

it bevame increasingly spparent that domestic demand and inflation
were

Ociober 1986 and an uptum n interest rates through the December
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and Mirch quarteri, The impact on intercst rates through this penod
was compounded by seasonal liquidity pressures and an incressed
peasimism with regard to expected inflation and fecal deficit out-
comes. Thus, while the shifts in interest rates and the exchange raie
through 198687 resulted partly from o changing degree of monetary
policy pressure, they alw reflected major shifts in expectations re-
impact and ultimate success of the policy In

:
|

E
:
|
i

of inflation to 166 percent by Junme 1985, Also, ms noted earfier,
firm contmol over monctery condithons was only schieved after the
Doar in March 1985 prior to that, in the second half of 1984, the
capial mflows sssocisted with higher domestic inierest raies had
tended to undermine Brempts to restrict moncy and credit expanaions,

The second confounding influence on the downward path of
comsumer price inflation, the 10 percent GST in October 1986, was
i major obstacle w the disinilation clfort over 1988787, The direct
CP1 effect of the GST was contmned in thar it was concentrated

reduction in the annual inflstion rate from 16,9 percent in September
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1987 10 9.6 percent in December 1987 largely reflocted this factor.
However, the underlying inflation rate han also (allen markedly since
late 1987, s indicuted by the continued drop in the inflation rate
nt?mhﬂ:runﬂamhﬂ'lﬂ'l‘hm
monctiry pobicy of the past four years 15 pow clearky ywelding significant
While New Zealand's progress with lowering inflason has tken
s number of years to show clear results, & comparison with the
disinflation experiences of other industrial countries in the carly 1980s
sugipents thor chis rete of progress is not unuscal. Table 6 chows
thm sdjusiment periods of three m five years were typically required
to reduce mnflation below 5 percent, even o countries vuch & the
United Kingdom and Switzerland where relatively severe sdjustment
sIralegics were pursied.

Table 6 Dizsinflation Experiences in Industrial Countries

Tight Peak Perisd 1o Heduce

Palicy Iniatisn Infation

Applied (percent p.a.) Helow 5%
Canada Dec. 1978 129 (June 1981) ¥ yeans
Jupan June 1979 8.6 (Sep. 1980) 2 ycan
Switzeriand June 1978 7.5 (Sep. 1981) W yean
United Kingdom  June 1980 21.0 (June 1980) 2% veary
United States Oct. 1979 14.8 {Mar. 1980) ¥ years

New Fealand March 1985 16,6 (Junc 1985) Wy years

I Mew Zealand folkvws the carly experience of many ihdustrial
countrics, then & consolidetion of low inflation theough 1989 wqll
help to build confidence in continued low inflanon, thus reducing
real interest rates and allowing the ecobomy w ke (ull sdvasnge
of the restrucruring that hes socurred over the past four years. The
CMETEInG eCunoMmic reopvery may. of course, put upward pressure
on some prices through 198990, However, the continued depressimg
effects of the relatively weak equity and properry markens, combined
with somc strong fevoursble productivity effects, shoold belp 1o ensure
a continuation of the overall dowwward trend in inflation.

Financial Sector Efficlency

The preceding sections on the level and use of wring snd price
signalling and the Moating exchange rute discussed the conseguence
of deregulstion in terms of the effectivencw of the financial soctor
in achieving an sppropriate distribution of real and financial resources



availsble fimancal services and products. In large part, this growth
has mirrored other factors spart from domestic Anancial deregulation.
hp&ﬁ.i:ﬂmdmmﬁwﬂlhﬂdm

in stockbroking, there i insufficient statistical evidence w make any
quantitative sscvament of swuch gains. Clearer evidence of efficency
improvements may well in due coune as the lagged effecs
of deregulation measuro to have a stronger effect on com-
petition. The effect of new banking licenses, for example, has clearly
ye1 o be fully fekk on the marketing and pr of products in
the banking industry. Furthermore, while trustee banks gained in-
cieased operating [reedoms from December 1985, the
governing the structure end sctivities of both trustee banks and
building socicties has only recently been amended to allow these
imstitutions 1o be fully comperitive.

Second, there would sppesr o be potential for significant
coonomees of scile o be schieved through product diversification
in s unrestricied financial secoor. Soch coonomibcs arise from the
tendency for financial products and services to be of & joint produc

E



nsrure, with human and information m the dominan factor
inputs.” The difficulties invalved in trading client-hased information
and intellectual s together with the synergy that can be

degree 1o which this sdeptation has occurred scross the industry
has depended on both the nature and extent of direct and indire
mwmmlmnﬂuwﬂhmm

there his been a paralie] growth in Hinsurance™
(simed st providing efficent means for managing risks), particularly
foreign exchange and interest rate These include futures
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deregulation has skmply shifted the distribution of risk among differemt
markets and between the government and the privare swsctor, then
the present market-based system i likely to represent s more efficient
mechanism for allocaring and matching risks than wes the case when
ciposgres were unavoidable by many institotons end scoeped
urbatrarily by government on behalf of the tpayer.

4. The Sequencing of Reforms
mmmﬂwd&whﬁhm

In reviewing the arguments that have been put forward on the
aptimal sequencing of cconamic liberalisation messures, the first thing

ﬂutnuhhum.lﬂﬂmhﬂh“mﬂlﬂu"
u“rm where o particular distortion s removed while others

Nmmumnmumum
rules of thumb showld be followed 1n order to minimise the
onisequences of a iberalisation programme. 'These guldelines, which
have been developed by such coomomists as B 1. McKinnon,
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A. 0. Krueger, D. J. Mathieson, 5. Edwards and J. A. Frenkel,®
can be roughly summarised as follows:

* Macrocconomic policies should suppont the lLiberalisation
programme. In particular, inflation snd the fiscal deficit should
be brought under control st an cerfy stage in the refoom process.

» Dhstortions in domestic goods, capital and labour markets should
be removed & (@r as possible before links with the external

economy arc opened up,

» In liberalising links with the external economy, the capil
socount ihould only be fresd up onoe substiantial progres has
been made in liberalising trase Oows.

= In order to minimise the transition costs and to give the ibers-
Hsation programme @ good chance of cveniual success, it is
crucially important to catablah its credibility | & consistent
package that will deliver long-term benelits for the overall

T,
Dfumm in the Hn!:hﬂm:nﬂ:hd:uﬁlnr
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Iiuﬁdﬁmumhﬁm-&rhnﬂwmuﬂmm
will be bess costly 1o reverse than “wrong™ real investment decisions
resulting from @ delay in trade libcralsation. A somewhat different
line of ressoning i followed by Edwerds and Mathisson, who are
primarily concerned with the ovenhooting of the exchange rate tha
has occurred dunng a oumber of liberulisstion programmes, including
those in the southern cone countries of South America in the mid-
o Hﬂ-lm The removal of restrictons an forelgn  borrowing,
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deterioration in the current sccount of the balance of payments. By
this time, however, investment distorthons may have occurmed & a
result of the temporary undervaluation of traded versus non-traded
gpoods in local currency terma.

However, it is readily scknowledged by both Mathieson and
Edwards, for example, that there are problems with the overshooting
argument as & bawis for the recommended policy prescription of
delaving capital scoount hberalisavion. Furthermore, other arguments

worsen the prospects for successliul implementation of & full reform

Fim, there is & casc o suggest that large numbers of “wrong™
investment decisions will not be made on the baus of a real cxchange
raie which iy understood 1o be temporarnily overvalued during the
transition period. Edwards and A. C. Stockman,® for example, point
out that if the “mmborities™ sce & clear case of cachange rle over-
shooting, then this situation should also be apparent (o private agents,
who should take it into sccount in making mvestment decissons. The
number of “wrong” investment decivions may also be reduced 1©
the extent that the intended furure path of trade liberalisstions is
clearly telegraphed o porential investors. While this argument must
have some validity, it must also be recognised that investment (and
disinvestment) decixions will, 10 some extent, be influenced by short-
term profitabilny considerations, even though mveston may expec
relative price cormections to occur in the longer term.

Second, and of grester importance i the paint that exchange rate
ovennhooting following the removal of exchange controls is likely w
oocur to wime degree whether capital comtrols are removed carly
or late in the liberalisation process. In other words, while an alternanive
seguencing of liberalisation measares may reduce the extent of over-
shooting, it is unclear whether the difference will be significan, and
it is cermnly not likely w avoid the problem. Financal portfolio
structures must at some stage be brought into line during the liber-
alistion process, and thiv is likely 1o generwie o wemporsry surge
in capital inflows, irrespective of the progress that s been made
in trade liberalisation. Furthermore, in & situation where political
constraints peevent rapid progress in liberalising goods and factor
markets, an attempt to follow the “recommended” policy sequence
by delaying the removal of capital control may well imroduce
complications that incremse rather than decrease the toml cost of
idjustment.

Of particuler importence for the sequencing of reforms in the
New Zealand context have been the relaied conaiderwbons of monetary

control and policy credibility. More specifically, st the outset of the
reform programme in 1984, the control of inflaon through an
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elfective monctary policy was scen as o crucial clement in the overall
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for the credibility and cventual success of the ovenll progrumme.
In the second hall of 1984, & lge capital inflows continued o
undermine the Government's atemprs to run a tight monctary policy,
it became clear that effective monetary control would enly be achieved
once the exchange mte was floated. The move towards a float in

it is cerainly argusble in the New Zealand situation that carly and
deciiive liberalisation measures gave 8 degree of momentum o the
overall reform programme which in rurn contributed 1w i credibility.

This line of srgument is developed further by Decpak Lal.'! whe

m reverse its policies if reforms are delayed on the basis of
“technocrutic™ considerations. Under a slow and carefully graduated
reform programme, there is cvery incentive for coalitions of protected
cconomic agenn o lobby against every step of the liberalisaton
programme in the knowledge that & delay in one wres will stall che
whole reform process. Under the altermative strasegy of introducing
reforms s quickly s possible within the bounds of given political
and economic circumstances, there i lesa Hkeliboond that the overall
programme will stall, and there are strong incentives for sdvenely
alfected sectors (such us agricultural producers in New Zealand) 1o



distortions resulting directly from government interventions which,
of resburces.

An end to all import licensing and & rapid move to a low uniform
tariff structore would help to ease the sdjustment burdens thar have
been placed on exports and would spread the pressures of disinflation
across 8 wider range of sectors. Over the |1985-88 period, exportens

thus promoting a lews open cconomy, rather than the more open
mwwﬁnhi-mmmhmﬂ
the iberslination programme will continue to be diminished.

ballot hes been successful, In sdditon, although undons
are entithed o elect o negotte directly with imdividual employers,



so m to gain higher wage increases, individual employers are not
correspondingly entitled 1 opt out of national sward negotistions
tu bargein directly with individual unions. These sspects of lsbour
leinlation make labour markees less fexsbie than they otherwise would
be. Unemployed workers are prevented by compulbsory undonism from
underculling union wege rates o gain jobs, ind firms facing difficuly
trading conditions are unable to cite individual umions 1o negotiste
below swerd pay rates. Union accountability o members is also
diminished by the revulting difficulty that dissarisfied members face
in leaving their unson.

The legalised monopoly powers presently given 1o unioms may
well mﬂhlhﬂumﬂ rute ol unemployment for New Sealand

employers given the same rights s unions to cite the other party
hmmmd-*nmhﬂ:mmuﬂﬂuh



Ll Chapier Four

on-going dis-saving in the private sector, most of this improvement
wis achieved o a result of continued improvements in the Govern-
ment's financial deficit. While private savings finally made » major
contribution to the improving external deficat in 198889, it remains
vital that the financial deficit be oconmined or reduced further. In
particalar, if long-term mierest rtes are vo &l in e with rocent
reductions in inflaton, both savers end borrowers must become con-
vinced that lower deficits - and lower inflation - are here to sy,

5. Conclusion

Following a decade of poor economic performance, a wide-ranging
programme of comomic liberalisation was nitisted in 1984 with the
sim of establishing an environment of efficient snd competitive
markets, supported by consistent fmancial palicies, that would faci-
litate & sustzined improvement in New Zealand's productive potential.

Hhmhh.mypﬁrud“mpﬂiq
have plaved a crucial mle within the overall reform
umwummmm-tm
grester stshility in the general level of prices while st the same time
gpiving & more sustamnshle balance between national savings and in-
veument. From the micro perspective, the sim has been 1o foster
an effective price signalling mechanivm and w allow a freer flow of
both real and financial resources berween alternative competing uses.

While the reform programme has significantly affected all secion
of the economy over the 1985-88 perind, the long-term effects on
narional savingy and productivity sre not yet discernible. Major
rationalisations have oocarred in many sectors, and cortain mdustries
have expanded rapadly in the wake of financial deregulation, im par-
ricular, financial and business services and commercial constmection.
Ober industrics in the previously more highly protecred secton such
s manufacturing and public sector services have contracted sharply.
Furthermore, the Government's disinflationary monetary policy has
continued o dampen overall economic activity, parbculardy in those
wcion most cxposéd to interest rate and exchange rate pressuns
Omly in 1988 did these prestures begin 10 case as 8 recovery in privae
wvings brought the external sccounts closer to balanoe and inflation
was brought down o low single ligures.

With the floating of the exchange rate in March 1985, the Govern-
ment had, for the first time, & mechanism for schieving independent
control over the domestic rate of monetary expansson and hence in-
flation. The —ph-nt-i:- of the disinflation strutegy, bowever,
has been wow and not without incident. Difficulties have been en-
countered in interpreting monetary conditions duning 8 period of
rapid structural change, and variations in the degree of policy pressure
have occurred. Attempts 1o exert consistent downward pressure on
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inflation have been further hindered by the expansionsry effects of
financial dercgulation on asser prices, the intraduction of GST in
October 1986 and the continued insulation of some sectors of the
coonomy from competitive foroes.

While the floating of the exchunge rate was sucoessful in delivering
un effective monctary contral mechandsm, it was apparently diverted
from its intended roke of signalling s sustainable allocation of resources
between the traded and non-traded scton. Persistent upward pres-
sure was applied o the real value of the New Zealand dollar ss
a result of the disinflationary monetary policy and the relatively slow
adjustment of goods end factor markets during the liberalisation pro-
cess. This pressure only cased ofl in the second halfl of 1988 s the
real exchange rute fell to more sustainable levels. [t has been
argued that the upwerd prewure oo the exchange rate could have
been avoided of the liberalsanon messures had been sequenced dif-
ferently, However, the reslity of both political and economic con-
straints meant that & delay in opening up the financial markeis -
o wwant full trade and labour market liberalisamon - oot @ vable
alternative. The credibility of the overall programme required that
an effective monetary pobicy be put in place a8 soon e possible and
that an carly momentum be eunblished in the reform process. Given
the patent ineffectivencss of capital controls in 1984, there were also
major practical difficulties inherent in any stempt & re-regulating
capital flows.

Furthermore, cven if goods snd labour markens had been freed
up &l an early stage in the reform programme, the mherently show
adjusrment in these markets would wiill have generated transitional
exchange mite pressures in the wike of fnanclal dercgulaton snd
nﬁhmm&j.

on the cxposed sectory of the econcny and @ promote a return
to sustained growth, it i essential, first, o maintmin consisently
firm monetary and fiscal policies. Any reversal of macro financial
polices would, at best, give 8 tempomry boost to domestic activiry
and, st worst, substentially damage the prospects for & snmined
non-inflationary recovery. Second, measures should be taken 1o spread
the sdjustment pressures acroms all sector of the cconomy. A more
even spplicanion of lberalisation measures acrows all goods and lshour
markets would help to minimise the on-going transition costs of
relative price distortions while bringing forward the ultimate benefi
of the reform process.

Notes
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nd kil kil
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Chapter §
FISCAL POLICY AND

GOVERNMENT
EXPENDITURE REFORMS

Bryce Wilkinson

LIEE MANY COUNTRIES, NEW ZEALAND mitially rescted
to the first 0il shack (1973-74) with espansionary fiscal policies. Be-
tween 1973-74 and 1975-T6, government expenditure rose from 27.7
percent of gross domestic product (GDF) w 38.1 peroent. Meanwhile,
the fiscal deficit ("*Budget Table 2 basia™) rose from 1.7 percent of
GDP 1o 8.6 percent.

During the next cight-and -s-bit vears, the Muldoon administration
_hpmdnhuuhmﬂﬂynﬂqmmﬂmmmhﬁﬂtﬂﬂ-

coonomic policies and ad hec approaches to expenditure contuinment
such as across-the-board expenditure cuts. New Zealand's net official
indebedness rose sharply (see Table 1), a reflection of such funds-

Pressure to arrest this trend came both from overseas (for example,
Standand and Poor’s Corporation and Moody's Investment Services
down-rmed New Zealand sovereign debt in 1984) and, domeszically,
rmmmummuwmmnw
political problems of inflation and high nterest rutes. Politically, the
election in 1984 of a new Labour Government dedicated w sbandoning
:miﬂ-mmmm-m

change.

The new Labour Government hus sddressed the fiscal problem
by mking major new inititives within the Public Service and wate-
owned enterprises end, s Tables 2 and 3 demonstrate, it has sig-
nificantly reduced the fscal deficit on & wide mnge of messures.
Neverthelem, although senior ministery made strenuow effors 10
curtsi] expenditure, with notable sucorsses in some major areas, the
statistics presenied in thin chapter indicate that 1wtal government

has mot been reduced relative o GDP (Tables 4 and
5) = the deficit reductions instead reflect higher revenue i relation
to GDP (Table 6). Several new taxes, & major incresse o pon-tax
revenue from incressed administrative fees and charges, have driven
the revenie increase.
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Fiscal Policy und Government Expendinure Reforms or
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Continued Table 6

Table 6 Summary of Revenue Growth 198485 - 19687/688 (As »
percent of GDI)
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Thin chapter provides;

» an outhine of the scope of the fiscal position, und the sccumuolated
debt burden, inherited by the npew Government in July 1984;

» o chronology of major fiscal announcementy and mesvares from

July 1984 1o December 1988 (the sppendix to this book provides
more details];

w8 wummary of key tends in government expenditure and
revenue since the vear ended March 1984; and

» & prelisunary discussion of the policy framework in which fiscal
policy has been approsched during this period, with particular
comments on Keynesisn macro-itsbilinarion msues, the speed
of deficit reduction, optimal deficit (and debe) mrgets and
government expenditure objectives.
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The scope of the 1984 Government Fiscal Problem

When the Labour Government took office in July 1984, it inherited
the following fiscal situstion:

« A July 1984 forecast 1984785 fiscal deficit (om the Government’s
own “Table 2 basin™) of 6.2 1w 7.6 percent of GDP following
1 9.1 percent 1983784 fiscal deficit.’ On the more infernationally
comparsble International Monetary Fundy Government
Finance Swatistics (GFS) basis, the overall fiscal deficir turned
out, in 1984/85, w0 be B4 percent of GDP compared with
8.3 percent in 1983784 (sex Table ).

» Total groas official debt st 31 March 1984 of $21,981.2 million,
smounting to 64.7 percent of 198384 GDP of $34,313 million
= up from (s 1970% low of) 3.1 percent in 1973/ OF this
debt, §9.387.9 million wes owed externally in foreign currencies.
By 1984, few countries in the OECD region could match Mew
Lealand's level of gross official indebtedness in relation 1w GDP
md.mﬂ‘lhﬂﬂmhmufmmuﬂndmﬂm

asscts and & book walue of public sccount domestic financial
claims, was up from 1.6 percent of GDP on 31 March 1974
to 353 percent by 31 March 1984 Net official oversess dobt
rose from - 1.6 percent af GDP (surplus of sssets ) 1o 245 percemt
dusing the same period.?

= Forecant 198485 (Table 1) net government cxpenditure totalled
15,020 million, 41.7 percent of forecast GDP of $35,994
million, up from s 35.4 percent average during 1975/76.4



billion st 31 March 1984 to §12.0 billion st 31 March 1985.*

The Accumulated Debt Position
Br 31 March 1985, net official debt resched 438 percent of GDP.

boards, New Zealand Steel and on vanious enengy encouraged
by the previous Government. By 31 March 1987, the net official
debt had climbed to 45.7 percent of GDP (Table 1).

Grrowing public swarrness of the magnitude of the debt problem
has, inevitably, led various politicians and commentston o spend
eonsiderable resources on producing debt statisticy which pur their



the magnitude of the debt burden in 1987 was probably best
summarised m Table |, preparcd by the Treasury, snd n the following
comiment from Crroermnenr AMlanapemend

- o - oilfudal wdebimines will dlse moeese w5 resali wf e Blicly senl o
Carporatien  restruciuning anil the lkely sbsarption of some lisibweys
Corporstmes gl Natmssl Provedent Fund debs sssoced wish the sostructaring
of ihwrse entities. While decisions heve yot 1w be 1mkon on some of these s,
rgh catbmates viagpest thet ret debt (imchuding leosl suthormes) b likeky w
amount w &0 poveent of GIF by the eod ol he 198758 year. O ibis basis
thas ssbes Mew fealand the fearth moe mdebed ousey s the GECD Y

mwﬂthlﬂnﬁlﬂnﬂuﬂiﬂdﬂiltﬁ-ﬂ

Vilustions of these and other stmr-owned entities during the
corporatisstion process confirm that their sssets are worth only »
fraction of the nowinal amounts originally mvested. Even so, they
mre still substanttal. On 17 Decomber 1987, ithe Government indicared
that it could reduce the (gross) public debt (of $42 billion on 31
March 1987) by sbout ane third (§14 billion) through esset sabes.
(Note that this would not reduce e indebredness. ) The Government
wioiald still own considerable assets, including roads, schools, bospitals,
land and mineral rights, but, on the other hand, central government
would aiso face comsidersble contingent lisbilities in terms of
superannuation, sccident compensation schemes, earthquake snd war
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dumage insurance, Maori land clsims snd lLability for muny debes
incurred under government guaruntees or by state-owned enterprises.

O this bads, central government net worth could well be negative,
although considerable research would be required e substantiate such
a conclmion. Nevertheles, it n difficult to see that New Zealind
has much of lasting vahee, in the way of ncremsed et physical or
human capital, w show for the vast incresse in et indebtedness
nirice 1974,

In 1947/88 dollars, the difference berween the 197374 net
indebiedness of 9.6 percent of GDP (Table 2) , and the 60 percent
estimate above, amounts 1o $30 billion using a 1987/88 GDP forecast
of $59.200 milbon (Tebie 2), Thin represents an incresse of §30,000
per houschold - roughly three times the annual income tax burden
per houschold. Of course, these figures do not represest the aggregate
national dis-saving in respoct of government activities - thut is better
indicated by the substantially incressed New Zesland government
debt beld by oversem tesidenty.

In the past, reflecting o vaniety of restrictive regulstions, the capital
market in New Zealand government debt han been severely segmented,
with ovenem residents probably holding all the foreign currency-
denominated New Zealand sovereign debt and resident entities
holding the vast majority of New Zealand dollar-denominated govern-
ment debt. Under deregulation, the latter side of this segmentation
is starting to break down, but the growth of forcign currency-
denominated public debt during mast of this period s probably seill
o remonable indicator of the degree to which government activitics
in the last fiftoen years have reflectod navional dis-suving in respect
of FOvErninent BCHvines.

The rise in oot oificial oversens debr, between 1973774 and 19867
#7, s & ratio of GDP, of shout 29 percent (Table 1) represents
almost §17 000 per househald - wtill 8 formidable amount. Asset sales
wsed to reduce official oversem debt will now be reducing this statistic
= but probably oot the underiving burden.

The porten of the increased net indebtcdnes owed withn New
Jealand represents o tranfer of wealth within the country, bug not
over time. Conceivably, a government could repudiste it and/or inflate
it away, Mmﬂhﬂlhﬁﬂﬂﬂ:hﬂdﬂldmmn
that time, to the benelit of tixpayers - an intra-generational tramafes
m distinct from an mter-generstional tranafer. loter-generations]
transfers arise when one peoerstion depletes the siock of uselul sssets,
skills and technologies. Transfers of financial msets between pene-
ratians do not generally come into this category. Conceprually, they
could be cancelled without altering the productive capacity of the

economy.
However, chaims by foreygners on residents do represent potential
furere resource transfer in favour of the foreigners. In this sense;
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the 817,000 per household rise in net oflicial oversem debt, calculmed
above, suggests a significant potential imer-generational tranafer,
particularly since it seems likely that net private sector overscas
inddebtedness has also boen rising, and it seems doabtful that assers
capable of servicing this debt have been created against it.

In summary, the followng conclusions about MNew Zealand's
indebtedness soem reasonable:

a) public sector net worth has dropped sharply (in real terma)
during the past decade,

b} net official external indebtedness has ren marked)y;

) the rute of increase in net government indebiedness relative
0 GDI" has been greatly reduced since 1984/85 (see Tables
2 und 3 on the net financial deficit); and

d) rsing debt and much incressed nominal interest rates have
tharply incressed net interest payments in relation to fiscal
revenue and to GDP.

mdgwmrm#ﬁ-w
Administration

On wking office in July 1984, the Government immediately
m-mdmtummh:lmwdthm

wErvices on 1o @ user-pays buads by incressing government charges;
and cfforts o limit relisnce on impor licensing protecrion for domestic

In the Movember 1984 Budge:, considerable emphasis wi put
on the principle of trytng to reduce sssistance to land-based industries
ot & similar rete to reductions oocurring in msisnnce provided o
other sectors. The underlying aim was o improve resource allocation
while reducing the fcal deficit by moving to more even, and lower
average, rates of RIsiSIANCE SUTOS Privele SCCINT SCTivithes 1o that prices
woulkd more socurstely reflect resource costs. A new fringe benefin
tax was introduced from | Apnl 1985,

A detailed table provided in Annex | of the November | 984 Busdget
indicated that the measures taken on budget night would reduce
the 1984785 (Table 2) fiscal deficit by $172 million, the 1985/86
deficit by §1,075 million and the 1986/87 deficit by §1,761 million
(all in 198485 prices). These reductions were extensive againg the
Budget's forecast 198485 deficit of $2761.3 million (out-turn §2,783
million). However, although the June 1985 Budge: confirmed
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significant progress in reducing the fiscal deficit (0 an out-tum af
1,871 million), and did extend the practice of user pays for govern-
ment services, it dlso apprecinhly increased social services spending.
mlhmﬂmm”mlmmh:pw
for wigher decisions in other ureas was even more apparent in
*mdMMMHMIHm
the opporunity o use some of the §2,700 miltion full-yesr revenue
from a major new tax (the 10 percent Goods and Services Tax, intro-
duced from | October 1986) w reduce the fiscal deficit was lost
in income tax reductions and benefit increases. The overall effect
of the reforms introduced in sssocistion with this new x was o
increase the 1986787 deficit by §1 billion (with o full-year impect
of §757 million).*

O 19 May 1986, the Government released a Sraremens on (Govern-
wmt Expenclitmre Reform which it (probably fairly) claimed resulied
from “the most detailed and comprehentive vote-by-vote scrutiny
{of government cxpenditure) in recent history™. " Charscreristically,
the Government “'rejecied scross-the-board cuts . . . [and)] . . , sinking
licks wny weadT muznbers . . . [m) . . mmmﬁm
hummwumwum
sible governmem™.!' The decisions mken were expected o reduce
umwumwmwm
$900 million in 19686787, §1200 million in |987/88 wnd $1400 million
in 1988/89 - all in 1986 dollars. However, the real resource savings
wosuld be appreciably less than this, = some of the reducrions merely
reflected groster direct recoune to financial markets by ssie-owned
ERlErprise,

In the final lead-up w the July 1986 Budger, which also introduced
significant measures to reduce tax avoidance and evasion, further
savings measurcs amounting to $800 million for 1986/87, and based
uﬂnﬁbﬁuﬂuﬂrﬂﬁtﬂhﬁr“mhﬂuﬂi

vigorows sction © prune (primarily non-secial palicy
mm the Government found insell obliged to take on §7.200
million of debt from projects imitisted by the previous Covernment.
The upshot was & further sharp increase in debt servicing costs and
an incrense in the forecist fiscal defici for 1986757,

O 29 October 1988, the Government announced, as & signaficant
Anti-tax avosdance measiare, & magor few sccrual-based ta for business

In the 18 June 1987 Budget, the Government snnounced, and
subsequently achieved, the first forecast fiscal surplus for thirty-five
years. However, i the Budget statement (reely acknowledped, the

'ﬁwﬂﬂﬂhﬂmlm:ﬁﬂiﬂtmm
mrwauces talien anex July | W
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resuh greatly relied on msact sales and forcing many siste-owned cn-
terprises 1o raise o grester proporton of their funding requirements
directly from the private market A more meaningful messure of
the progress made in reducing the deficit wis the reduction i the
GF5-based net financial defice o §1,147 million or 1.9 percent af
GDP in 1987/88 - down from 32,384 million or 6.9 perceat of GDP
in 1983754 (sec Table 2}

Even better, conceprually, but hasardous empirically, are the
inflation and cychically adjusted deficit messures presented by the
Governiment in Tible 3. These messures indicate that o fiscal surphas
has boen achieved in inflation-sdjusted term during the last two
years. This result armses hecause double-digit inflation in those years
moscainn that over §1 billion of interest paymenm on debt can be
a {real) principal repayments. [f inflacion drops sharply, fhis adgustment
wil] b mnch pmalier implyeng, for o tw, o larger read waderlymg defici
than that mdicased by Tabde 1,

Most recently; in March 1988, the Government passed the Stuge
Seccwor Act, whach could fundementally alter incentives smongst public
sector managers by reducing ther wenure and making them more
sccouniable to minisier.

Principles Guiding Fiscal Policy Decision

To an umosusl degree, ot least in 0 New Zealand context, the sbave
were clearly spelt out on many occmtions, but the [986 Budget
Economic Commentary and the May 1988 Snuremeni on Cumprmmens
E:;Hl-itm Reform provide useful summaries. For exsmple, the

Economic Commentary stated that the Government's broad policies
reflected the following broad principles:

» fostering responsible fiscal and monetary munagement, directed
Anagement;

® the of the
b peroing rEspRORE TS comomy ™ chenging

* iNCreasing oppormunitics for oompeton.
In mansging its own aflairs the Government s responsibilmies mchude:

= cnsuring that o cxpenditare programmes are effectively
mrgeted and eificiently managed;
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levying tanes in a manner that s 8 cven-handed & pouible
between different activities and different forms of income;

« financing rts expencitures in a manner which s non-inflanonary,
« maintaining s consitent and well-co-ordinaed spproach w both

monetary and fiscal policy.

The key elements of the major reforms in public sector management
behind the May | 986 messures were listed thus:

» state-trading enterprises are 10 be placed on a proper commeercial
basis, being cxposed to competition on equal terms with the
private sector and required to carn & markst e of return
for the wxpayer;

« charges for many services, which are currently provided frec

of below cost st the mapayer’s cupense, should be increased
to cover the true cost af supply (including the cost af capital;

» non-commercial depertments are o be given ncentives for

befier sase! MENBEETL;

some overall reductions in funding sre w0 be imposed o
encourage mereased efficiency in sdministrution;

a3 part of an on-going programme of scrutiny, swome quangos
are to be abolished and the future of others reviewed.

Key principles announced on 12 December 1985 to drive reforms
af enterprises stated thar
» responsibility for non-commercial functions will be scpamted
from major trading state-owned enterprises;

« managers of sue-owned enterprises will be given s principal
buiiness enterprises;

objective of running them as successful

L

of inputs and on pricing and marketing of their output within
the performance objectives agroed with Ministers, so that mans-
gen can be held accountsble to Ministers and to Parlisment
for their resulny;

the sdvantages und dissdvaniages which state-owned enterprmes
have, mcluding unnecessary barriers 1o competition, will be
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removed so thet commercal criterm will provide o fair sssess-
ment of managerial

» individual ustc-owned enterprises will be reconstituted on a
mhﬂhlhﬂm&rmm
members appointed from the private sector.

Some Comments on the Principles and the Efectiveness of
the Measures

The principies enuncisted were unusual in the New Zealand content
in thar they were based on maximising natkomasl beaefitn mther than
maximnmng the benefits w public revenue. For example, faced with
the choie between taking the §7.200 million debt from magor loss-
making projects into the Government's own acoounts st the mxpayen’
expense, or of providing sufficiently high tartll snd import-licensing
protection o allow the affected industries to service their debt at
their customen” expense, carlier governments might well have opied
for the larer. Also, many governmenn would have been tempied
o Iy 0 mavimse revenue from ssset sales by selling enterprises
wirh entrenched monopolistic sdvantages. However, such an spproach
woulld clearly be welface-reducing and would be inoonsistent with
the principles set out above,

Above all, the practical sdvanmge of proceeding sccording vo clesrly
specified principles is that they provide & comprehensive framework
which develops & momentum of ity own; any one gosvcrnment endity
can hardly object to them once they have been widely applied to
others. In contrast, ad bac approaches cunnot command such respect
from “spending” ministers and departments. In the event, such
principles were supparted by many in the spending departments
because they ww them o offering the prospect of grester sutonomy,
mmﬂmnﬂmunﬂhm

monitor stite-owned enterprises and apply effective sanctions 1o
poorly performing chiel executives make it likely thar the
commercinlaation of these organisations is n sccond-bes: alicrnative
o privatisation. In this sense, comdderable time has been lost in
the commercialisation prooess. New Zealand has undoubtedly lagped
well behind the internstional trend wwards privatisation.

However, against the ahernative of the status quo, commercial-
nation has undoubtedly been s major success. Although many of
the changes, as they affect the Government's overall financing re-
quitement, are mainly window-dressing in the shon term; more
fundamental indicutors point to very considerable potential savings.
In the firt place; the Government has been succendul in involving
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mmmﬂm Eilplr
devices like charging departments HE':: mhﬂh
remssesaments of the nesd m use expemive busimess district
office space for sMorgpe

I some cases, there can be no doubt thet redical changes have
occurred. For example, it is claimed that “the forestry
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expertise. Finally, the recently psssed Smee Sector Act puts senior
public service executives on & contract basis, significantly improving

A broader look indicates that the implemeniation of the
Government's fiscal wirategy has undoubeedly subsantially reduced
the fiscal deficit since 1983/84, according to all the customary deficit
measures but, #s shown in Tables 4 and 5, the effect of all these
mERUTey on pooermmel expeaditurs has been mainly o change it
compasition rather than i level in relation w GDP. However
measured, government expenditure has clearly incressed {aster than
GDP, with wrong growth in debt servicing and social services
expenditures outstripping reductions i expenditutes on economic
scrvices from the 1984 Budget and cxpenditure savings from the
1986 expenditure reviews,

In part, the incremed expenditure reflects temporary fsctors -
such o large state sector redundancy payments and permanent
structural changes - for example, the requirement thar government
departments pay GST and the move 1o sccount for some benefits
i government expenditure rather than e reduced tax revenues. Even
so, 8 table supplied in the 1987 Budget and summarised in Table
5 indicates that government expenditure, broadly defined, has risen
as 1 percentage of GDP from 18.4 percent in 198586 1o 38,8 percemt
in |987/88, even when all the above factors are explicitly removed.
Another analysiv indicates thar government expenditure, adjusted to
reflect & better measure of its tax burden, would risc 1o 42.7
of private incoime in 1987/88, up from 398 peroent in 1985/86,

The reductions in the net financial deficit since 1983/84 reflect
incressed tax and other revenues in relation o GDP & indicated
it Table 6. The projected 1987/B8 vurphus in the overall deficit resuln
from the additional element of large st wales and loan repayments
by uste-owned enterprises.

In conclusion, the New Zealand experience from July 1984 1o
the present demonstrates the difficulties of trying 1o contain govern-
ment expenditure when social policy i near-sacrosanct, there b a
large fiscal deficit, » massive stock of debt has sccumulated snd nom:-
nal intesest rates exoced the nominal growth rate. While continued
wsct sales may obscure the underlying reality for & year or rwo,
New Zealand still sppears 1o face 8 precunious fiscal sivustion involving
leﬁdﬁhﬂ-mhﬂhﬁnﬂﬁﬂPﬂfuh

meduce expenditure. In any cuse, welfare maximiation reguires a
seriows 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



upwands
mderest rates and the cuchange rate to the grest discomfort of the
traded goods sector. For the latver group, the fiscal deficit needs

not take effect wt o cyclical pesk in scrivity - instead, they tend
be mken when sdverse crcumstances and opportune political



nct financial balance is probably & beter statistic for cvaluating the
speed with which the Government hos reduced the deficit.
Om this hasis, the inflation-adjusted deficit has dropped from 6.0

1987/88 (sec Table 3) - a drop of sbour 1.5 peroent & year. Arguably,
the achievement is greater than this in that the 1983/84 figure excludes
interest on the §7.2 billion of major pmject debt picked up by the
taxpayer in the 1984 Budger. Az a4 10 3 percent (real) rate of i
this would have increased the inflation-adjusted deficst by abour
percent of GDP, or .25 percent & year spread over four yesrs. Hence,
the achievement would still sppear 1o fall shart by 2 percent a year.
Maore importantly, s inflation [alls, the calculated real interest
burden on the large stock of existing fixed coupon government stock
will rise rapidly. At & zero rare of nflaton in 1967/88, the inflation-

i

hmﬂ;mm,}ﬁmdhhﬂ'im
with public-debt-financed consumption = that it can be used (to
a much grester degree than can private debt) v impose an external
cost on others. In particular, the costs can be shifted onio future
generstions via increasing oversess indebtedness - musing serious

On this basia, the dsts above strongly suggest tha, as a nation,
we should be reducing net external indebtedness (m relation o GDP)
%o that the costs of past policies do not entirely escape the generations
which benfited from them. By running a sustained net financial fiscal
surplus, the Government could contribute to the net wving position
New Zealand would have to schicve 1 ofdes 15 Fuifl § CUPKERL GOOGLINE

i the halance of paymenty
second conceprual approach to examining the queston of
an optimal level of net public sector indebiedness would be 1o adope



incresse in the tax burden facing other swecton.

» A willingness to cut sharply sssistance to the agriculture sector
(which does not generally support Labour) sand much of the
manufacturing sector by the application of clearly specified fiscal

» An inability (because of political commitments) to privatise
stmc-owned trading enterprises during the 1964-1987 chocioml
mﬁhd&:ﬁum-mn‘pumm

the 17 December 1987 snnouncement thar one third of the
public debt was to be retired by 1992 through asset sales mdicate
that this constraing is now less binding. )

sctivities of government so as 1o achicve grester sccountability,
grester clarity of objectives and functions end grester flexibiliry
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in pay-scring procedurcs. However, much yet needs to be done
if the old incentive structures are not to resssert themaelves.

By any smndards the Government's (iscal policy achicvemenn
are remarkable for their medium-term focus, their magnitude and
hmﬂmﬂﬁmmm
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Chaprer 6

REFORMING THE PUBLIC
SECTOR

Roderick S. Deane*

THE IMPORTANT PRINCIPLES UNDERLYING THE eco-
momic policy fmmework which has been developed in New Zealand
over the past several yean! include the need 1o clanify policy obpectives;
o purnue these in an appropristely consistent snd broadly hased
minner; to emphisie the medium 1o longer term perspective rather
than being unduly precccupied with shorter term effects; o provide
clear signals to the privaie sector; to allow marksts o work effectively
brmlwﬂnrm interventions or controls; snd

ﬁmuﬂ&uﬁ:mw
d'thmjr government expenditure comprises about 40
pu:mdﬁb?,ﬂunptmmiuuﬂl o apply in an snalogous wiy

public service approach to these demands created a variery
of problems, incheding, in & number l:-n.lll:td.':hrnhhmm
and, m particular, the confusion which arose from the mixture of
cotnmercial, social, regulatory and policy advisory functions borne
by many government agencies. Moreover, even within clearly com-
mercial spheres, there was ofien a lack of competitively neutral con-
ditions with respect o government organisatons which, for example,
mmﬁmﬁmmﬁwmm
-wdwﬂmﬂﬂmﬂpﬂrﬂﬁu

On the other hand, these organisstions also suffened from & number

kv the mensee of mry various ResITsns saer recom yeEn = curmont Cheef Espoutien
of the Elatricsty Carporwisn of Sew Poslend Limised; lormerly Chasrmus af the
Simbe Services Cameniabon, during the period wien mack of the public somr
rstretwrmg desribel bee ok plecr; sl provamsly Depury Covonms of the
Hewerw Nank of Mew fesband durnng Uie penod when the fissscssl and foreign
rxchengs marhets were ibcregulstes] — o will be self-evidont e the views B Ehis
ChEprer are My wwn
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( Uniform conditions of employment, based on an sccupstional class
approach m wage sciTing, is an interesting example of this situstion. )
The centralived management in the personnel and financial arcas,
sdministered by the Stie Services Commission mnd the Treasury
respectively, e difficuilties.

The lack of clesr objectives was sssocusted too frequently with
& lack of sdequate accountability, resulting from the dispersion of
responsibility scroas the central control sgencn, departmental heas
offices and on-site managers. The problem of defining scoountability

senios public servanis.

Ower time in many sdminstrative prob-
lema emerged in the form of excessive layers of management and
undue volumes of sdminstrative In these pressures

Revisiting Some Basic Principles
The essential principles underlying the new spproach w public sector
management included the following

s determination of an overall framewark of
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« clarification of objectives, expecully between commercial snd
mon-commercial functions,

« enhancement of the sdaptability and responsiveness of the
public sector w changs;

« decentralination of controls, wider delegations and a wish w
EHCOGTRc MAnARen 10 MAnage,

» improved sccountability mechaniums and a review of the appro-
priste mix of incentives and sanctions for public sector mans-

BETS;

These considerations impled o shift in cmphasis from inpor controb
lﬂmtmnﬂ!ﬁlﬂunﬂ:m.-dum
ﬁ-mmmw

One of the most publicised aspects of this new spproach to public
srios management was the creation of nine new viate-owned enter-
prises (SOES) in April 1987, and the clarification through the Statc
Owned Enterprise Act 1986 of the principles underlying the operation
of both the new and exisiing SOEs. These principles included the
need for SOEs w concentrate upon their commercial objectives; to
be run st successful businesses;  be & transparent ms possible in
their operations by providing full and ongoing mformation shout
their actrvities in & normal commercial manner; to function within
competitively neutral environments frec of both regulatory favoun
and inhibitions, v be sppropristely monitored to ensure adeguate
sccountability; and, in some cases, 1o be privatied to ensure the
uttention of & muximum degree of efficency.

The Concepiual Framework

In reviewing this process, it may be useful 1o reflect on the conceprual
framework which underpins change of this kind, not only t© asist
in the examination of the potential sucorss of the SOE corporatisation
mode] but also to help druw any lessons for ways in which this might
be enhunced. The applicability of these idews t the core Public Service
departments also warrsnn consideration. In sketching the framework,
it is appropriate 1o seck some comparisont with the private sector
model, and the relevince of economic analysis to both the SOE frume-
work and pubbic sector peform more generaily.
& number of interrelated concepts which warrent an artempt to sim-
plify and wummarise. These relate especually to the importance of
transactions and agency costs, and the role of rights.

The first strand of thought i that economic sctivity is primarily
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sbout transactions between different parties; sellers andd buyers; firms
ard comomers; emalen and boerowen; mcdividuaks end orginbatsns,
ancd owners and managers. At the hean nF'd:un interrelationships

m-inmhm:uﬂ,uhhwﬂqnhnhh—
formation snd to provide a meam of determining these information

interests of their owners may diverge from those of their managers
and other employees. In essence, the company manager scts as an
sgent for the sharcholder, and the owner has to induce the manager
to act in the owner's mterest. In doimg s, conain agency costs are
thus mmcurrod.

The third sirand of thinking relsies to property rights which serve
the purposes of ensuring that the people who are most affected by
economic decisions are also those who are most efficent &t secking
out the information they need and of establishing 8 se1 of constraines
mhﬁrﬁhﬂml&ﬂ-ﬂeﬁnﬂmmﬂnwm
blish the nature of the right of the owner to decide how w0 use
the resource itscll and the income from that resource. They also
determine the right of the owner uullu the resource. The

the threst of insolvency. These mechanisms are of & mutually re-
und mformation tetds 1o be exchungesd by the variou

participants within this process.

Reluting these concepts to stalc erterprises brings o anention this



ship 10 confer benefin on particulsr interest groups is probably en-
hanced in the case of the SOE model.

In summary, the lack of sbility to wranafer property rights under
state ownership and the sbsence of dircct or excluive rights by in-
dividuah to sny moome accruing from the improved use of the public

costs, may well reduce the incentives for satisfactory economic per-
formance by SOEs, and increase the prospect of political interference
iri the process.

Alternative ways of addressing these problems are possible, but
Mﬂlﬂ*ﬁﬂm-ﬁmm
srmngements. For example, monitoring of SOEs could be underken
by the Tremsury or some other government agency, mcluding the
use of private sector contractual parties with expertise in this area,
but st the end of the day the parties involved are unlikely to have
& much incentive or a8 many pressures upoo them to perform the
monitonng role us satinfactorily s would the sharemarker and the
takeover mechmnmms.

In a similar wuy, in order o ensure thar the uitimate thees of
bankruptcy existy, the Government may statr chearly that no guaren-
tees are provided to SOEs snd nor would they be entitled tw any
other favourshle tresmment such @ subsidies. On the other hand,
the mere fact of Government ownership may resssure lenders and
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warranted by the econamic performance of those SOEs.

Ax far ms the directors and mmnagement of SOEs are concemed,
the risk of political interference may not only inhibit their potential
quality but may aiso reduce their scoountabilny f normal corporsts
decisions are overridden in any symificant wwy by politcal wier-
ference.,

These problems make it even more imperutive than usual for S0Es
1o aperate within comperitively neutral marker situations. While the
present government has endeavoured 1o reduce to the minimum the
subsidies which are granted o SOEs, and has cither deregulated
or indicated an intention to deregulite the operating environments
for SOEs by removing any regulatory privileges, the possibility of
these re-emerging through mierest group pressore on politicians ot
some stage im the future should not be unduly discounted. There
musi be some presumption that these presures are fikely w be
penerally leis cffective with respect 1o privale soctor comparses than
they are in the SOE area.

In the legnlatrvely required statements of corporste intent, S0Es
have nominated s number of financial and non-financal performance
indicators against which their performance can be monitored snd
sccounmability assessed. For exasmple, the required rate of return target
with respect to mvestment projects i a uselul surrogate mechanism
o check on efficient resource use, but while this is enalytically readily
understandahle, there are several wechnical and practical difficulties
msocimied with the measure and ity use.

Problems of this sort, as well & complications in esmblishing

limics of suthority and communications berween mnsiens

mnd boards of SOEs, are well illustrated by the ongoing differences

af view which prevailed during 1987/88 with respect o asset valu-

stions for seversl stute enterprises, Indeed, the problems in the asset

Mmﬂﬂﬂhmﬁqﬂnnﬁimnmm
remindens of the difficulbes of estshinhing proxy

mnmmmmdumﬂ

the private sector negobaling process,
Competitive Neutradity

To soime extent, these agency and monitnring problems can be moder-
-ﬁhsﬂhhmhmﬂnuﬁmmm

or subsidy armengements. y they should not be
burdened with any disadvantages which are not vhared by their privare
SECTOT COUnTErPErts.

Considersble progress has been made by the Government to
deregulate the market environment for & number of state enterprises,
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by requiring them to pay tix and dividends on a pormal commercial
basis, by ensuring that they have to fund their own balance sheets
on regulsr commercial terms, by making the sbsence of & government
puzrantee explicit and, i some cases, by moving o the sale of shares
or equity bonds in the organisations. [t is only by moving as close
mi podsible o such & neutral environment thet commercial criteria
of the normal kind can be used to assewt, in 8 meaninglul fashion,
SOE performance. This process alwo ensures that competition for
S0Es" producs or services will provide both incentives and constrasnts
on their performance.

While this line of ressonimg v ressonably clesr-cut for organnations
such s the Forestry Corporation or Post Bank, which operate in
intensely competitive marketplaces where other  well-cstabilished
competitors exist, it has often been argued that the case for sase
control and ownership is greater in those situstions where imporiant
monopoly clements are perceived o exist, such a3 with Tebleomm and
the Electricity

However, ecomomists’ views on the nature of competition and
monopaly have undergone conmdershie modificarions over recent
vears. Wheress monopolistic behaviour was formesly reganded a a
problem in markers where there appeared o be only one or very
few producer, and thess were seen to have the ability w restrct
output and/or incresse prices in order to cohance “monopaly profin®,
m:nwuduﬂlmhuh-hudmm
view of what constiutes

Tthmﬂ'mmuﬂummuhﬁmmu&

h&tMﬁMﬂ]&pﬂﬁl[ﬂhﬂp}h—ﬂm
been quoted as an example of a natural monopoly. However, there
was nothing “natural” shout the legnlative protection it hsd in fo

Closer analysin of the activitics of Elecincorp makes it clesr that
other partics could readily get into the power station business; the
recent deregulation has indeed indicwed there v considersble interest
in doing w. Comsequently, there should be no constraint on other
ﬂhmmmwuﬂhhw

nmm&mmamuw
of the clectricity industry is complete, both the production and



return regulation as & means of i it & comples
one given the major problems faced by regulstors in obtaining the
information they require o eXcrciss appropriaie about
either price or rate of return

sctting.
Historical experience in New Zealund with such controls suggets
ﬂmbummmmmﬂuﬂhhmﬂw

af the potenrial mkeover, w check the performance
the enterprisc.
It needs 1o be remembered that sute control of imell does not

3
|
a
:
;
i
i

E
a
|
|
|



1M Chapier Six
mn fact, been of an ervificial cherscier, buttressed by state ownership

m.*ﬂiﬁ:nmﬂhﬂm’lﬂm
EComOaY .

the willwenoe of within the
At first sigght, it may appear that a significant from
m the revenue i the Gowernment from the sale of the ssen

{mﬁmﬂﬂmﬂ}iﬁ:mﬁqﬁm

The essence of the effickency gains 1w that customen should benefit
from more favourshle prices, o well as from wider chadoes and better
service. Privately owned organisations ure likely to be more responaive
thas lheu' stafe sector counterpart o changing market conditions



af its completencss, and in this ared the major
part of the reform yet w come is that of privatsanon. The efficency
and proficability guins made by 8 range of the new Eﬂﬁlm
the



o ocour over the next year of two,

mmmmm.:-ﬁwimﬁwm
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health, welfare snd sducation markens are clearly contestable by the
private sector, and have been so for many vears.

While it could not be claimed that any vingle “model” of the
machinery of government refleces the ideal which should upply to
all forms of government activity, there are nonetheless a aumber
ﬁm{mwwtﬁmh#ﬂﬂm the earlier
analysis and which have considerable applicability w the core Public
Service, however defined. For instance, there is now a considerable
with & progressive reduction of government valvement in the many
arein of sconomic sctivity that can more efficiently be run by the
private sector; thar government agencies are rypically too numerous
and large in sige; that there should be separate sources of advice
to ministers where conflicts of value may arsc; and that a “sector-
neutral™ syiem w ypically more desirable than the “secoor-discri-
minatory™ system where burcsucraty endesvour w avscis the grins
and losses from various forms of subsidies and incentives for different
types af acuivity,

Any model which sccommodates these principles should be
concerned with achieving the mazimum clarificabon of obpectives,
improving the consistency of policy sdvice and implementation, in-
cressing the trunsparency of government imterventions in terms of
both their costs and benefits and achieving cost efficiencies &1 an
operatonil kevel.

In cach of the sreas of concem, whether it be sctting objectives,
ensuring sccountability, or determining soch orgamsstons] maten
s pay scales, top eppointment procedurcs or the mic of control
agencics, it pecds o be remembered that there s a wide range of
povernment activities, from those which are clearly the prerogative
of government through those which are contestable by the private
muﬁmwﬂﬁnc&uﬁruﬂwmmﬁﬂm
sector lines and should be the prerogative of the
huﬂm?ﬂr%hmmmm
relate to the definition of thise scriviticn which are legitimarely &nd
most efficiently performed by central povernment, and how these
should be most spproprimcly organised o ensure the commumnity

grts value for money.
MMiiﬂbkmhwhh:ltﬂlwﬂm
ment departments cerrying out en incressingly diverse and comples

mim%hm-ﬁhhﬂmw
ummdﬁmhﬁ“:ﬂuhmmm

functions exercised over the Public Service by o small
group of control agencies a mechanism which could act

casennially uniform condimons of employment. This approach resulted
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in & high level of stability for the Public Service, o substantial messure
of paolitical neutrality snd the svoidance of hoth patronage and vic-
tirmisation with respect o individual public servants. High levels of
integrity and honesty within the Service were mutched by extenuive
mechaniams and security of tenure.

The unified and uniform Service was based on importam
suthoritics enjoyed in particular by the Tressury and the State Services
Commissson, and these had their practical expression m the form
of highly centralised and detailed input control mechanisms m en-
capsulsted in the Treamry fasrrucnons and the Public Servace Mamal.
Tight contrals were exercised over of the components and 1otsl de-
. expenditure, @ well @ with respect o smff members

It s not surprising that & variety of serious problems emerged
with this traditional approach 10 the Public Service. Confusion of

abjectives, lack of scoountability, inadequate adaptability 1o change,
over<entralised contral mechanivms, multi-layered  management

mahiity 1o exert appropriate control over government! expenditure
0 charscterise large parts of the public sector.

Deregulaiing the Public Service

The response to these problems, span from segregating the com-
mercial function: under the umbrella of the SOE process, has been
to decemtralise the control mechanismas by much increased delegations
from the control agencies (for example, 95 percemt of
wndividual mstructions in the Public Service Mamua! were

§
§
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gencrally similar wo that prevabng in the private sector, consequent
sbolition of the dsuing of determinations; s reduced mole for the
Higher Salaries Commission and a revised role for the Swute Servioes

principal link between the politncal and non-political srmm of the
cxecutive, there is a need to clarify thin relstionship and the ac-
counisbility mechanmsm it impies.

Under the old 1962 State Secwor Act (Section 29, an sugmenited
Commission (the chairperson, & Commissioner and three other per-
manent heads chosen from & panel of twelve) were able to appoint
all hewhs of departments and other senior managers at deputy level
and some assistant hesd levels. The panel had the power to consubt
whomever it wished; ministers had no formal role in these proceedings.
Commission which preceded the passing of the 1962 Act. The Com-
mike recommendations with respect o the appointment of heads,
but that the Prime Minister would have power to reject the nomination
and make § peronal appointment. [t was envisaged that the Com-
mission's recommendation would normally be sccepted snd, if over-
ndden, this would be made public. The Royal Commission's recom-
mendshon acknowledged the ultimate responuibility of the
departmenty’ minsters and the Government but, in the event, the
Government of the day decided to lesve maters to the Sume Servioes

Under the 1988 Act, the previous implicit principal/sgent rels-
ﬂuﬁphmﬂﬂmﬂmdﬁmmhw

E

of Smte Services.
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gppointed on individual contracts; whoever s appomnted will necd
w0 meet the legialative provision that the chiel executive can discharge
the specific respomibilitics placed on the position and achicve the
vanous objectives applying to the department in question.

Qﬂ'mﬂhwmmwﬁh
for the carrying out of the funcrions and duties of the department,

ing of advice to minitern, the general conduct of departments
und the efficient, effective and economical management af the activities
of the department. The Higher Salaries Commision is no longer
invalved in the process of serting remuneration for Chicl Exscutives.
The Swte Services Commission will be responaible for reviewing
the Chief Executivex’ discharge of thelr functions, snd their per-
formance, relative 1o their objectives. This process ahould thus be
consderably more explicit than it he been in the past.

While same concern has been expressed about the possibility of
“polmical™ appointments being made under this new sysiem, it could
be wrgued that it strikes & remsonable balance between the need for
professional selection  proceduses (the nvolvement of the Stute
Services Comminsion) and an appropriste representation of the
principal/agent relationship which s implicit in the minister/chief
cxecutive relationship. Appointment solely by a third party, = it
wad under the 1962 Aoy, redses serious concerns about sccountability
ﬂwﬁhhwdhmﬂlhhmm
in mind that the new arrungement is still & relstively construned
one when compared with & sumber of other countries such as the
United Kingdom, Canada and Australia whether cither the Prime
Minnter or the Cabinet has unencumbered decinion-malking powers
with respect to deparrmental hends. Ar lemst in the New Zealand
environment, the Stare Services Commission has an explicit role in

mmilmﬁuuﬂi&n

Industrial Relations Arrangeosenis

The original imention in designing the new State Services Act 988
wus to apply to the state sector most of the provisions of the Labour
Relations Act 1987, which goverms mdustrial relutions in the privaie
sector. This intention implied, for example, thar mmimum amditions
of cmployment rather than determinations would be set out in
industrial agreements; that the terma of those agreement could only
be changed by agreement between the negotiating parties; that there
would be no sutomatic right for state uoions to take claims to
arhitration; that, as in the private sector, arbitranion would only be
pussible if both parties agreed to this (but with special arrangements
continuing to spply in the case of the Police and the Armed Forces);
and thet the srrangements for changes to be made 10 union coverage



ulso apply to the state.
A major special provishon which has been retained in the state
sectof is the “good requirement. This provides explicithy

ol employment in the Publsc Service, with » requirement 1o consult
with the Chief Executives of departments.

The Commistion will have an imporan: role in recommending
appointments of chief exscutives, ovenering the new senior exccutive

Government on public sector issues; monitoring the sctivities of de-
partments; and promoting new inditistives @ such aress a8 equal



FEMMNINS B CUTENUY between the departmental besd and
that person’s ability 1o control deparimental in the senise
that the Stme Services Commission i the nEgotatmng

contral o ensure full sccountability for his or her management of
the department, or whether something of the old dispersion of re-
sponsibility among the ministers, the control agencics and the de-
parmentsl hend will prevaidl. Although the new Act represents &
substantial smount of effective delegation to departmental heady, cer-
tmin doubts prevumably linger shout the shility of chiefl executives
to manage their own industrial relations independent of the Govern-
ment {in the form of i representative, the Swre Services Com-

1l

As far as wage fixing is concerned, the new Act should facilitate

maote flexible and sdaptable sysiem within the Public Service. Just
priar to the introduction of the Bill, the Government resched sgree-
ment with the Public Service Association to introduce whae will
smount to the old collective occupational class agreements which
applied across the board in the Public Service.

Moreover, the removal of wpecific criteria for determining wages
and the spplicanion of privete sector imstitutional armngrmenn m
the Public Service shoukd help emse the previows excessive concen-
hﬁwnﬁﬂrmﬁmuﬂmﬂ.m,ﬁruﬁ
ments better suited to the partcular needs of individual departments,
Ax time gocs by, Oexibality should also be enbanced by the removal
af the construints impased by the Higher Salaries Commission, much
of the old centralised co-ordination armngements within the public
wector and the emphasis on such matters as national rates and the
atomanc entitlement to an annual genersl sdjustment based on 8
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st formuls. This entitlement was, m fsct, removed in carlier legis-
lation, and provision for such matters as performance pay and ranges
of remuneration is now possible.

While the new legiilstion oifers the promise of more Dexibiliry,
it remains 1o be seen to what extent it achicves, in practice, on appro-
priate mix of decentralised management and improved scoountability.
The essence of the matter, & always, b o decide clearty what functions
the Government wishes to perform, how much it is prepared 1o pay
for them and how it should improve the mix of mcentives and sanctiom
used to ensure that public servios managen carry out these functions
efficiently and effecuvely.

In eny reform process, the ideal is o remnin the most desirable
values of the past while simultaneously providing wafficient adapr-
shility for both foreseen and unforeseen future requirements. It may

Moreover, although it is known that » considerable body of work
has been carried out w develop a framework of thinking within which
further changes can be made 1o the machinery of governmemt - for
cxample, changes concerning the ministries which will remain after
the establahment of sate-owned enterprises - thin framework has
beoen subject neither to widespread public discussion nor o &n ap-
parent commitment [rom the Government. The development of such
2 (ramework, and appropriste criteria for further “machinery-of-
government”* changes, including whether these should be on a sectoral
or & functional basis, s probably the major ares still peeded o be
addressed in the Public Service reform process. In sddition, o review
of the Public Finance Act 1977 is no doubt warrsnted in order o
ensure thar changes in the control functions exercased by the Tresury
complement the new armengements which now spply in the personned
arcan

The scale of the actual changes which have occurred within the
Public Sector, and in particular the Public Servics, should not be
underestimated. For example.” during the financial year 198687,
this process affected 25 percent of the sl (inchuding sn estimate
fior wage worken) of the former Public Service by removing 11 percent
into & corporste commercial environment (state-owned enterprises ),
shifting & percent into new departmental organisations and redocing
total stafl numbers by s further & percent as a result of voluntary
severanoe, early retirement and other options under the deployment
package. Despite widespread media sssertions to the contrary, no
public servant wis made compulsorily redundant by this process.
The voluntary options were successful in bringing sbout 8 major,
albeit ar times difffcult, transition.

If wage workers are excluded because of the difficulties of
estimating their number, the total number of permanent sl and
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wemporary stafl in the Public Service on 31 March 1967, i

prior to carporatisation of the nine SOEs an | April 1987, was 72,417,
By 31 December 1987, this aumber had declined w 59,931, a fall
of 172 percent. This figure is ewentially made up of those who
went o the SOFEs and those who left the Public Service for various
remsom;, including scverance and carly retinement.

It ahould also be noted that, apart from those S0Es which schueved
wfl reductions at the time of the swicchover from departmental w
corporate status, SOEs since their exmblishment o | April 1987
achieved significant wall savings. For example, wn ity firmt year of
operation, the Electricity Corporation, which is the largest SOE in
terms of asset value, reduced overall staflf numbers by just over 20
perceat, Some of the other corporations made stall swavings of even
greater magnitude than this, as in the case of the Forestry Corporation,
which pow operates with aboot one-third of the number of sl

al coal is still much the same a8 before. It s clear that the cor-
poratsation process has schseved very substantial productivity gains
in @ wide range of aress.

BCTATEY, and privatiation kre soen 8s the vehickes for
facilitating the process of change. Industrial relations srrangements
have been liberalised and are now semilar in many respects
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Services Conditions of Employment Act 1977 has now been super-
cecled, andd the role of the Higher Saluries Commission Act 1977
has been much reduced.

Substantial progress has clesrly been made not anly n deregulating
the public sector, and this enhancing i prospects of becoming more
efficient, but also in reducing it site. However, further changes are
ﬂmmmmmﬁﬂmwrw

The principal sress warranting f(urther sttention include local
Mhmmmmﬁmwm—
mercial undertakings; a review of the Public Finance Act 1977, further
mawmwmmmm
this pow has importance for the public sector; further dereguilation
of the operating environments of & range of state-owned

of a comprehemsive framework for any further machinery-of-govern-
ment changes within the core Public Service to ensure that these
wre cartied out in 8 consistent and imtegrated fashion
Spdiee ¢ Aot g wobeglucodbrwsr ek
DCCUT O may 3
the way for & more efficient public sector, And greater m
- implied productivity - not only will contribute positively 10 2 more
urisfactory econamic growth performance for the country as s whaole,
but also must ultimately benefit public sector employers and the
environment in which they work
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Chapter 7
TAXATION

Ian Dickson

IN CONTRAST TO THE GENERAL dercgulanon of the New
Zealand econommy which has occurred since the election of the Labour
Government i July 1984, raxation reform has become increasingly
complex and has led o more detailed reporting of finencial affeirs
o the tax authorities by a larger nomber, and wider spread, of
have occurred in the New Zesland tex wystem. It looks et the
motivation for the policies and places them in & contexnal framework.

Taxes in New Zealand Prior to 1984

In the carly part of this cenrury, New Zealand established s max
ivilem along classic British lines. Historically, the major revenue
source wus customs duties and excises. From the | 950s, progressive

moame axes assumed o greater significance @ a source of govermment
revenues. The puttern of mxation developed as lollows.

Nmmlmmhﬂ:mmﬁmrﬂh
“double™ txation of dividends and & wide array of concessions.
These conferred & partial cxpenditure tax trestment oo clases
of asscts (for cxample, superannuation funds) or busineses (for
caample, farming). Tuxstion of capital gains wan generally

» An srruy of excise dutses and sclective sales taxes on traditional
fuels, muvior vehicles amd cermin services.
» Tariff-based custom duties on imports.

= Estmte and gift duries, stamp duties, o land tax and devolved
local government taxes based on real property values,

« A range of resource “rental”, user charges and of hoc minor
taxes.

Minimal change to this pattern occurred after the 1950s, ind litthe



e Chapier Seven
development of the tax vysicm ok place 1o kecp abreast of commercial
and ecanomic developments.

Administration of mxes during this period would be fudged average
by the standards of developed countries. Little use was made of
emerging computer technology for active policing of the tax system,
end enforcement methods tended to be passive. It must be
scknowledged, however, that the mx system was not, st thas time,
an intrinsically difficult one o sdminister. Many of the difficult
adminsrative judgements had been removed by concessions. For
cxumple, Hming Bsucs sbout the accrual of depreciation on plant
combined with sn investment allowance allowed & first vear write-
ol of 80 percent. Moreocver, in 8 general business environment which
imvolved quite detailed regulswory controls and required  offical
consciis for many new ventures (for example, to import machinery
or buy foreign exchange}, it was relatively cmy o piggybeck ax
proviskons on other regulations.

The drawbacks of the New Zealand taa system became increasingly
apparent in the inflatiooary conditions which prevailed mwends the
ndiﬂlﬁhmmhmum

The narrow hase of the tax vystem in New Zealand, and o political
unwillingness to reverse the erosion of the tax base except in minor
extetision of indirecy mees, led o 8 rapid escalation of sverage income
tax rates over the latter part of the 1970s and early 1960s.

Much of the incressing tix revenue was schicved by failure ©
fully or fairly index the progressive marginal rate scale. The result
was that middie and upper income average tax rates rose rapidly,
increasing the nominal progressivity of the personal tax scale.
Simultancously, & combination of falling business profitability and
increming wx concessions (especially for exporters) meant that
buninewses mx revenue remained static in nominal terms.

The 1982 Taskforce on Tax Reform (the McCaw Committee),
highlighted the general deficiencaes in the New Zealand tax system.
It drew anention to the popular dissstisfaction with mx rates and
an incressing resistance o higher taxes. That resistance manifested
itsell in a proliferation of fringe bencfits for high marginal rawe
individusls and tax-based investment schemes. The McoCaw
Commitee's sobution was to shift more of the tax burden on o
consumption expenditure, adopt @ genemlly less progressive scale
of marginal tax ruwics and carry out overdoe repain and maintenance
of) Business mE proviskons.

Lintle of the repors was implemented s the time. The exception
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mmmﬂnpﬂ;hwﬂpﬂum
scale, which resulted in & substantial unfunded reduction in revenue.
The giveawwy side of the reform package introduced in Ocuober 1962
reduced government revenue by over §1,000 million in & full year
and contributed to cementing in the low wage path schusved under
the 1962/84 wage and price freeze. However, it began a fiscal blowout
which pushed the financial deficit w 7 percemt of GDP |n 1981/
B4 despite general reviraint in government costs from the wage end
price freese.

Thmmmlﬂiﬂulhdmﬂm By and large
it wan feiling 10 meet the fundamental objectives of ralsing revenue
fuirly, cheaply and without distorring econcmic sctivity. It is dafficuls
to judge the degree w which tax issues influenced voters in the 1984
clection. Certainly, concern over tax bsues - purticularly an anti-
avoidance messure introduced in 1982 10 confine mx losses from
farm tax CONCEssions 10 OWNEr CPCTMCY - Wal @ SIong motivation
for many people, who shified their allegiance from the governing
National Party to the Nledgeling New Zealand Party.

At & wchnical level, it is clear that the direct mx sywem was
deteriorating into 8 payroll tx rather than an income . Meanwhile,
the indirect tax system, based largely on & wholesale-level sales tax
and customs and excise duties, was also unable to keep pace with
the demand for revenue in an infetionary environment. Thus, at
the change of government, there existed an unstable and potentinlly
volstile situation coocerning the sources of revenue to fund state
spetling.

Tax Reform Under Labour

Few parts of the pre-1984 mx 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

slone cuablishing u framework for assessing the direction of reform
= especially with some of the lmer, more technical, messures. A
chronology of tax policy messure since July 1984 is conmined in
the appendin to this book.

Broadly, four principles have guided the mx reform process since
the chanpe of government. These are:

1) Lerwer marginal tex rates o improve ccomomic incentives,
minimise ax-sourced economic diswrtions and improve
decriin -making.

2} Coupled with :hrmwhmmqhiml.huhi‘
of the tax base by including s larger proportion of the wrget
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3 The concern that corain low income groups be broadly
protected from the immediste effects of tx chinges, and thar
they share in the betier overall regime throwgh the elimination
af tax-created and income-maintenance-sourced poverty traps.
{The target group ha geocrally been confined to low come
families, with lirtle sttemtion being given o low income
individuals who do not heve dependants. )

Within this framework, the i messures have ended o (] into
WD CHEgones:

Srrategic: The reforms, intreduced on | Ocwober 1986, which
mcloded 8 much (lattened personal mcome my 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 shorted scheme o introduce o flat mx scale
and guaranteed minimum income announced in December 1987
and the adoprion of & dividend tmpotation are further exsmples.
In general, then, reforms classified o strategic are those which
are motivated by, and identified with, the shove principles of
i Natter-nited, brosder-basesd . system.

Opportumise: In conjunction with the broader reforma, the Labour
Government has abo undertaken a number of messures to black
loopholkes, raise revenue and change specific parts of the tan vystem
which sre, in imporant respects, ot varance with those basic
principles. Exampies inchude the Fringe Benefit Tnx, the 1986
Budget increase i tobaoon excise and reoent changes w the tax
collection system for provisionsl tupayven. The classification as
opportunist is made because, from a public policy perspective,
the measures appear to have neither & plan nor the sttainment
of & stated goal 1o determine the subjea selected for anention.

Serategic Policy Initiatives

The mugor policy initiatives aimed ot making & browd-based, low rate
tax system, developed consistently over a period of time, have boen:
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« The | October 1966 messures 1o introduce GST, repeal former
wles taxes, lower personal tax retes and increase fiscal assistunce
o bow income famibes with children.

» The imtroduction of & full imputation system of company /share-
hodder wmaation.

» Abolition of export incentives, acoeierated depreciation and in-
vestment allowances, stock valustion procedurcs and other

= Reform of the tan provisions affecting life msurance and private
SUperERNUATon ErTARgement.

Clctaber /988 Meanare

On 1 Ocrober 1986 (the mid-poant of the New Zealand fnancial
veiar], the Government introduced the following messures:

» personal income s rates i be cut on average by 20 percent)

--f-:ﬂyruppmuﬁ:upqu:mqmmhunhwm
families with dependent children;

s introduction of a broadly based 10 percent value-sdded tax
= the Goods and Services Tax (GST); and

» abolition of former sales tax oo gencral goods (other than motos
vehicles where part of the previouws sales tan was retwined and
phased down .

This package of messures had its onging in the fimt Budget
defivered by the Labour Governmens in November 1984, The
centrepicee af the reforms was the introduction of the comprehensive,
uniform value-sdded tax called Goods and Services Tax (GST).

Surprisingly, there wan linde public opposition to this @, wnd
very linle from the business community. This contrasted with
Avsrralia, where a similar propoal foundered on public, union and
business opposition. In the months lesding up to the introduction
of GST, public opinion polly recorded an sstounding 40 percent

for it. There are two principal ressons for thin,
lqmﬂ!ﬂ' wai widely mgarded, cortainly by the business
and by s significant number of texpaying individuals,
-ldﬂmﬂﬂﬂmﬂnﬁﬁmﬁ:ﬂm
marginal tax eate for about sverage wages and the maximom e
of 66 peroent. After the McCaw Comminee in 1982, there had been
meelings amongst busincss leader to generste support for the
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mnnounced in the 1985 Tax and Benefit Beform Stasement? The
objective was o remove the double taxation of dividends while
providing & withholding mechanism which would ensure thas
dividends would be raxed m the sharcholder marginal rax rate.

The retionale for sdopring full mputstion wis o end the distortions
created by double taxation of dividends under the clasicsl company
shareholder relatiomhip. These distortion were described a:

» An incentive for companies to remmin carningy with the effect
Hhﬁmwmwhﬂnﬂﬂﬂhn
making “cashed-up™ companics targets for talcover and assct
Rt

= An encouragement of debt financing st the expense of equity
imvEsTment.

# Imposition of excessive taation on individuals deriving inoome
through different mesm.

and to remove artificial incentives for corporane takeover. A subsidiary,
wlthough impartant objective, was to reduce the incentive for creating
capital profits for tas-free distribution to shercholders a5 8 means
ol tmx svodance.
Mmhmﬂmwm“m:m

There had, in fact, been & period of debate, particulerly within
the sccounting profession, over the merits of having & dividend
cxemption scheme instead of imputation. Imputation mcribes o
sharcholders a share of the tx paid by the company, which the
sharcholder mary then credit against other Habilities. It this requires
& “grossing-up™ and spportionment of s paid by the company in

makes all dividends received froe of tix in the hands of the sharchaolder.
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Dividend exempeion, although simpler than imputation, » not
s precise in setting the effective dividend tax rate af the sharchobder's
marginal rate, unless there is o uniform single rate of mx. The other
argumeni against it 5 thet it infringes capital import newtrality for

reviewed by & committes of private sector ax consulanis, who
reported amendments back to the Government. Full imputation took
effect on | October 1988,

umimnal about the festures of the conoccwions - most are found o
this day in the tax systems of mapor comnomies - bur the scale and
on mset prices and returma from investment in ssinted industries
in in inflationary and high marginad @z e eovionment; were

into max-free capitel gain through the use of 8 tax-subsidised
investment in an sasct in short supply, drives up market prices beyond
the point where employment of the ssset can give #n economic returm.

Capitalismion produces benelits for people who are early entramts






The superannuation industry was not touched again until after
the 1967 General Election. The 17 December Economic Statement’
hod proposed the complete sbandonment of concessions for
maperannuation, 1o teke ffect on o fast, although generous 1w past
contributon, bass. A consultative committer would be coployed
to study submissions. Howewer, s in previows cases, it terma of
reference would not allow it to cxamine, 10 sny grest degree, the
basic policy issue.
woild change it mind and allow & continuance of concossions for
pension superanngacion, Evenpually, the consultative committes dad
repirt an an aliemnative to the Government's proposed regime, an
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mmmu- ition of contributions and

Hmnkﬂﬁlhthmdhmmﬂmu
of tax policy, and within the messures ien to bberalise the. inancial
sector, & thresd of comistent decheon-making & apparent. However,
the shulition hed a severe impsct on funds under management at
o tme when cash flow wal under pressure due o widespread
redundancy, and the aftermath of the October 1987 sharemarket fall.
With lndaighy, it 18 apparent thar oo linke ancntion W pakd 1o
the wider policy implications of sbolishing these concessions. A more
considered approach with & longer transition mught have avoided
the difficult sdjustment which oocured and its effecs on the climate
of confidence in the econamy geoncrlly,

Opportunist Policy Initiatives
hﬁmm&-ﬂ:m”ﬁm
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method of txing benefits which was polincally sccepable w

The use of fringe benefits o an aliernative 1 cash income had
been & long-standing practice in New Fealand. Some benefits
developed out of the practice of transferving employees sround the
oountry oo & regulsr basis; providing scoommodation or loans was
a natural way of compensating them. In the case of vehicles, some
private use of these outside wark hours, or for transpert 10 and from
the workplace, was & naturl extension of the provision of & vehicle
fior work purposes. In an environment of high tax rmes and a dispersion
of company and personal tax rutes, & useful mx wedge develops
between the cost to an employer of providing a benefit in kind, and
the omt to an employee of self-supply. In thew circumsmnces, both
the employer and employer benefit from the provision of a fringe
benefit n leu of cash salery.

E
|
3
i
;
%



Taxation 9

in nonetheless an anomaly, ms it levies an impost on an employer
for valse received by an employee.

Special Partmerships

Special, or limited liability, parnerships were a convensent ofga-
nisational device which became fashionable as a vehicl for tax-induced
investment in agriculture, horticalture, bloodstock and films. Basically
high-marginal-rate tpayers sought relied from thos taxes by in-
vesting in tax-preferred secton,

As an investment vehicle, special parmerships gave investors the
legal protection of limited lability, while allowing them 1o participate
directly in tax losses generated by the partnership's investment. Unlike
n company vehicle, the sharcholders in the partmensbup sufTered netther
double taxation of income derived nor ring-fencing of losses. In many
ways, the specal parmership provided the kind of structure which
imputation provides sharcholden in mxpaying compenies. Income
derived from special partnerships was maxed - by a different
mechamism - ot the sharcholder's marginal rwoe.

ﬁlﬁdﬂ_ﬂﬂpﬂlmw By themselves,

the special partnerships did not oreste arbitage opportumities -
disparities in tax retes and {aster-than-economic-depreciation or the
sbsence of 8 capital gains tax on tax-financed sssets were the sources
of opportunity. Nevertheless, the Government legislated against
special partnerships in 1986 by deeming them for mx purposes, 1o
be comparies,

This plece of legal fiction effectively swopped the use of special
partnerships. Investors could still take sdvantuge of the tax arbitrage
opportunitics but had either to accept & greater degree of commercial
risk or devise alternative structures. And, by this time, other mare
fundamental economic events causing ansct prices to fall were reducing
the amtractiveness of tax-based investments in the ruml sector,

All the smme, treating a special partnenhip o a8 company i a dis-
ertion and is inconsistent with the brosd thrust of the Labour Govern-
ment"s iy policier. Whike not 8 major distorton in itsell, this treatment
it an example of departure from & consistent policy framework,

Intermational Tax Reform

The removal of exchange controbs and floating of the New Zealand
dollar in March 1985 weakened the sdministrative mechanisms fior
enforcement of forcign exchange transsctions and trensactions with
nan-residents. This left the mx system vulnerable o exploitation
through the use of tax havens. While the development of provisions
and devices to coumter international tax avoidance was clearly required,
the approach mken was to introduce guite dreconian memsures,
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outward investment by New Zealand residents end wath
attention being given to tax svoidance through inward
investment. The measures proposed, and subsequently significantly
watered down, stand in marked contrast @ other . reform messures
andd the overall spprosch 1o eoonomic Liberalisatbon.

The messures taken to address gaps in tax sdministration left by
hmﬂdmmw“upﬂiﬁm

EEE

through structures which sllowed an expense to qualify for mulniple
deductions in New Zealand. Along with the introduction of sccrual
rules for debt instruments, the burden of prool was changed so that
deductions for certain payments made offshore could be challenged
hﬁﬂ“ﬂmmmwﬂ

paymeni.

Changing the burden of proofl in isell waa @n important
ountermensure, = it foroed o resppraisal of the risks associated with
haven-based financing techniquen. When joined with the sccrual rules,
which mde pre=pakd interest structures lews sttractive, it wis & major
uicp o roducing the more blatant forms of exploitation by residents
Hﬂhﬂmﬁmw

hulmmmm.mﬂuwm
m{%ﬁmmimmhum

w&mlmmhitﬁminﬁm
of & residint sharcholder. This practice makes the use of tax haven
trusts and companics a tax avoidance vehicles less antractive to
resdents, while at the same time preserving thetr usclulness as bases
for active investments. Although the CFC approach is far from perfect
i o counter to internations] tax avoidence - it s expensive o
admimister and comply with - it docs provide s barrier to the use
of tan havens.

When the consultative document® on the MNew Zealand regime
wis relessed on 17 December 1987, it contsined & mujor surprise
for New Zealand resident sharcholdens in non-residest companies.
The regime proposed was a significant departure from the CFC
approach. It basically provided a ranking of valustion techniques
for imtcrests in pon-resident entities. Resident taxpayers with a
substantial or comtrolling interest which enabled them to obtain
reicvant accounnng data would be permitted o caloulate tax on their
share of & non-resicent entities income sccording to ordinary New
Zealand mx rules If this method failed, the shareholder could wse
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the change n the market value of the inicrest in the entity &5 &
proxy for the income derived.

Public smention focused gquickly on the dreconien natwee of these
proposed changes. Corporates with affshore investments would have
w face significant complisnce costs in compiling scoounting
information within a New Lealand tax framework. lndividuals were
outraged abour the prospect of paying tax oo changes m the capiral
value of their offshore portfolios without cash available from the
invewment o meet the s

From the Covernment's viewpoint, the proposal for s low 28
percent tix mite funded by these and other messures i the packapge
was the compensation for loss of opportunities for deferring or
sheltering tax through olfshore tax havems. The commercial

should have seen the light of day. Feced with such opposition, the
consuliative committes which ipok submisisons on the proposals very
quickly wutered them down ind produced a regime closer to the
CFC model seen overseas.

It will remain & source of debate a8 to why the international
proposals were developed and released in the form they were. From
8 technical viewpoint, the international iy regime i Curious for what
is beft out, @ well as for the degroe w which the proposals over-
reached practical considerations. From a politicsl viewpoint, the

of capital and that there remuins much work w be dooe on busneis
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tanes in geoeral

Ara vechnical kevel, the main conosrn will be to schieve 8 workable
integration of the Government's tax reform inkiatives with the hanic
structure of the income tax yystem that evolved in a different economic
envimmment. Ferhaps one of the most pressing examples related 10
this challenge is the deductibility of interest. Although the intro-
duction of sccrual roles sddressed foatures of the tan status of imtenest
and the timing of deductibility, a large question mark still hangy
over the deductibility of ioterest in circumstances where the asset
financed may gencraste non-mxable income, such ms in the purchase
ol a company. These issues, while to a large degree of peripheral
interest to tax policy wdvisors within the Government, are vitlly
hw_‘nhhnhmm‘whihim
economic change and restrocturing. The apparent snwillingness of
the Government to remedy Mhﬂhﬂﬂm
and the potential of dissstrous financial consequences for ¥ company
where interest deductioms are disallowed, create significant
uncertainties which inhibit the process of changs.

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 tx vystem on labour market behaviour. This issue
arises especially st the inter{uce between the workforor and the socal
different parts of the fiscal system have produced poverty traps and
of low-income people to sccept paid employment.

Despite reforms in 1986, and the subsequent lowering of
tax rutes which took effect from | October 1988, some of the highest
effective marginal tax ratcs in New Zealand are faced by people with
dependanty on low incomes or who reocive socml secury benefis
and howling sssistance. Social security and tax are, to o large degree,
co-ordinated. Since both provide monetary assistance o people
sccording 1o thelr corcumstances, this co-ordination b relatively casily
achieved. However, the bousing assismunce system, which provides
direct sskistance and is abw moome related, s not co-ordinated. The
result is that houning ussistance recipients can fice marginal tax rates
of B0 peroent on additional dollers of income earoed, This provides
a srong (nducement to tax evasion and encoursges people in these
cicumsEances 1o reman in the wuston. In tum, dependency on
social security is also encouruged - most housing recipients are social
welfare beneliciaries - while geographical mobility and willingnew
to take paid employment are discouraged.

These reforms both (nvolve comsidersble smounts of work and
are unlikely 1w yield fiscal benefinn. Previous reforms have tended
to concentrate on yiclding higher revenue, although today the scope
for wuch yields is diminishing Both ure important 1o the efficiency
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is not an casy task. In the United States, “industrial policy” refers
largely o a debate conducted in the carly 19808 over the extemt
to which government thould intervene seciorally in industry to boost
inmternational 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 & recemt
Brivish white paper, when discussing “mdustrinl pobey™, go s Gar
a8 1o say:

The pheraas bmell iy eninmenaie, becsuse [ appesn o cmominei on iy
rather chen consider all the facinry which affec e sbilliry of indosary
commere o cremy wesithy @ sle carvies the oy of DT [the Deitish
Dwpartimmnt of Trade amed Imibusery| caking responudbiiry o the Sorruses of
inslividual inderies snd companie |

These British concerns are equally relevant in New Zealand.

The meaning of trade policy, too, can be less thun transparent.
In New Zealand, it has often been taken to mean efforts to secure
sccess o forcign markets; oversess, it is more likely o refer o the
whale st af policies which affect trade, including impor restric-
thons.

For the purposes of this chapter, industrial and trade policies will
simply be mken as thoss government messurcs intended to have »
be seen simply a & subset of industrial policies. In keeping with
this definition, those policies usually ssen as affecting Gctor markets,
such 1 macroecomomic, financial and labour policies, sre generally
not discussed, even though they have an obvious impsct on industry.

The discussion goes beyond manufacturing to encompass
sgricultural and other primeary and service mdustrics; ma the
Government inell has increasingly set the agends for debare by
adopting policies affecring all sectons, Inevitably, some measures ane
not discumed. ' Changes o the operation of gate-owned cnterprises
have been dicussed in Chaprer 6, although Mey too might be scen
B8 0 importent part of industral policy.

Given an inability to produce a tight definition of industrial policies,
it is tempring 1w seek 8 government policy statement which defines
what is covered. There are 8 number of documents that one can
turn to - election policy documenm, budget snd economic statements
and press smrements mnnouncing individual policies. None of these
fully sets out in onc document the thinking and policy moves adopted,
which s understandable given both the noed w sdapt policy ms the
economic environment changes and © continue debate s policy
evolves. Perhaps the most comprehensive document has been the
1984 Labour Policy Document Statement on Industrial Development
Palicy, which stuted:
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The overall objecrive of Laboua®s Imdussrial Deveiopment Policy @ @ promos
the growh ol New Fedland maduarry. A simong parmership bereeen imdosry
wsid governmeni o meoded s shsure  astainesd snd belanced SonneEc
drvelapmen. Tt wanes 10 develop new b apparmumnises o sduery, snd
m achicve cemings e seng in Gmeign cechangs irom nonoeed sxgen
and impoe sbriuron ¢

Other parts of the policy statement set out & strategy which
schnowledged the importance of macrocconomic messures for
mmm&lpﬁjnﬂhbﬂuﬂw

Zealand's sdvantages, scknowledged o reduction in protection s an

"important long-term objective” and emphasised the “overall political
ﬂmwhﬁﬂmnhﬂmd#
which hive been refllected in policy moves aince: messures which
have affecied the business environment, employment, competition
policy, commercial law, oversess investment and impor licensing;
encouraged new industries; affecred the Industries Development
' Commission; and promoted research and development.

Trade policies were alwo st out in the 1984 Policy Document
and introduced with the slogan, “New Zealand's life blood is i

led by the H.tnhmd’ﬂmnuhﬂenﬂhhﬁuﬂ.nﬁhm—
upof & market development board. Development of marketing policies
and aggrossive promotion of New Zealand™s interests in the European
Economic Community, the Chonser Economic Relstions Agreement
with Australia (CER) and the General Agreement on Tariffs and
Trade (GATT) were highlighved. Further policies were set out in
detuil for the agnculture, encrgy, [fheries, forestry and tourtsm
indunstries, and statrments were made sbout regional development
and seall 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 1o the messures
implemented that one must look for the best definition of industrial

2. The Mecasures
Hackground

Perhaps one of the best summaries of the principles behind New
Zenland's recent industrisl policies is provided by the Organisation
for Economic Co-operation and Development {OECD), with the
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benefit of an outdde pempective in itn 198687 New Zealand
Economic Survey:

The sew esiscy spprusch s based an ol follewmg priocipio:

(] Oiptimal wee of esourory i beo promeded by allveag oooomic agenn
in puriue epportisimies witin @ competitiee eoviisbmeil sibjed
ST iRMEFVERlEE T W P, g ooars (i (ke cese of mEriey
failare) s ol Femsctos (B

i) Swsch 8 competivive emvironmen: cmn be bew premoed by anbsncng
cositiratalrilivy uf produt esd feckor Sashets thioagh remeral of upneocwary
vmprelimeris tu markert cwtry sl by ensunmg the greormmend syeroentmen
are dn menatral o prmnihle given the abyecrees of the insYenEonn,

(el InsErvemibon cam (mprove squity by Increesing o w markes and by
I ting, wirtenor e cissdrantagnd ndrvadusly me groap;

ief) Fluwever, all Earention send o by Seeed 0 e that the paim
mutweigh the costs, based on » reslistic appraisal of therr effevis, taking
min sccmunt the difliculry of achieving spproprisie imcestives snd
mreumisbiliry, parccularly in the pubdic seowr ®

The OECD then identifies several categories of structural policy
memures of which two are relevant 1o industrial policy:

al Habicing relanse proe dmmmons by camisg sebuidiss. ernng oflectiv
e of predrcton asd rondering odivs mastion = “weuiral” a8 pesaibile
The decision w lex the New Foslesd dollar e (reedy n ol ™ be wem
i b o

iv Rumimg viw cfficency of the non-treded poocs snd scriae wcoer theeugh
anTrased ommpeiitom, n oo b oemure s opeiebls disributios of e
burden ol adjusimeny *

A point worth noting s that the OECD perceives New Zealand
o be the strategy advocaizd by the OECD Ministerial
Council in the wake of the second oil shock™, Moreover, it sees
Mew Zealind as applying the strategy “more comprehensively and

than other OECD members.

Out of the DECD's summary can be drown seversl recurming
themes evident in the Government's industrial policy: neutrality of
trestment across sectors; promotion of competition; 8 concern for
equiry; and a continoed willingness 1o intervene where clear benefin
would ensue, or where particular individualy and groups are scen
to be dnsdvantiged.

Several other themes muost be sdded to aid an underiandimg of
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the enviroament in which the current industrial policy hae emerged.
Much impetus for seching an improved economic performance came
from s general dinsatis{uction with the level of growth being achicved,
arising from & comparisen with overseas living stndards ' By 1985,
Mew Zealand’s real per capital GDP was 15 percent lower than in
Australin and ¥ percent lower than in the United Stes.” There
was wso 8 sense of crish brooght about by the run on the Mew
Zealand dollar that sccompanied the 1984 ciection. Moves were made

rights quotas to help the depletion of scarce fuheries re-
wourCes.

Import Licensing

Removal of import licensing i probably more symbalic of change

E
il
H
i
1
i
il

k-hudmul-ﬂ-lmmmm
development wan soen s & route for schicving growth and diversifying
away from dependence on a narrow range of pastoral (arming exports:
wool, mest and dairy products. Licensing ensured thet manufsctunng
prowth could ke place, hased on the general principle thay if is
could be made locally, licences would mot be Baged, Although il
levels were high, they were less relevant in this environmeni. Provision
for competing imports was very limited snd was made mainly on
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the basis of Licence entitlements rolled over to the same firms cach
year,

Some imports were removed from licence control during the 1960y,
but these were generally goods not made locally, The first real siep
towards official scknowlodgement that loensing ought o be removed

with relatively large numbers of firmn producing on & small scale
the wide range of product lines necded 1o satiafy ol New Zealand

Fequircmenis.

Diespate the Nananal Development Conferences recommendation,
lirthe was sctually done until the mid- 1970s, when an officials review
COMMiTiee Wil st up with the objective of recommending “adeguare™
tarifl levels. A revised wriff was jssued in 1978 This st least paved
the way for a move o wriff-based protection, although the committer
found itself unable to make tarilf recommendstions for cermin
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tems were sued on demand. Some items moved 1 exemption
The final gencral tender round in 1987 offercd only 110 categories
compared with G660 in 1985, despite ncw catcgories being offered
in the intervening period. The resson for the drop was that many
items had alresdy moved o exemption (or licence os demand).

By 1986, the Government was able to announce its inention to
end import licensing, other than under industry plans or special
armangements, = of | July 1988. Compared 10 earlier moves on
licensing, the announcement stirred lirtle public excitement. The focus
of the industry assistance debare had alrcady passed 1o i, which
were clearly nwﬂhihrhlimnm
Substantial changes were simultaneously made 1o lcensing under
industry plans. As ecarly s 1984, & oumber of plans provided for
elimination of ail licerming, although over periods stretching as [ar

Hﬂ!ﬂnﬂwﬁmhtwﬁhhdulqnd‘mpm
mechanism in the 1880s, extending in coverage but remaining ot
rates of around 20 percent through the 1930s."" By the 1970, typical
rates for final goods manufscrured in New Zealand were often around
30 o ¥ peroent, although retes vared enormously, Tariffs on
etermediste goods and rew material were generally far lower.
Significant tariff reductions began under industry plans in the
carly 1980s. An caample wan cersmic whleware. The plan provided
for climination of & highly protective theeshald dury, which imposed
@ tarifl to raise the cost of cheap tableware o cortain minkmum levels
- sometimes doubling the cost of imporn. Early industry plans,
mmﬂrpwnddmhﬁuwﬁwhﬂﬁlpuﬂ
of lcence tendering, © “west” the level of wrifl protection likely
to be necesary.
Turiffs came in for earmest attention in 1985, when ﬂ-hll.-!
signalled the Government’s intention to reduce high taniffs on goods
uﬁmhnhhﬁmnnmm
strongly mesisted reductions and argued for peeds-based assismnce,
the Government snnounced that wriffs shove 25 percent would be
redoced in rwo steps. The cuts were 5 percent in 1986 and 10 percent
in 1987, although tariffs sbove 50 perocnt were cut somewhat more.
Tariffs on some SO0 items not manufactured in New Zealand were
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including pumbooty, there were further reductions on | January 1987,
m significant was the decision in 1986 two establish

rutes for developing country imports st B0 percent of
“mhmpﬂh-hm most kmports from NI1Cs

i Jenuary 1987, With representauves of major business groups,
unbons and officials, it reported on 30 September 987 that “There
s scope for & significent reduction in weriffs."

After receiving the report, the Government announced in
December 1987 that a Hﬂnﬂmhﬂﬁm
hurmﬂﬁthﬂr 1988, would be implemented, using
ﬂﬁhﬂ".mn&hhﬁuwﬁmﬁr.um
in Tabile 1:

Tahbie | Effects of General Tarifl Cuts

Initial Tarifl 1988 thl't:iﬂ'l!ﬂ

125
16.0
175
i85

ERER|A

Industy plan tariffs also continued to be cut. Tariffs on electronics
goods manufsctured in New Zealand are 10 be reduced 10 25 percent
and plastics tariffs 10 20 percent by 1990. A substantial cut in motor
wehicle tarifTs from 55 percent to 35 percent was announced in | 987,
although the effect on motor vehicle msemblers was lrgely balanced
by even steeper cuts to tariffs on locally manufactured and imported
componenty

Export Incentives

From 1962 onwards, cxpon inocotives wore mmde avmilsbic w©
exporvers of non-traditionsl producrs, initially i an effort w diversify
New fealand’s export buse wnd help overcome the perceived balance
of payments constraint. Through time, the covernge and value of
these scheimes grew. Fram 1979, the major incentives were the

{Export
Taxation Incentive), which provided a mx credit of 14
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pereent of domestic value sdded in respect of expon esrnings.
A.:In't of other measures also assisted exports -lp:dﬁlmﬂ

Memwhiile, the fiscal cost of incentives moumied (5259.6 million
of credits in lﬂimm'nuﬂlnmim_h 1983784). To

highly varisble and uncven. Under CER, New Zealand had also
Humﬁﬂﬁtnﬂnnﬂm-nm'unm



Also, New Zealand embraced the Uroguay GATT round with
enthunizsm, looking for the extension of the GATT system to cover
agricultore and services, improvements in the G

settlement mechanisms and (orther reductions in foreign trade
barriers. Progress was slower in the GATT round than m CER,
‘which was af ity mid point at the date of writing.

schemes™ (SMPs) for meat and wool. The combination of weak
international price levels and rising S MP levels escalated price support
masistence from §$26 million in 1980/81 o §1,23] millbon o 198

The withdrowal of sssistance from sgriculiure was [mter than the
specd wath which it had been purt in place and significantly faster
than in the manufscturing sector. SMPy and their replacement in
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The November | 984 Budget announced thet interest rates on Rural
Bank finance, which had historically been svailable st concesshonal
rates for purposes such @ farm purchese, were to be maised

o market rutes snd 8 farm vendor finance scheme ended.
Input subsidies were (o be ended or reduced for ferviliser, irngation,
certain investments, noxious weed control and product inspection
costi. I Further moves m I985 and 1986, lmd development
concessions and concessionsl my resrment of livestock were
WMMMuIm:anhﬂhm
moved to & oost recovery basis

The result by 1987 was that, in real terms, net ssistunce was less
than i 1980, with & substantial proportion of remmining assistance
being due m commercial interest rates outpacing those concemional
rates still available. Price support had virmally dissppeared, cxcept
1o the extent that the producer groups wished w0 implement their own.
The Government remained willing v provide sssistance in the cvent
of mmjor droughts or foods, bur wes careful 1w enswre that this waa
consiitent with the overall direction of restructuring within sgriculiure,

For the most part;, producer boards retained s major role in
marketing, deapite incresing debate over the merit of single wller
EXport marketing. The Government brought kiwifruii export

under the direct control of & board in 1988, removing
it from the hands of & kimited number of boensed private exponers.
However, lamb marketing was eeturned from the New Zealand Mest
Producers Board 1o private companies in |987. Long-standing controly
over wheat and four sdministered by the Whest Board were removed
in January 1987, with whest prices o farmens dropping o workd
levels. This precipitated anti-dumping action by United Whent
Growen Lid against Australisn imports In July 1987, the Govern-
mm-mﬂmﬂmpﬂmi-ﬁh&rim
scason, in response o which the company withdrew ity complaing.
Specific aasistance had earlicr been offered w grape growers afier
surplus production had led to a sharp drop in prices. This resubed
in the removal of 25 percent of the national vineyard area prior 1o
the |86 harvest.

most visible government rosponse was the introduction in July 1986
of & Rural Benk Morgage Discounting Scheme. Under this, the
bank offered w discount the principal, but reise the interest rate
on loans, leaving ceshilow unaltered but increasing farmer .
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ﬁmhbluﬂndhmwﬁlﬁh
entry messures, research and development, regional development and
government direct nvestment policies.

Comperntion Poliey

The major competition policy messure i the Commerce Act 1986,
which replaced s similarly tithed scy of 1975, I ssted purpose i
"o promote competition in MNew Zealand™, which it does primarily
Hmhnmmhmmwm
mnd banning many trade practices which have the effect of reducing
mmhnlhwﬂlhmumllmhmd
i certain mdustries

Changes to the 1986 Act inciuded ruising the size threshold w
which mergers must be notified to the Commission and giving the
stantislly lessen competition™ are generally prohibited (bur may in
wome circumstances be authorised if there is a net public benefit),
while companies having o dominant market position are prohibited
from using that position to limit market entry. The emphasis in the
current Act has changed, in line with economic thinking, o emphasise
behaviour rather than the apparent structure of markets. Private legal
sctions have also been permitted under the new Act, and several
have sccurred.

A marked scaling-down in the use of price control s u policy
imstramient has taken place. Although one of the first steps of the
Government after the 19684 devaluarion was 1o cxiend & general price
frecee undil November of that year, most items controdled under the
Commerce Act have since been cxempted. Promotion of competition
through market liberulisstion mesns that price control i now secn
very much a8 “last resont™ policy tool."® Only natural gas and milk
remain under control, under the Commerce Aot Price controls under
other regulations have also been liberalised, notably in the cae of
motor spirits, where price restrictions have been removed.

An important mpect of competition policy has been the continued
move towards & mofe proactive stance in administration. The process
started before 1984, with cntry 1o the (reeeing industry, road transport
st forcign exchange dealing being opened. Since 1984, the process
has sccelersted. Reviews have been undertaken specifically w
MMmmH‘hHMhm
sperits distribution end the gas industry and are being initiated for
m-j'pﬂiﬂﬁnﬂlpwplumlpﬁmllhmhu—umdu
scrutiny, Reviews abo lesd o0 decivioos o Hiberalise entry into
broadcwsting and telecommunications from July snd April 1989,
respectively.



Fesearch ond Devedopmen:

Historically, the major government support for Research
(R&D) has come from direct funding of research,

eapecially for the agriculiural sector. Indeed, most New Zealand R&D

E

has been government Munded. '*

R&D policy has, since 1984, been the focus of incressed debate
following Australisn introduction of & generous 150 Ty
deductability concession for R&D spending. A led by

Sir David Beattic in 1986 recommended similar support messures
in New Zealand™, and industry groups such as the New Zealand
Manufacturers’ Federation have argued strongly for encouraging
R&D as other sssistance measures have phased down.

Government moves have ncluded removing sccelerated depre-
cution provissons for equipment used for R&D, widenmg the eligible
r-mﬂﬂlnnpnunwtd:h_;h:uﬂ‘mwhmﬂﬁtm

of government research, as well & being comsistent with fiscal and
industry assistance policies. A number of grant-based schemes have
been phased our.

Reyponal Developrment

When introduced in the early 1970s, regional development assistance
policies were chiefly direcred towards encouraging manufscruring in
certmn priority regions. These regions were largely charscrerised by
outwird populstion drift or distance from metropolitan centres.
Gradually, through time, the range of industrial activities which were

expanded beyond manufacruring,

Since 1984, a substantial reorientation of policies has eccurred,
simed at placing more responsthility for development in the regions
themselves and {acilitating structursl change Thi is best reflected
in the replacement of regional investment mcentives with
grants, abolitson of the distinction between priority and non-priority
regions and the extension of the main sssistance measure to cover
any legal activity in all regions. Overall funding remains small.



g completion lnrge
and resource-based projects initisted by the National Government.
At one point, these accounted for 20 percent of toml manufacraring
imvestment. They included expansion of New Zealand's steel and
oil refning capacity and direct government investment in methanol,
t—hnndquhtuuﬂphuﬂuﬂhﬂudﬂh



Indusrry amd Trade Polcies 169

Another difficulty in sssessing the outcome of the palicy changes
o 1o find & framework which can be agresd upon. Improved GDP,

nflation, unemployment and balance of payments figures if achieved

It is, nevertheless, possible at lesst to cxamine what major econamic
indicatory reveal, even if isoleting out the specific elffocts of industrial
policy is well nigh impossible and future developments could rsbically
akter the cutrent potition,

Prodiscthong

Production dats provide a reasonable framework for examining everall
rrends. The path of resd GDP is set out in Table 2. The twhie shows
in overall e of growth of 1.4 percent per annum in renl GDP
it the three years to Seprember 1987, By way of comparison, growth
from 1978 o 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 migor exception of the
December 1986 quarter, following the GST boom. Interestingly, the
recesnion which set in after September 1987 docs not appear, at the
tirne of writing, to have reduced output s much s that which oocurmed
over 1982783,

Agricalture

trends. I’tﬂlll:ll mosl intriguing is the sharp increase in the
contribution of agriculture o GDP; given the pressure the sector
has come under. Undoubtedly, some of the mcrease will have come
from temporery increases in output as farmens have reduced broeding
stock. However, this is only pant of the explanation. Ministry of
Agriculture and Fisheries forecasts for the 1otal period from 1984
o 1967 were for a decline in sheep numbers of 4.6 percent, offset
by a rise in cattle numbers of 5.4 percent.® The net full has clearly
been small. Incidentally, the decline begun in 1982, not 19847 This
suggests that pastoral farmers may well have been mdjusting
nternational price signals before the removal of SMPy and other
suppeort measures, perhaps by switching to altcrnative furming styles,
wuch as horticulture, deer and goats.

Staustics show that bortcultural output has mcressed dramatically
an the basis of carlier plantings. MAF forecasts were for & tripling
in kiwifruit production (the largest component), from 1985 w 1988,
Other borticultural crops have also increased sharply.™ The
horticultural output boom did bot necomarily reflect | groweny”
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reurns, with kiwifruit exporters particularty facing a squeese between
higher interest costs and the effects of higher outpur on prices.
Deer and gost numbers, although small initislly, have continued
o increase, with MAF forecasting deer numbens w be 2 percent
of ol livestock nambers by 192" Despite & reduction in the tax
mcentives 10 build up berds, these oew livestock indusirics scom
o be underpinned by rossonsble prospects for mest and fibee

There can be lirtle doubt that some of the incresse in agricaltural
output shown in the GDP statistics resulied from a cutheck in
cxpenditure on inpus, such s fertiliser and other capial ftems.
Manufactured fertiliser sales dropped from 2,012,589 wonnes in 1984/
§5 1o 1,021,959 monnes in 1986/87.% Such drops in mput expenditure
may well show up in loture output reductions. However, they probably
b reflect a reduction in more marginal apphostions following the
removal of subsidies, which may result in cutput falling less than

expected.

Despite averall production bolding up well, there can be no doubt
that the agricultural sector has undergone s mraumatic period of
scljustment. Net real sheep and beef farm incomes dropped 19 percent
from 1981/84 1o 1985,/86 and, dewpric an estimated 19 percent rebound
in | 986/87, remained 28 percent below the 1981/84 level ¥ According
to the Valustion Department’s index, open market farm land prices,
which rose sharply up m 192, began falling in 1983, and by December
1986 were 17 percent below 1982 levels. For catrgories such m
fattening and arable farms, prices fell far mare sharply than the overall

averige.

Relatively few forced sales occurred up until 1987, but it was
cledr that there was a mounning debt problem even if not & production
problem. The squecse s Hlustrated by the rise in the percentage
ol farmens with less than 50 percent equity from 4.4 percent in 1983/
B4 o 23 percent in 198687, These farmens were payng an sverage
of 36,7 percent af gross income in interest charges alone, ™

By carly 1988, there were ot least some signa of an ewing in the
position of some furmers. While & further appreciation of the New
Zealund dollar was mtensifying pressure, rising oversess duiry prices,
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value of the New Zeasland dollar. Dairy farm prices were moving
but sheep farming proapects remained depressed.
Many farmen” debt problems sill needed o be addressed.

[

mmm hhﬂﬂl}g&lﬂi
that of . DPF peaked

hhﬂmﬂlmﬂuuﬂmﬂwmﬂﬂﬁl
fiscal, monctary and devalustion stimuli, with ther level not being
resched again even in the GST boom quarter of September 1986,
However, overall output by Seprember 1988 remained sbove levels
reached pror o 1987,

The overall manufacturing picture disguises a number of underlying
trendds. Real output over the period after 1984 was boosted by the

ernditsonal manuifsctured exports affier the 19608, 1t is clear that much
of the fall in cutpat since | 984 can be accounted for by [sctors affecting
the domestic market = tghter monetary and fiscal policies; the rural
recession reducing demand for manufscured inputs and processing
of agricultural products; and increascd cxposure (o import
competition. Exposure to import competition has, in tum, mede
overall intemational competitiveness far more important than in the

past

Just how much each of these factors had contributed 1o the fall
in output n difficult to way. A tendency for overall manufacturing
margins to incresse is sugpested by comparing movements in nput
and output prices from mid-1985 w mid-1987. This suggests that
manufacturers may have faced relutively lictle adjustment pressure
i the domestic markst up entil 1987 .* The downturn in the domeatic
cconoemy af that point showed up in incressing pessimism amongst
marufacturens about domestic prospecrs, The Mew Zealand Instinute
of Bcomomic Rescarch Quarterly Survey of Business Owpinion for
Deecember 1987, for istance, showed manufscrurers 1w be much more
pesimists: sbout the domestic economy than expon markes. A net
12 percent of manufacturers cxpeciod domestic sales 1o decline; wiews
of export prospects were evenly balanced. ™

The rural recession had ity prestest impect on manufacturery pro-
ducng specialist products for the rural secor but, for most manu-
Eacturers, up until 1967, the effocts were offset by wrban buoyancy.
Fot many menufacturers, pressure from incressed imports was slow
o be felt. In & Seprember 1985 survey, for imstance, none of the
manufacturers interviewed had had to sbandon o market to mports,
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changes. ™

By 1988, it was apparcot from import siatistics that imporis
competing with local manufactured products were sarting to incresse
significantly, despite the lack of bucyancy n the domestic coonomy.
Scptember 1987 quarter manufacrured goods import volumes (other
than food), for example, were up 19 percent, snd electrical machinery
imparts were up 58 percent, bl genersl import volumes were up
ﬁrll.lwm]ﬂ!]n}ﬂmﬁmuﬂﬁh‘mm
Department of Statsrics.

Much of the effect of increasing import volumes was concentrated
in industry plan industries, which had been sbject to longer
liberalisation programmes and had fuced initial competitiveness
problems. The motor vehicle sssembly industry, for instance, faced
2 35 percent drop in the number of unassembled packs imported
Ihhﬂmuhhnﬁrmmnulmlm.-hﬂcwwh

Perhaps snother indicator of changing import patterns was the
sharply incressing shares of the EEC and Thiwan in New Zealand's
total imports from [984 w 1987, These finished goods sources
hn—ndﬂtﬁuﬂthrupﬂuhﬂlmnd 163.7 percent

and the rise in the New Zesland doller. However, the sctual drop
in expart volumes wad quite small - 4.9 percent from 1985 1o 1987,
sbout the drop in one year from 1982 o 1983 in the face of that
vear's Australan recession. Export volumes were increased somewhaz
by the major projects. Orverall, # is apparcar thar manufscrured expart
volumes have held up ot least m well as levels of production for
the domestic marker.

Table § Index Numbers of Export Volumes by Industry Groups
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Continued Table i
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Some interesting conclustons might be drown. It could be, =
suggested by Robin Clemwnts, 8 Bescrve Bank coonocnist, tha
munufacturers have cross-subsidised exports from domestic revenues,
in =n antempt to hold on to export markets. ™ Certainly, New Zealand
manufscturers have & high export consciousness and are well aware
of the costs of re-entering markers, having withdrawn from them.
Some ywitching from domestic markets o expont markets moy alwo
be taking place, in the face of weak local demand. Perhaps mare
mmmmmmm

mﬂhmmmdm

Export results also tend to sugggest that the Joss of export incentives
has hadd relstively lirde impect on exports. It sppears that many
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manufscturers regarded them as cream on the cake. In fact, two
{unrepresentative) manufacturers of a sample of thirty have gone
nh-uwﬁhhdmmw
them to increase export volumes to make up for lower profin margins. "

o

mmmwhmmmtn
the [mce of Incressed Ausrralian competitiveness with & deprociated
dollar, 8 number of New Zealand manuflscturers have transferred
operations (o Australin. Seafl reductions have been widevpresd, m
reflected in Tuble 4.

Tahle 4 Employed Persons by Industrial Activity
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be seen that manufscruring investment i virtually
unchanged from the 1983 level™ In fact, real

irvesiment on this sdjusied basis has remained remarkably constant
of wround $200 million per gquerter (in 1992 dollar) since 1979, with
the eaception of two short-tived booms in 1981 and 1984785, Whether
this pattern will continue long term remaine to be soen.

With the removal of foreign exchange controls, there has been
a sharp incresse in New Zealand manufacturing investment ahroad.
This has been particularly marked in the case of Australin, no doubt
spurred on by the sharp depreciation in the Australisn dollar vince
1985, It is likely that some of this invesiment is st the expense of
local investment, but equally likely that st least some represents a
reipanss 0 new opportunities and thus adds o the volume of
mvestment by New Zealand manufacturers.
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reductions i pubbic sector uaff numbers and transfer of scuviry
ber sbade-owned

However, the also indicanes that there has been strong growth
in the other prmary, oconsiruction, sod other services groups.
t'.in:ln'll, the growth shown in the stutistics for these groups can

be intcrpreted stmightforwandly & reprosenting incremsed outpur.
An exception i the other primary group, in which reduced ofl
cxploration cxpenditure shows up & higher oet output bur, even
in this group, the overall upward trend remains strong.

The strong growth apparent in these secton armes {rom a rnge
urmmm technology und satislactory international
prices have provided incentives 1o develop netural resources. In the
cmse of construction, sharply incressed demand for hotel space for
incressing tourist numben end the need for sdditional office space
o Eocommodate computers and 8 burgeoning services secuod have
rased output. The decline in output from mid-1988 oowards
mdutqdlu]mdnphyndlmhpﬂm
growth. The availability of new technology snd deregulation sllowing
new entrants have boosted “other services” output particularly in
communications, finsnce and air tramsport. For example, the 1987
start-up of Ansett’s domestic mir services in New Zealand following
deregulation was accompmnied by @ strong surge in passenger
numbers, even to the extent thay Air New Lealand’s Joad facior rose.

As Table 4 shows, growth in the services sector wes sufficenty
strong from |985 o 1987 to generare enough jobs to nearly balance
the josses in mapufecturing and agriculnure, The servioes sector
continued 1o bose far fewer jobs proportionally in | 988, while overall
mhﬂhﬂr.

Growth in services employment dates hack w before 1984,
did the bullish financial climate which prevailed prior to the October
1987 sharemarket crash. Services employment growth cannot
therefore simply be atributed to industrial pelicy since 1984,
However, & significant trend in industrisl palicy has been recognition
of the importance of the services sector - in competition palicy and
mquhnn.uuupmw in Mew Fealand's enthusisstic
pursuit of services issues in GATT and CER negotistions, snd in
the evtablishment of a specific services section within the Department
of Trade and Incustry’s industrial wing, prior to that Department’s
resructunng in December 1988,

It is remsonable to expect that reductions in sssistence to agriculture
and manufscturmg would benefit services amd other primary sctivitics,
both in an enhanced shility to compete for resources and in an ability
1o aobdain lower cost inputs. 1 is impossible 1o isolate out the full
effects of industrial policies on the services and other primary sectors,
but it i cerminly clear that their growth up wntil 1987 was entirely
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4. Future Directions

As of February 1989, it would appear that the die has been cast.
The Government has been remackably consistent in ity moves towards

using macroeconomic meesures, such as fiscal and monectary measures,
rather than industrial measures, in it anempts o wsbilise prices
and produce the climate it secks for industrial growth. The pace
of change has varied through time and across industries snd will
continue o do s, but these directions seem clear, The Government's

commitment to the of its first term remained firm throughout
1988 and waa after the changes to the Cabinet late in
the year. When the Government snnounced in February 1968 tha
i flat income would be put on hold, it specifically

& process cannot be & thor-1erm one, a8 there are many factor which
tend 1o hold resources in curnent uses, including, for example, ssset

A comfortable wocld and local business environment would
certainly help the process of change. Adjustment not only requires
resources 1o leave some activities, but sbso requires

redeployment,
which, in turn, is level of business
‘ in mﬁﬂrmbﬂpqﬂu . €

There have been many arguments amongst economists over the
“sequencing™ of reform: should & government deregulare linancial
markets, labour markets or goods markets firwe?® Few definite
conclusions have emerged from this debate to point 1o any particular
steps which would sssist the prooess of sdjustment in New Zealand.
One possible exception is the desirability of allowing firms facing
tﬁumumur-nuﬁuwmmw
mﬂmhﬂmlﬂi}um suppliers, crediton

stabilisation should be snempeed ot the same time as imdustrial pokicy
reform is undertaken. The argument i sometimes put forward that



International competitiveness has undenssbly been reduced since the
1984 devaluation, but just how much remakis & moot poine. [t s
casy o confuse the loss of competitivensn @ 8 result of change
in exchange rates or factor prices with & low of competitiveness due
o structural change. Competitivencss {or some industrics has alo
been enhanced by factors such s reduced industry essistance
ehcwhere mnd the fuller refund of input e o exporters evailable
under & value added tx system like GST. In the final snalysis,
competitiveness can only be judged by whether 0 country can cover
its foreign exchange requirements in the long term. Continued export
growth suggests New Zealand did not have & severe competitivenes
problem in the pernod under review, Conoerns sbout competitivencss
seem likely to abate if both the fiscal deficit and inflavion continue
to fall.

Further requirements for succeasiul industriad sdjustment include
same critical non-coonomic factor. humpﬂndﬂmquu:nu:p
people o FeRCT in cortaln ways o take sdvantage of new
o seek o enhance their incomes and o be flexible enough 1o change
bifestyles or places of residence. There are barriers o
such flexibility, and their importance is difficult 10 mscw. In 1966/
&7, 50.7 percent of the labour force had no post-school qualificason, ™
whﬂuﬂpﬂ:mddﬂmw Cultural
people are iterested in building their human

E

it
5
1

-;r-u-:d mhmuﬁ-ﬁ:
stabilnation.

Policies adopred include removal of agriculmural subnidies, imporn
licensing and tari{l reductions. Many remaining forms of government
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inlervenion have boen made more general m natwre (vuch & regwonil

mcasires), or tergeted towards establishing an overall
environment for business. There hay been & new awareness of the
imporance of services in the cconomy. Some of these policies were
in evidence before 1984, and have umply been ntensificd. In other
cases, sich as the reduction in direct government mvestment in the
mmﬂ.mmm-mmmm
prRctice.

More time i required for the results of the policy changes 1o
become (ully apparent. Ar the beginning of 1989, available stmistics
showed thet dilferent industrien were having markedly different
experiences. Agriculiural net output was incressing despite traumanc
conditions for some farmers and lingering debt problems.
midusines were bolding up well despite the demand recesson. Owverall
employment was roughly constant in the rwo years o December
1947, but demonstrated a large-scale shift owt af agriculture and
manulscturing inse services. T hese sectomd trends remamned apparent
throughout 1988

A number of question macks cxist, pertcularly abour the likely
effects of the 1987/88 domestic recession and the world economic
climate, Up until the cnd of 1987, the Government remaned firmily
comminted to its industrial policies, snd the overall results of them,
o revealed by available statistics, weps probably less dramatic than
many had feared. A marked improvement in busines confidence
ot the end of 1988 may berald the first real opportunity for & falr
test of the Government's tride and ndusirial strategies, with the
mumwmmﬂpﬂmm
the hoped for hqﬂ-l_uh&n!huwmm
both & higher level of activity and a higher growth rate after it emerges
from recession?
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Chapter 9

REFORM OF THE LABOUR
MARKET*

Penelope J. Brook

THE LIVING STANDARDS THAT MOST people can achieve,

to it most highly valued uses. Individual happiness, snd much of
the success of the economy s 4 whole, therefore depends on the
cane with which workern can enter and beave the labour force and
move within it

seck protecton o counterbalancs the special treatment of other wec-
. The revult i 8 complex aysiem of income tramafern berween
scctors (often related o the sorength of individual lobby groups).
Incentives for the cconomy 1o adjust o changs e reduced or obli-
terated,

Since 1984 (and in some reapects since the late 1970x), there ha
been o remssessment in New Zealand of the case for, and appropriste
design of, intervention in most arces of the cconomy. The lebour
market i the ares in which this reform has been least ambitious,
Two ressons may be affered for this. Fire, both politcal partics
hﬂmnﬁdﬂﬂ%hd‘.ﬂ,hmﬂm

A mumbsr of peopls mals belpla cnnmens oo the cegier 0 B Gt fem.
1 am pertwlerly groiefel w0 Alen foses snd Roger Eerr. Remsining oron. are my
-
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tion. The Labour Party has a close historscal relationship with the
labour movement, but few initistives were tken by the previous
Mational Government and, in oppotmon, the Nanooal Party s been
critical of the Govenment's state sector refoem. Secondly, there is
-mmummnmwm

-qh;u-ludm-dﬂn.hmﬂim,ﬂl
objectives. of efficiency and equity are diametrically opposed. A
relatively free marker i scen o3 sgainst the imterests of vulnemble
members of the workforce.

The changes that have been made o privete seotor industrial
relations legislarion since 1984 have not challenged these beliefs. Both
producers and their employees have been hmited in their capacity
w adjust to market forces elsewhere in the economy, genersting
considersble increases in unemployment. There 5 & clear need o
give priority to reforming the labour market.

The potential for a society 1o direct ity scarce resources, including
labour, to their most valued uses rests on the capacity of its marken
m adiust on the basin of new information. Procesuing nformation
s facititared by competition through the use of markets, i
is an cvolutionary process rather than an end stwte. The

information 1

ol wenmmEmE sy morewses, they fummion beroe, sl e ey funcotios beier,
the level ol ecomombs sctivity iacresses farther. . . [Flicxibilay thon serem
mod omly ihe processes of sdjuniment, ng also medrestion, agueiry e 8 highes
cquhiey ol lifle . . . Lo whin sewene, iwbooy st irwibliry 1w & by i hoth noonomic
eificienay sl scial pregiom.
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the operstion of lsbour markets, notbly the introduction of com-
pulsory undosiem in [936 and the consolidation of policy under the
Industrisl Relations Act 1973, the principles and procedunes set out
in the 1804 legislation have in easence been retained.

The cenirnl femiure of this system 18 i provision for national,
occupation. of crafi-based swards serting out minimom wages and
conditions. This sward system s suppored by union registTeton
procedures and the legal imposition of blanket coverage for awards
negoristed by registered umions. Both the negotiation of awurds and
the resobution of disagrocments about thelr mterpretaton are handbed
theough & state-run concilistion and srbilraeon procoss,

The registration system was desggned o promote the formation
of unions end minimise demarcation dinputes amongst them.
mﬂ‘u-wmmmuwﬂ
those workers “conveniently mnd’*h it, and ™ require the
negotiation of an awerd on their behalfl. Regitration is mainly on

an ocoupational or oraft basis, so that @ single union can represent
mmiwﬂﬂtﬂnﬂm.ﬁlﬁhw
is likely 10 be required w negotiate with more then one union.
Registration i pot compulsory, but ia heavily favoured - agreements
secured by unregistered colloctives of worken are not legully binding.

While, technically, rhe purpose of registration is 1o subject unions
and their membership o the provissons of industrial relations
legishition, its primary economic effect is to confer quasi-monopoly
At on existing unmns. This is reinforced by access o @ balloting
procedure by which & compulsory union membership clause can be
enforved in awards and collective agreements (thus compelling
emplovers o deal solely with union members). Further, the definition
of “convenient coverage™ has meant that there is & low rae of new
untion formation.

Om the other hand, union amalgemation s pot uncommon, and
has been reinforced by the stipulstion in 1987 legislation thet
mdnlenum membership of | 000 serve as & prerequisice for registranon.
Owerall, the registration vwstem thus makes it difficult for discontented
workers cither o change unions or o cuvtsblish new uniens o s
10 schieve labour contracts more benelicial wo them.

The unigque position afforded unions has made for a complex web
of legislation stipulating scorptable unson objoctives, codes of internal
management and, more generally, constraints on union sctivities and
on the negotistion process. These attempts to prevent abuses of union
power and o protect their memben of prospective members from
bad sdmipistration or victimisation are “necessary” primacily & a
plovess” mrmuptmnrtheﬂmmﬂnlhhlh:fﬂr
of ofganiiations, wch s incorporsed societies, rom which mem-
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bers are free to dissssociate themaelves, )

In 1983, the Nanonal sdministration mireduced voluntary
unioniio.? This resubted in some moves by unions 1o broaden their
activities - for example, by setting up medical centres and health
schemes - in order 1o retein member. Reductions in membership
were niot widespread, although thers were drops among retail trades
and clerical workeri, In sccordance with clectinn promiscs by the
Lsbhour Party, compulsory unionism was reintroduced in 1985, There
wa lintle steempt 1o justify it a5 @ measure that was consistent with
the Government's general deregulutory programme.

The swurds that registenred unbons negotiate cover by law all relevant
employers and employees, whether or not they anc parties o the

mﬁhuﬂﬁwu“ﬂuﬁwﬂ'-hwﬂ
are backed by the povernment policy on minimum wages, working
hours, ococupational licensing, health and safery, maemity and
patemity keave, equal pay and the like.* Negotisted minima rypacally
exoeeid the kevel stipulsted by government®; govermment minima may
be setn a8 a stanmory floor for those not covered by unken negotiations.

To give some [exibilicy o the systiem, there was from 1973 to
1987 provision for “second-tier™ hargaining #1 @ sub-national level
However, there wans lirtle room for secondary agreements o adijust
negotiated awards downwards. Further, the extent 1o which employers
were prepared to use them was limited by the tendency for the results
dmmuhﬂulﬂﬁ:mm

in perticular inflating the wage sertlements considered
mﬂhﬁmﬁu!ﬁ.ﬂwmmhm
posite agroements, in which 3 number of uniom could negotate &
mm“mmuﬂwwm
awards. This was seen as @ means of facilinaning enterprise bargaining.

Negotiation between employers and unioms can only be initiated
hhqﬂhdu“ﬂw‘"w&ﬁn--m#

interest (maners of wages and conditions) or as a dispute of rights
{mi&:mdnﬂﬂmu&w
grievances). This terminology, and that of the process which followns,
reflects the underlyving that emplover-emplovee relations



in the carly 19608, Berween 1981 and 1984, the long-term wage-
fixing conference was wed 1o discuss the possibility of a negotiated
in government in 1984, by the Tripartite Wage Conference. This
has hecome primarily a vehicle for communication by the Government
of i amessment of the uute of the economy. The period since 1984

of Labour n the woge-barguining process, although the nature of
the system (acalitates indirect government influence.

old sysem modified so that more connderstion could

regulstion. A limited package of reforms was introduced later in the
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year, its main components being the reintroduction of compualsory
unioniam, the imstitution of the Tripartitr Wage Conference,
maodification of the criterin 1o be used by the Arbitration Court (with
the emphasis in determining wage levels shifting from relstivities
hmﬂmwnﬁmjﬂl”ﬁmwﬁm
to voluntary arbitration (so that recourse to the Arhitration Cournt
the consent of both the umion and the employer). The
sholition of compulsory srbitration has served to reinforce the de-
clining use of the waic spperatus for erbireton. Since & fnding
by the more recently established Labour Court that a company’s
ability o pay i not a criterion to be comsidercd in arbitostion, the
interest of employers in using the process has boen further reduced.
In late 1985, the Government initisted a general revicw of labour
relations legiilation on the hasis that changes in other areas of economic
policy required & more thorough comsideration of labour market
wmmwﬁmwlmw’ﬂuﬁm
questions on the full range of existing legislation, with the exception
ﬂmmwmmw-mw

The legislative review lasted cighteen months, with submissions on
the green paper, the announcement of a set of policy decisions, the
formulstion of » pew labour relations bill and submissions to the
p-lm-_lrhhrth:‘lm However, adherence o the
objectives mnd procedures of the existing legilstion meant that the
mmmmxmmmmhm

in union coverage, but the rght to nitisle changes was conlined
o eikting unions. These proviviods heve not been used (perhaps
in part because of 8 Federation of Labowr resolution against their
use ), To the extent thay their use has been consudered, it has broughs
rencwed snention w conflicts of interest over demarcation. The
minimum membership size of unions wns raised w 1,000, osenibly
2% a meams of cnsuring that unions were not o small o excrcise
“bargaining m*.ﬁh_pﬂﬂdlmd“
of smaller unions. Amalgumarion has aften mken the form of
affiliations of umions, on & politicsl basis rether than sccording
involvement with common employers. It has not, on the whole,
reduced the number of wnions with which an individuasl emplover
must negotiste. Hoth the minimum membership level and the

4]
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tendency for union amalgamation to be political rather than industry-
hased work against the schievement of enterprise bargaining.

The Act aiso introduced changes to the narere of agrecments which
could be made outside the award sywem, thus removing sccond-

bargaining. There have also been minor changes in the
mmumu

by the Department of Labour continues to be reguired for sward
negotiations, but privale medistors can be used in the negotianon
of agreemenis.

The period since the implementution of the 1987 Act haa seen
some changes o the nsture of awards and agreemenis oegotisied.
It is unclear how fur these reflect changes in the legislation rather
than changes i general economic condibons. The 1987788 wage round
wmt the first v be conducted under the new proviskons. Prominent
events i the round mcluded an agreement negotisted by the
Engincens' Unjon and employers to dismantle the Metal Trades Award
intio narrower awards thet could be scen a8 & basis for future enterprine
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of industry agreements (though this has yet to come w fruithon),

legmlataon,
therefore may be partially srtributed to changes in brosder sconomic
conditions.

There were very few cases of emplovers being oted out of swanh
who were not previouly involved in some form of voluntary or
composiic agreement. The rigidity thet arises from the insbility of
cmployers to opt out of the sward sysem was clearly indicated in
the memt industry, snd also in the cuse of 1 Newspapers
Limited (TNL). In the lstter cane, the refusal of the mstional priniers”
Union to sccept an agreement negotisted between the company and
its workery covering the introduction of new printing technology led
to 8 srikie spuinst the wnion by the workers volved. No use was
made of the provision for changes i unson representation.

The events of the 198889 wage round reinforoe the |
created by the 1987/88 round. While there has been some progress
in reducing restrictive practices and negotisting trade-offs betwern
wage increases and changes in work rules, these moves wwards greater
fexibiliry, along with attempts 1o decentralise the bargaining process,
hv:nnthhmu;mmmm Wage adjustments have been
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The establishment of the termn of labour comtrects in the public
sector s complicated by the absence of commercial pressure on
povernment departments s employernn. Wages have rypically been
fized by reference to relativines between the public sctor aod the
private sector where similar jobw appear in both, and within the public
seotor where no direct comparison with the private sector s possible.
Higher salaries are determined by a separste commission. There are
incvitably problems in creating incentives for the efficeent deployment
of labour and for employee performance. Performance incentives have
been limited by the security of smie sector employment end the
prevakenee of promotion on the basis of durstion of service, rather
than merii. Incentives have boen further diluted by the breadth of
stafe uniog coverage and neogrtations.® and the use of ennual general
wage adjusiments between less frequent reviews of particular
categorics of wage movements in the privite secor.

The system of employee representanon hes differed fundementally
froin the private sector in that registration has not beeh & preregudsite
fior official recognition of unions. Agreemenis and union membership,
ot lewil in some instances, are voluntsry, However, the terms of public
sector agreements have been more subject 1o direct intervention in
thay they have been scen as illustrating “accopuble™ terma snd
conditions 1o the private sector (for cxample, with regard o equal
pey and the rights of women and minorities ).

The move o corporstise some arcas of state sctivity through the
creation of wate-owned enterprises (SOEs) hin subjected these
Ectivities 10 more direct competitive poessiere, crcating 8 meed foc
greaer flexibility in employment contracts. The re-evaluation of the
activities of the rest of the rest of the public sector, and a concern
to incresse the efficeency of thetr operstion, have brought renewed
anenuon o sete personne] pobicy and industrial selavions,

Provision: to enable enterprise burgaining in SOEs were included
mn the SOE legislation which came into effect in Apnil 19687, Changes
to stmte sector pay-fiving mechanivms were releised around the same
time, ind related draft legislation wes mrodeced o Parlisment oz
the end of 1987, mwwﬁuum

i deparmenis
replaced with chief executives, appointed by the State Services

sector is arguably grester than tha 1o the privete sector. In particular,
there are more explicit moves in the direction of cnterprise bargaining,
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both through the srrangements for SOHs end through a move
[advocaied by the Public Service Asmsoctanion) o department-by-
department agreements. Also, sutomatic gencral wage ddjustments
have been abolished. Under the tight budgemry constraings. imposed
by the 1988 Budget, this decentralisation has arguably faciltmed
agreements that demonstrate a clearer recognition of & trade—off
berween wages and jobs.

These reforms are an amemjt to overcome in the public secvor
some of the deficiencies that are present in the private sector arrenge-
ments, They do not, however, question the fundamental nature of
the privaie sector system. In both secton, then, o case may be argued
for further reform.

3. Labour Market Regulations: An Assessment

i the most mutually benelicial way.
The simplest form of employment contract is that made betwern
& single employer and » single employee. The enormous vaniety in
the nature of labour services and in the condithons under which they
are used, and timilar vaniety in worken' preferences, means that
the detull af contracts will ddeally vary widely. Were it not coatly
all relevant information shout workers and joba, we mighe
expect i highly detsiled contrect for each worker in each job, seming
oul precise erms and conditions, and perfectly protecting both the
the empioyer. Such & prooess is impractical, so that in
it is efficient to use uniferm contractual forms,
and 1o dead m contracts with only a small number of possible con-

in any employment sitastion, there may be advaniages
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to un agent. Even where workers perform dissimilar taks, there may
be an advantage in collective (and delegaed) bargaining on the basis
of festures thar they have in common. An important cese of this
will be where they are all employed by the same firm, on whose
fortunes they are all vo swme extent dependent. In sch cases, the
creation of 8 union can be an efficient response to the cost of procesing
iformation relevant (o an emphoyment contract, snd negonating end
moiitoring the enforcement of that contract.

There are, of course, conts beyond the administrative to such
collective snd delegaied bargaining. To the extent that collective

employment af supervisors, but some residual cosr is likely 1o remain.
W‘Mhhmﬂnhmmhm

Hmﬁumuw - again “wscrificing™
thpﬂuﬂi&pﬂlﬁuﬂmﬂ-nh from tailoring contrects

be set agminst tee coars of an agent failing 1o represent the trie interests
of his or her party. The balance may be tipped in favour of unionism
if the unions are sble w supply orther services, such os education,

of workers in a workplace, others an entire workplace, and sull others
a particular kind of worker scross a number of different workplaces.
The natare of participation in negotietion, and the neture of contracrs
uumhd.uqﬁnwf qul’u-mﬂﬂumhnud

It s romsonshle to mk whether any benefit is gamned by conferring
on unions an exclusive right to negotiate on behalf of workers, and
by renforang this through statutory compulsory wnion memberbip.
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Associgted with this are more specific questions as to the impect
of nanonal occupation-based unsons, snd centralned structures for

affords bereer protection o worken than a bess regalsted system.
These questions are all the more relevant in that the present system
it wubsrantially unigue w New Zealand. In other developed countrses
{whose performance has well owtvinpped the of New Zfealand),
collective bargaining is predominanty st & firm or workplace level,
and non-uniooised employment b incressing. In New Zealand, s
mﬂ:mﬁm.nﬂ:ui:-&m:m:ﬂr
lews semie than in, hmm has been growing

to prgvend any sgmidicem epresemensy ¢



vignificance of agency problems is reflected in the INL printers’
e, described above. It i also clear i the case, recently
by
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anything, reinforcing the adversarial perception of the employvment
relationship) and for productivity, in thut the scope for crestve
responses o both techaical and contreciul problems & reduced.

A system charscterised by large unions with considerable monopaly
power is also likely 1 affect the contractual form of employment

desirahility of such unions has alresdy been publicly reognised by
unicn lesders and appears to have strong public support.'' In countries
vach #s Japan and Switzerland, where the labour market & less
regulited, there has been o shift away from craft-hased o company-
based unions. This sugpests that workers have come to identify
themsehves more chosely with the miterests of other worken in the
same company, and with the company as 1 whale, than with more

]

The form of union that arises thould not be s marter of government
mterest, bat only of emploves and emplover interost. Government
may mandaie » procedure by which workers can elect union coverage
{For example, through workplace ballots); s role should
be to ensure that wnions conduct their affan democrancally, are



be roguired, and the entire tsue of demarcation would be removed.

The problems discussed so far arise apart from compulsory
mniennm. Compulsory vmonivm reinforoes. 8 rgidity that aiready
exists through the registration process and the resulting monopoly
power of unions. This power operstes in two dwections. Firt, the
mh&:uﬁ"'ﬁ:—-ﬂ seller of negotistion services o employees
(employees” right 1o aegotiate on their own behalf being severcly
constrained). Second, the union, endowed with comprehensive
monopoly power by compulsory unmonism, is the soke effective seller
of labour o employers.

A common argument in favour of compulsory unionism has been
that it removes the potential for non-members to “Tree-ride™ oo union-

wm[ﬁmdﬁhmmﬂm

Where hargaining between umions and emplovers is on a workplace
or some other relatively narrow basis, 1t may be expecred tha the
wages and conditions negotiated will be broadly sppropriate wo the

mdhhhﬂnﬂﬂwﬁmﬂﬂﬁu
W"Thhudh_rhhuhﬂf the lower will be
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This kind of sveraging imposes vignificant constraiont on (irms
ar groups of workers where the appropriste senlement is below the
natsonal sverage. Firma that “cannot efford™ the nanonably negotiated

wige (or which cannot afford o implement nationally negotiated
mwﬂhmwh-ﬁmm“w]
may be obliged o lay off workers rather than negotate lower
long-term consequences and can cuscerbate regional problems and
ﬂuiﬂﬂidhﬂhﬁhmﬁh."ﬂﬂhﬂh
does not justify the level of remumention negotiaied

centrally will find themselves priced oot of the marksr

Mimimum wagos, in particular, have been foend to have &
dispropornonate effect on young mnd unakilled workers, on workers
re=entering the workforce, on those who have been “de-skilled™ by
long-term unemployment and on minority groups already disadvan-
taged by lower access to educstion and treining. By entrenching the

ionised e with Ca on i
wages, working hours, holidays and the like, the government reduces
the chancey of workers priced out of unioniscd perty of the labour
market of finding other employment.

The Mew Zealand sysvem has penalised not only firmw and workern
#t the lower end of the market, renforcing the costs of strucrural
change m terms of increased unemployment, but alo firms and
workers whose performance i, ot least potentially, sbowr the average.
When the system provided for second-tier bargaining o sapphement
or replace nationally negotimed minima, the concern that above-award
sertlements would feed back intoe subsequent national awerds reduced
employer enthusimam for their use. The use of scparaic agreemenis
made possible by the 1987 legislation i limited by the fact that
employers cannot nitiate voch agreements. The availallity of prs-
on memoranda, while faciliering the payment and perpetustion of
whove-award rates, imits the incentive o develop mare flexible
that stand to benefit from structursl change are limited in their capacity
to offer packages that will sttract workens awsy from other firms,
while for sbove-aversge workers there may be lintk meoans of
improving their remuncranon other than relocstion or emigration.
Constrainty on the upwerd flexibilicy of scttiements can also be an
important disincentive to pursue costly education and mraining. Thus,
while nationally negotisted swardy are likely 10 be most kinding on
the wages and conditions svailable o below-average workers and
hmhmmm-ﬁmum

ﬂmguntu perform above the svenige. Both elfects limir
ability of workers and [irms to accommedste and instigete

mwutwwhnﬁnh‘iﬁh
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the infarmation snd other transaction costs sssociated with the creation
ﬂ“imﬁumhﬁmhﬂﬁm

incentive to use rules of thumb (vuch as the relativities system) and
to use strike acnion 1o lend immediscy to csims end their resalution.

Streamlining of the concilistion and arbitration system, =
atempted in the 1987 legnlation, may reduce costs and so yickd moee
wcially devirable outcomes. However, the benefitn of streamiining
musi be set aguingt the prospective benefits of & sysem where the
removal of umons' legal monopaly, and the demise of occupational
pwardy with blankst coverage, removed the basic justification for
o tightly structured state system. If the state had any cost advantage
in the supply of conciliation, mediation and arbitration services, there
would be no reason why it might not offer these services on a
competitively newtral basis. However, there is no apparemt reason,

even under the present system, why it should have & monopoly
thin market

The 1987 legnlation eliminated constraint: on matters on which
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miu.uﬂ:whmmmumpd-.mm

mn imporant advance, butl onc that win prevented from reaching
its natural conclusion by the retention of a highly regulsted, stane-
run concilistion and srbistion process. [t would scem ressonable
for employecs (or their unions) and emplovers © be free to negotiade
oot only wages and conditions but alse procedures for the handling
of grievances and for the termination and rencwal of contracts. This
would make provision for the use of mediston or for recourss
arbitration & mater for negotiation, which might or might not festure
explictly in employment comtrects. Where it did pot, there would
be recoune o common law; for example, breaches of contract could
lead 10 & right o sue, Where it did, aod there was some coniflicr
with the comman lew, the contract would take precedence. It would
therefore be possible, for cxsmple, to st out in 8 contract conditions
mumwm%:wtnﬂmuhmm-

us means of resolving differences than Erigetion, it would he expected
that in a less regulated system most contracts would set out, ot least,

1o provide & system (o protect the interests of worken, in the belief
that without protective legislation workers could be exploited by their
employers. The social condithns under which legiskation
was first introduced were considerably different [rom those of the

Mare » the perception, implicit in the legislation,
that the employment is inherently uneven and cxploiistive
is inaccuraze. The potential for exploitation is seen to rest primarily
n employers' monopsony power, which will be grestest
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{(that is, another employer can enter the market and bid away his
or her employees), the existence of monopsony docs not imply that
worken are being exphoited.

W. H. Hunt points out that the andd conditions that & worker
will socept are determined by his or her accen to other

these workers and, in some situstions, the odstence of such unions
muay indeed work againat the imtercsts of the most valnersble by
ershnming both restnctons on Bocess 1 employment and nesrictve
terms of employment.

Worker and employers enter contracts voluntarily, and in o lightly
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“protctions” specifically provided by the 1987 Labour Relations

obviously
socially scceptable, but it is not clear that government regulation
of contractusl terms is the best way of ensuring this. Soch term
are more fikely (o be met in a reintively free labour marker, operating
at high levels of employment, than in one where mobility is ertifically
limited by distorted price signals, and where contractusl terms. are
oot resdily sdapted to particular circumstances. The problems that
are felt to create & oeed for standards are rooted far more deeply
than in the contractual process. For example, the uncven distribution

of women amongst occupations, and the al
women in management positions, which have been presented m a
justification for worth legislation, are arguably mare »

Mew Zealand"s lsbour relations system has more general implications
for the efficiency and equity of the workings of the cconomy as a
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whaole, and for the effectivencss of the stabilisstion end beralination
process i peroculsr. Rigidities in the labour markst have reduced
hmdﬁnﬂmulﬁunmw

and heightened competition, whether by reducing or incremsing their
activities, or by cresting new firms. In its 1987 post-ciection briefing
tm the Minister of Finance, the Reserve Bank commented thar:

The relasprely show progros on sbowr marker . reform B @ ot S
the pace ol eeiiorm for the eupon wome. el i i thin e seotor vhay i
et wl¥eceed by inadegmane refirmn m oiber market. The rxport sy losy
o income from the remeval of subskdes cannot geeenlly b regemed by
mcressimg enpoit prioe, which are deterovined i work] macket. Laless
expemers wre whin w0 affes this iocome oss by 8 eedocges s bspon e,
prafimbiliry end bnce imeesiment el empisrmeent i the s will decline ™

The high labour costs blamed, in some cases, for capacity to
meet competition are not necessartly o signal that iberalisation of
the labonr market would lead o lower wages. For example, studies
by Blandy and Baker!' show that firms could expect o bring about
cost savings through the incressed productivity made posutblie by
a freer market; any lowering of weges woukl cause them 1o lose
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or wages as & mesns of casing the transition of workers to other
Firms thet would be forced 1o shut down, il

Thmhqdmmaﬂmmdi”unﬂmum

whﬂqﬂ:qnm ﬂmluudnrmmnhu.mm

the porm. It curtails the rights it secks 1o protect and reduces the
welflare of those it mtendy o benefit. The argument for reform i
not, then, & “narrowly economic™ one,” nor one that b unoundful
of the vulnersbility of some workers, [t s based oo the recognition
that only by mdical change can the imterests of soch workers be
protecied n the short term, and the overall welfare of socety be
enhanced in the loager ierm.

The labour market reforms implemented since 1984 (ull

ol professions, and the stste sector reforms should have & positive
effect on overll efficiency and on job creation in the knger rerm.
m&w:i'-_hhhmm
b been beld up s evidence that the new Labour Relations Act
 working, progress has been dow and limited, and many
and some trade union officials scknowledge thar further reform b

i



In its 1987 post-clection briefing, the Treasury commented that

Adjpesiment mw nw nflstios end swistance sriorm doey impese shoot e cesr
on the ooonesry. Many of the oo cen by wen in the loes o higher
emtenphoyiinend While some of thew omin ere anerosieble in the s that
propln’s FRpenEte S oW W sdjiee 0§ b Sohnoinn environmen. the
regulmoery [isswnrk of i bbogy market cn have o sery sgnificen: mfluesce
over the cese with which sdjustment cen ocrar. Ulnke the rgalsisry frmeeen
& fevibly snd perminniv ciough b alloe sdaptebon u chamging oonditiem,
e comerquemers @il be felt m cavmeing hgh levels sl wnemplavment, lost
opporiunities o youny poopls n geis il contimend ew prewth o
prchactinity, sl poor coonomis performence &

The charscterivtc slowness of the labour merket o sdjust makes
the case for further reform all the mare urgent.
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Chapter 10

THE POLITICS OF
ROGERNOMICS

him into the Government's most incisive critic.
David Lange became incresingly aggresiive towands hin former
finance Miniwer and his supporters. The Prime Minmter would not

apparent pragmatism. [ty image wan certainly unususl. But many
#hhﬁi@mnﬂ from philosophy, but becaose the victory



2 process of economic adjustment m the [970s, New Zealand under

exportery - had prospered through subsidies and high import duties.
Their support in turn had been crucial o the Muldoon sdministration.
only & sucorssor governamnent wis able to make real changes.

The paolitical psradoxes were very apparent. In four yean, an
sdminivtration affilisted o the Socialist International and linked to
mmm‘rmuhqmmﬂumw
monctary policies and made clear i willingness o privatise all
commercial state activity, [t was a recond which might have done
Mn Thatcher proud. Yet running through thet er were internal

between 1984 and 1988: it ws luck, and the seal of an individual,
rather than sdrost politicel management by # commirted cabinet which
set the country on the path 1o economic reform. Roger Douglas, &
politician whose idess had changed significantly over his fifteen yeans
in politics, became the right man in the right place at the right time.

The very notion of government intervention in the comomy had
been discredited by the cxtent of past relisnce on legislative con-
straints. When an spproach has been sbsolutely bankruped, when
it s been tried repestedly and failed repestedly, there can develop
1 momentum in public opinion which allows for the opposite o
occur for a long time. That happened i 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. [t
officials, and cerminly ity constituency activists, coukd fit in the
NZLMs British counterpart. [ronically the Labour Party arganisation
muhuﬁ.ﬂrwwwmwm

l&ﬂjﬂﬂﬂmnﬁﬁ:hﬂ.ﬂnmnmrﬁr
has tradivionally been split and divided - charscteristics which have
countered any impression of competence which individusl ministers
mmmupmwm:puhm
tuxcs and kes povernment through w the 1990 general clecrion. His
:h:“::d‘hh hﬁﬂpww:;mh -

present

rend span the Labour Government, an ideokagy-free (some
add largely ides-free) National Opposition seems likely 1o win
on the basis which decided the 1984 resule: dissatsfaction with the
incumbents.



Party had been lamentably unsuccessful st fundraising. Tts
pr—'ﬂinj-umm-dhm_ﬁhdk—

Muldoon's polickes, it ran o negative campaign which ettacked
Mational but gave few cluss about it preferned direction. The leader,
David Lange, was presenred as @ warm and caring prospective prime
minister whose “chairman of the board” style contrusted with
Muldoon's domineering leadership. The campaign slogan promised
that Laoge would “bring New Zealand vogether™,

in the campaign. The New fcaland Party had been founded by high-
profile property investor Robert Jones because of his opposition o
Muldoon s interventionist polickes. Most of its members were natural
Natsonal supporters who had become disenchanted with wage and
price controls and an effective capital gains i introduced by thels
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deregudation, a floating exchange rate, a switch to indirect taxation,
end low (preferably flag) tax rater. The wrgent priocity, he said, was
to get rid of Muldoon, even if that meant & Labour sdministration.
Within & vear be delighted in claiming that the new Government,
lacking its own manifesto, had “borrowed™ his Parry's.

I Labour could claim any mandsic on cconomic issucs, it came
from the New Zealund Party. The new Minister of Finance, Roger
Douglas, had proofl that his free market inclinabons were chared
by a signilant proportion of the clectomie.

It had been widely speculated that o Labour administration would
devalue the dollar, and funds had Nown from the country throughout
the election campaign. By election day, New Zealand had three days'
worth of foreign exchange reserves. On department advice, the
incoming Government ordered an immediate devalutagion, but s
constitutional quirk meant that until the new parliament was swom
in, Sir Roben Muldoon retained technical power. He in turny, refused
o sct until brought o heel by his cabinet colleagues. On the
inarructions of the Prime Mindster-chect, Muldoon devalued the dollar
by 20 percent.

1t was 2 dramaric begmning for the new sdministrston. Douglas's
coolness under pressure won general respect snd increased his mana
within the Labour Party. He had an opportunity to carry an uncertain
public with him as he proposed real change.

The Revolution Begins

The three-year juggernaut of “Rogernomsca™ did not begin with &
bang. Rather, it was launched by a public relations exercise. “The
Economic Summit™ brought together politicians, trade unbonists,
business leadery, civil servants snd representatives of voluntsry sector
organisstions. All ninety three delegates stood i turn to deliver seven-

mantite lelevined homibes on New Zeslands woes
For all the platitudes, the Summit we an extreordinary exercise
in goodwill. The post-election struggle for economic power, and
Mauldoon's initial refusal v let go of the reins, had dramatised Mew
Lealand's probiems. These had already been reflected in Tressury's
briefing to the incoming Guvernment, Kawmomc Managemenr.! The
country was massively in debt. The fiscal deficit was routinely 8
of GDP and, in addition, the Muldoon Government had
for the energy-oriented “Think Big" projeces which pow
m-nﬁimmm-ﬂm_u
o e s T s Bde ey

was scathing, its clear: the (ree murket
meamures it had sdvocuted for years, amd which Sir Robent Muldoon
had consistently rejected.

An early cabinet discussion set the swoene for the Governoment's
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Labour's first budget did swey with subsidies and the quirks of
iz concewsions and special deprecianion regimes, [t also promised
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fundamental change to the tx syviem. Income tax rates of up w
&b percent would be reduced sharply. In October 1985, s uniform

and the Government remforced support through extensive

In March 1985, the cxchange rate was (oaied. A “clean™ dollar
flost proved that Roger Dougles would not be compromising with
hin critics. Like the previomdy snnounced finencal dercgulation, it
wan resived by the left of the Labour Party. Muldoon®s regulatory
excTuses Created a mmﬁnﬂnﬂwmmm
stabler. Many left-wing activists were also busy
ather on the Government's nuclear ships ban: t.'ud.imﬁnd‘m-l
opposition towards foreign policy would be & nnning theme of the
Lange Government.

Tlhﬁumtm“miqmnﬂ:n.lnrhihh.fm I

were paits of New Zealand where the Forest Service was the only
pﬂ“hﬂmﬂmﬂhﬁmmﬁuﬂwnﬂi

ncver be milled, including the sides of mountains. Unprofitble post
offices were maintined “for social reasons”, Mmdm
Organisations e Stote Coal and Mew Pealand Raillways maintained
evels ot two or three times actual w Even
Fﬁhmprhu huge sums of money.
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State sector reform would change that. Trading departments woulkd

The measures worked. As a state—owned enterprise, the Forestry
Corporation transformed an annual loss of $70 million into & profi
Cosl broke even for the fimt time in twenty

1
|

The Departures From Form

The sdministrarion deparied from free market remedics in three key
mpects of cconomic management. Each seems likely to return to
haunt Lubour in the post-Douglas era. The first was a major extension
in welfere benefin.

With the mx changes had come an innovation: "femily care™
allowances payable on o mesns-tosted basi (o relstively lower income
famdlies, s opposed o the real “poor”. For example, 8 lumily with
children eamning §270 per week would receive o further §68
{[amily care, pushing them slightly abead of the sverage weeldy
afl §335." The Government had, st a stroke, significantly

the proportion of familics entitled o state support. This
was hardly & new development. Since 1975, when National introduced

1

[i

test on that pension, earning considerable voter opprobrium. )
The Government's reforms seemed 1o be acoclerating the rate af

while the number of children in the relevant age group acrually
declined *



ﬂlﬂulﬂlihdtnrm in ing overall. Toml
m:l'.rulﬁ,:ﬂ.!.nﬂhnhiﬂﬂi
million over the first thiee years of

state buresucracies. Although these efficiencies were impartant, they
could hardly make major inroads into the 40 percent of narional
mcome consumed by central government. Government was being
more disciplined in ruising cupital: 0o new oversess barrowing wis
undertaken after the 1984 election. Debt servicing was by then already
il upsusinable kevels,

Internal srguments over Dougles's tx reformms obscured one
undoubted fact. The Government*s tax tuke had soared.
1o evade tax imposts had been reduced. For many companies - and
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quite & few individuals - txation hed previously been virtually
. Now GST could not easily be evaded, nnd the elimination
of loopholes for individual had closed many gaps. Total
taxation rose from 3.4 percent of GDP in 1981/84 10 358 percent
in 198889, In |988/89 dollery, per capita payments were up from
$5.714 o §6,380.7
Fiscal conservarism satill had it place: it wus politeally necessary
nmmiﬁu.m“mmﬁm,unmi
coaxing, government backbenchers had come o s2e it a8 the key
indicator of his stewardship of the sconomy. Second, hesvy imternal
bortowing was keeping interest rates st chectorally dangerous levels
If the old Labour priorities - health and education - were o
be left inviolate, new sources of funds had w be found. The anywer
wis priverisation: not, 8 in Thetcher’s Britmin, s & matver of
hﬂlmj' the comsequence of years of New

|
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and the deficit eliminated. Only then should the financial markets
have been deregulated.

Such a view emphssises ecomomic trade-offs st the expense of
political realities. Roger Douglai’s approach was 1o seek “windows
of opportunity™ for reform. After a decude of tough exchange mte
controls and the periodic imposition of wage, price and interest rate
freezes, the opportunity and enthusissm for finencisl dereguistion
was clear. The administration would have courted political disaster
by tmckhing s internal critics head-on via the labour market.

Noretheless, the omission continues to hamper restructuring. The
labour market does adjust more dowly than other sectons of the
cconomy, und the drawn-out pain of manufscturen no longer pro-
ud&udqmmmnﬂumwm

'Ihhlﬂmrﬂmr

Another consequence has been the concentration of unemploy-
ment. The national sward system provides no incentive for businessey
o sct up operations in the regions and makes it difficul (o establish
special armengements with employess which will enable a business
under thieat 1o survive,

The reason for passing over labour market reform was the residual
influence of unions on “their” Labour Party. Big unions have pre-
Emadwhwmmﬂm;ml,mmm
sational muscle, and partly for fiear of the damage “comtestabilicy”

hmhmhpmmm@nﬂhmmﬂﬁﬂm
1o deliver.

Who Supported Change

The Lange sdministration’s style of cconomic management won it
friends in the business community. Thar wapport might have been
mere strenously tested i the stockmarket crash hod come just before
instead of just gfter the Government’s re-clection. As it was, Labour's
1987 clection campaign wan the muost lavishly funded in New Zealand's
pobitical history,

The enthusissm of business, and the contrast between opulence
amangst entreprencury and mounting uncmploviment, alicnated
traditional Labour sctivists. From being srennive o their supporten”

some minssters became almost ostentitious in their
enthusissm for asset sabes and their sssociation with
:::1“ Labour Purty member believed o possess horns

1 ]

The Labour Party’s support base declined markedly. Before the
1984 election it had claimed 100,000 members. By 1988, unofficial
membership estimates stood ot around 10,000 to 15,000, The Party



of the dissdvanmged As expected, s report warmed
the hearts of old-stvle redistributionists and sapporters of smaEte
mterventoon. But in dersiled recommendatin were & prudem {inance
minisier's nightmare. A new “carer’s allowsnce™ would pay o benefit
people staying @t home o “care” for other. Teensgers would
paid 1o stay on af school. Far from replacmg universal benefin
with trgeted allowances, in line with government sentiment, the
Commisson recommended a significant increase in the (amily benefit,
paid o alf children, regardiess of parental income.

After the usual tributes to the Commission's wisdom and hard
wark, it becume clear that its report would gether dust on deparimentul
shelves. Once again the expectations of Labour Perty activists had
been thwarted.

By the end of 1987, it was obvious that & real recession was touching

e

imtroduce: & wingke (st rwe of personal meome x. The fygure
never relessed, but it was widely believed o be 23 percent. The
package would be sccompanied by a “guarantesd minimum family
inoome"™ o top up earmings o that all families with one child would
receive ot least §370 per week, with §32 for each extra child.

market enthusissts asumed the proposition was some distance down
the track.

entered the srgument. He had re-cxnmined the figures, taken (non-
Treasury) sdvice snd concluded thar polincally unsusnsinable
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meguities required that the proposal be dropped. He believed it would
disadvaniage seli-cmployed families snd childless low-income camen.

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 poll showed the Governoweni 16 percent behind
the Opposition (itself crippled by uncertainties over economic policy ).
It wan & lead the National party would continue to bold.

Government would, at an unspecified point, introduce » caprtal gains
mx. Three months luer, the Prime Minister appeared 1o thresten
even the agreed tax cuts when he raised the need to retn in o massively
miscaloulanted fiscal deficit, That skirmish was won by Douglss, whose
1988 Iu:lpl put the onus on government departments o make

mdnmmlnlpmﬁq, But a fall in stafl numbers seemed



colleague, who was oversess at the time, and it did wo. The Minister
of Finunce mulled things over and, & week later, announced that
bhe would nol serve under & re-glocted Lange. He also relemsed
documents shiwing that the Prime Minister had been a1 best sclecive
and at wonst dupbcitous i his public pronounCeEments o0 ECONOMIC

On this occesion Lange did secure David Caygill's agreement o
serve o8 Dougless wocessor, After falling dramatically, the New
Zealand dollar sabilised as the new minister promised that
“Rogermomics™ would conimue.

Caygill had spemt almost four years m Douglm's understudy, but
over the next fow months doubts grew sbout the extent 10 which
he would carry out his predecessor’s intentions. Certainly he waa
commitied to reducing the government deficit, and by Febroary 1989
the Government sppesrcd likely to need §2 billion in spending cun



The Palincs of Rogrrniomacs Fr

March the Prime Minnter was arguing that increases would pot be
punitive, rather than denying that they would take place.

The Political Dilemma
beyond the rivalries of individual politicians.

“Rogernomics™ has crested wealth, [t hos sloahed what o Labour
Government might regard s “discretionary™ spending: cxport
mm,h-mﬂmw&hm
lﬁ"mmwwm-mhudﬂﬁuhn.hhh
had 1o cope with the consequences of years of fiscal profligacy. New
Zealand's exrernal debt 1 T0 percent of GDP, a figure comparshie
o Veneruels or Bolivia. Interest on government borrowing absorbs
25 percent of total ax payments.®

It has fuiled to curb big spending departments, while powerful
lobby groups have clamoured for incressed social expenditure.
Government handouts v unimportant political constituencies Aot
been mxed. The difficult areas - health, education, and social welfare
- have not heen cur; indeed, they consume more funding with no
cluimed improvemeni in siandsrds.

In his December 1987 package Douglm tried, and failed,
persusde his colleagues w apply effliciency tests to aress of wocial
Ipmﬁ:gr wanted o take the Stte out of the business of owning

example. He conceded a robe in helping low-income earnen
bridge the “affordability gap™ for renting and home mongages, but
providing the full amount of low interest loans and owing large tract
of rental sccommodation was sctually increasing housing costs for
the poor. His oolleagues declimed.

Cabinet also refused to extend “wser-pays™* principles to the health
service. The state would have remained the primary funder of hesith
care, but pabients carning shove rverage wiges would have contributed
to the coit of trestment on & means-tesied basis. The proposal an
scrosy too many Labour Party shibboleths and it was shelved.

The Lange Government has shown innovation snd determimation
m every aspect of econamic management evcrpt the control of public
spending. The excesses of the welfare state - & bloated buresucracy,
badly targeted bemefins, incentives which discourage productive
mvestment and employment - have been bolstered by the fruit of
mdﬁﬁm

The membership the Laboar Party, with a high proportion
of teachers, public servants and trade union officials, leaves it
ﬂmmum pressure. Few cabinet

ministers seriously supported their reimposition of
compulsory trade union membership, for cxample, bur most believed
it was "a price which had 1o be paid™ 10 a key constituency.



In watistical terms, |985-88 has been o bleak period for New
Zealand. Real economic growth has totalled 4.1 peroent 1o Australia’s
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18 percent and sn GECD sverage of 12.7 percent. Employment growth
has been 0.4 percent, against Australia’s 12.7 percent and the OECD"s
5.7 peroene. ' Yet four years of Rogernomics brought sbout sdjust-
ments other countrics made over & period of decades. It b the

Maor expectations - and risked genersiag @ white backlesh.
Cerminly, the 1990 election secma likely 1w be decided by “middic
m-m";m.hqimmmmm;mm
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APPENDIX

Chrono of Major Tax Reform and
Fiscal Announcements and

Measures, July 1984-July 1988,

lan Dickson and Bryce Wilkinson

events in the areas of fiscal palicy and tan reform since the election
of the Labour Government on |4 July 1984. The assistance of Roger
Beckent of the Tax Policy Division of the Treasury in compiling
it i gratcfully scknowledged.

15 August 1984 Elimination of Export Incentives

Announcement of programme to eliminate afl major export incentives
by April 1987.

B November 1984 Budget

The Mimister of Finance, the Hon, R. O. Douglas, presears the Budget
fior the 1984/85 financial year. Main festures:

» Inthe 198485 fiscal year, total net government expenditure forecest
o e by 9.2 percent to §15,556 million, whike total revenioe forocat
to be up by 14.8 percent to §12,795 million, resulting in u deficit
of $2,761 million, equivalent 1 7 pervent of GIIP. [Actuality: the
198485 deficht outoome - §2,754 milion.]

# A comprelensive goods and services  (GST), accompanied by
reform of existing indireet taxes (including the wholrsale sales tax
o be retained in & reduced form on & limited range of goods)
mnd changes o the porsonal ncome tax and social welfsre sy
trms, to be introduced from | April 1986, The tax to be sdminisered
by the Inland Revenue Department, and the Government m release
8 White paper carly in 1945 contsining proposals for the
wdministration of GST snd inviting public submissions.

+ A fnnge benelit tax (FAT) ob emplover-provided cars, low-inicrest
loans and free, subsidised or discounted poods and services o be
implemented from 1 April 1985 Taxable in the hands of the



226 A ppendiz

employer, with the mx w be levied ut the rate of 45 cents per
doflar of fringe benefit paid 1o employeoss.

« A surcharge oo the wmble “other income™ of each national
superannuitant in excess of §5.200 per snoum st the rae of 25
cents per dollar of this escess with the maximum surcharge equal
to the national supcrennuation payment to be cffective from the
income year commencing | Apeil 1985,

-;“ﬁnﬂr?;;:ﬂ-!ufllt:ﬂnﬁmﬂ{u&u:.u
effecuve December Targeted specifically ar low-
and middle-income familics, snd shated ot the rae of 2% cenn
per dollar of household income above $20,470 per annum.

» The maximum value of the principal income camer rebate ncreused
from §312 to §520 per annum ms part of the “low income ssistance
package” (the major component of which was the “family curc"

o take effect from | December 1984, [Actuality: in 198485 prices,
the incresses in the principal income carner rebate wene estimated
to coat §52 million in 19857868, and the increase in the standard
:}ﬁuﬂmmﬂhﬂuupﬂllﬂﬂmmhtw

« Wholesale tax rates on & varery of goods - namely, computer
equipment, records, recorded tapes, blank magnetic tapes, conmetics,
caravans and boan - reduced (to cither 10 or 20 percent).

» Taxes on beer, wine and spirits increased, in part as ¥ move towards
1 more uniform approach 1o the taxation of alocohalic

» The personal tax cxemption for life insurance premiums and
swperannustion contributions to be abolished from Budger Night
for new contracts of life insurance, personal lump sum superan-
nustion and non-subsidised employoe lump sum superannuation.
In addition, a review of all spects af the taation of life insurance,
sirperannuston and related aress announced.

+ The wncome tux rebate (with & mucimum value of $1,000 for Gve
years) for interest payments on firt home mongages removed for
houses purchased after Budget Night, and the rebate of up 0 $§25
for local body rmes terminated with effect from the income year
commencing | April 1985, [Acruality: wtal revenue gain, in 1984/
85 prices, of §27 million in 1985/86 and $40 million 1986/57.]



over a period of years.

» Interest rites on government-funded rural lending o be
progressively increased w marker levels.

» Similarly, the price of state-supplied eleconoiny and ooal 10 be
progressively incressed to levels reflecting the full cost of supply.
As o first step, as from | April 1985, the average bulk clectriciny
tarril to be incressed by 225 percent, while non-export coal 1o rise
i price by 35 percent.

» Hosd wser charges adjuwted o cost-recovery bevels, rining by an
avernpe of 46 percent from | February 1985,

10 Nevember 1984 Motor Vehicle Industry Plan Announced

The Minister of Trade and Industry announces the motor vehick
industry plan, including, from 10 November, cuts in sales tax rates
on motor vehicles with en engine capacity exceeding 1350 o o 33
percent, and that on other vehicles to 30 percent. [Previoualy, rates
of 37.5, 40, 50 and 60 percent had spplied.| Tax on motor cycles
reduced o & uniform 20 percent from. rates of 20, 30, snd 40 percent,
depending on engine i

6 December 1984  “Budget 85" Taskforce Announced

The Government snnounces the establishment of the “Budget "85
Taskforce. Comprising six officials from the Departments of Inland
Revenue, Social Welfare and the Tressury, the Taskforce to tour
the country in 1985 in order to incremse public swareness, and 1w
investigste options for reforma o the social welfare benefit and
personal income tax systems. An indication sho given of the
Government's intention to establish later in 1945 a Royal Commumon
on Socidl Welfare 1o cvaluste the heoader sspects of the social welfare

system.
18 December 1984 Fringe Benefit Tax

Drvaft legidation 10 implement the Fringe Benefit Tax introduced
into the House of Representarives and referred to the Commerce
and Energy Sclect Committee. [Outcome: 312 subminsions recrivesd
by | February 1985, The Sclect Committes recommenih amendmenis
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10 the original draft legislation on |5 March 1985.)

14 February 1985  Increased Superannuation Excmption

Mimister of Finance announces incresse in exemption level of taxsbie
“other-income™ for natbonsl superanouitant surcharge - in the oase
of single superanoaitam, from §5,200 10 6,240 per annum. Married
superannuitants 1o be able o spint their other income W combined
total of §10,400 per annum for purposes of the surcharge. Both changes
1o take effect from | April 1985,

18 March 1985 “Budger 5" Taskforce Discussion Docu-
ment

Minisicrn of Finsnce snd Social Welfare releme “Budger ‘85"
Taakforce discusion document on personal income tax and social
swcurity benefit systems, and invite public submissions relating

26 March 1985 White Paper on GST
White paper on GST, incorporating draft legislation, released by

4 Junc 1985 Hrash Report on GST

The GST Advisory (Brash) Penel, after receiving 1,459 submissions,
presents the firt report to Minister of Finance. Repont suggesn
number of simplifications to the tax as proposed in White
GST trestment of financial services, land and residenttal sccommo-
datiom left aside for second report.

£ June 19485 GST Co-ordinating Office

Minister of Finance snnounces appointment of Jelf Todd o head
small public information unit known as the GST Co-ordinating Office,
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will be 1o ensure that informarion necds of the
pﬂkuﬂﬂmﬂhmmmmm

6 June 198% GST on Financial Services

Minisier of Finance relenses proposals for trestment of financial
scrvices under GST and invites public submissions 1o Brash pancl
by 20 June [date lster extended to 27 Junc).

IS June 1965 Budget

Minister of Finance presents Budget for the |985/88 financisl yeur.
Main festures:

s A forocast deficit m 1985/86 of §1,286 oullon, equal o 18 percem
of GDP; mainly due to very strong revenue growth, forecast to
be up by 28.4 percent to §16,09% million in 198586 (35.2 percent
of GDP). Government expenditure forecast to increase by 11.5
percent to §17,382 million (38 percest of GDP). [Acruality: the
1985/86 deficit outcome - §1,871 million. |

» Expenditure on education, health, housing and defence w be
incressed.

» Employment and training programmes, designed 1o target axsistance
o individuals and groups facing the most severe employment
problems, o be redirecued.

« From | April 1986, cxempt levels of moable “other income™ of
national superannuitants o be increased from §10,400 per sonum
fior married couples and from §6,240 to §7,200 per anaum for single
persons.

s Sales 3 on cash regntery redooed from 40 o 10 percent from
Budge: Night, to msaist businesses preparing for introducton of GST.

o Charges for government services, including those provided by the
DSIR, Forest Service, Ministry of Works snd Deveiopment., and

= The resources renml, applying to the decp water fishery
and announced for the mshore extended 1o other commercial
AT e

« Expenditure priorities scross government departments to be more
rigorously axscased.
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« Charges for government-provided services increased o full oost
recovery hasin

« Public sector efficency to be improved by moving state-trading
enterprises 1o & more coummeroinl and compet:tive basi,

15 June 198$ GST Delayed

In light of changes to GST agreed oo as a result of the firt advisory
(Brash) pamel’s report, and the need w allow sdequate time for
reference of the GST Bill o a Select committee, the Deputy Prime
Miniuer and Minisver of Pinance announce s deliy to the mtroduction
of GST from | April 1986 to | October 1986,

21 June 1965 First Brash Report

Miniser of Finance releases first report of the Brash Panel, excheding
discussion of transitional issues (defined s commercially semitive).
Minister sccepts many of the Pancl®s recommendations.

24 July 1985 Second GST Advisory Report

The Brash Panel, after receiving 55 submissions, presents it second
report i the Minister of Finance, with recommendations on the
application of GST to financial services, residential accommodstion
und property. [Note: Of the submissions received, 36 dealt primarily
with financial services snd 10 with real estate issues |

20 August 1985 Major Taxation and Henelit Reforms

Tax reformw of o far-resching nature snnounced by Mimister of
Finance in the second major financial smtement of the yesr. The
announcement includes these features:

» A comprehensive goods and services tax (GST)  be introduced
from | October 1986 1o raise 1.7 billion in & full year. Rate to
be at & uniform 10 percent with an estimuted one-off CP'l impact
of 8o more than 5 percent after allowing for remission of cermin
existing indirect taees (namely, sales tax, film hire tox, lottery duty,
mternational departune tax and domestic sir travel ox).

« Selective times, in addinion o GST, o be contiinbed on slcobalic
beversges and tohacco products. Recing duty also 1o he continued,
but meduced to take socount of GST. Selective taxes, s well &
GST, imposed on motor wehicles.
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» Customn duty, energy resources kevy, motor vehicle foes and charges,

nﬂmd_nmiﬂﬂuhqlﬂwn-mﬁ
and LPG retained.

» Smmp and cheque duties to be reviewed in the 1986 Budger

» Transitional messures relating w GST on long-term contract
brought in.

» Compeny tax and Fringe Benefit Tax rates 10 be incressed from
45 o 48 peroent for the income venr commencing | Aprl 1988,
and to cincide from | Ocwber 1986 with the new top marginal
personal income e e,

o A full imputation system for txation of distributed company income
o be introduced from the 198889 financial year.

» Legislation to be brought in which would make dividends paid
from capital sources mxable in sharcholders’ hands; legislation w
be effective from 20 August, and 10 act m an interim meoasure
pending the introduction of & full Imputstson sysem.

+ From 20 August, taxstion of moome derived from overseas by Mew
Zealand compardes by way of dividends on redeemable preference
shares, interest on convertible notes or imlcrest on eguivalent
WMMMWHMWMM

Fmﬂinm:mmhmbrlllﬂhnhliﬂpm

dependent
for each sdditional child, 1w form part of the new family asvistance
programme, These measures o be effective from | Ocrober 1966,



m Appendiz

+ All incomne-tested benefits not elready tmzed to become manhile on

an end-of-year basia from 1| October 1986, Entitlement to income-

pewted benefits to be split equally berween marmed couples (inchading
de facto couples), and recipients to be texed o individusls,

« An ostimate that the 98687 effect of these measures will be w
incresse the fiscal deficit by §1 billion, implying about s 4 percent
incrense in private real disposable incomes.

22 August 1985  Second GST Report Released

Minister of Finance releases the second reporn of the GST Advisory
Panel, a5 well a5 reports by the Tressury concerning the application
of GST w fnancal servios, rexidential sccommadstion and propery,
The Minister indicases that the Government has decided w prooeed
with it onginal proposals in these e, GST Bill introdoced into
the House and reflerred to Finance and Expenditure Select Commine.

1 September GST Bill Passed
1985

Wrinen subminsions to the Select Commirtee on the GST Bill cioned.
The Committee has considered 260 wrintem and oral subvmissions.
[Outcome: the second reading of the Bill is complered on 26 November
and the Roval Assent given on 3 December 1965.)

12 December 1985 Economic Sistement

A et of eoonomic policy messures i outlined in & swtement to
Parfiament by the Minister of Finance. Although the measures
primarly concem mxation changes snd import il reductions in
respome o difficulties being experienced by the farming sector, the
Minister also discusses public sector cfficiency, changes o the
operations of the umte-owned enterprises and & review of industrial
refations begislstson. The following tay measures anneunced:

= Abaolition of the |0-year clawback rule in secthon 129 of the Income
Tax Act 1976 (under which interest and development expenditure
deductions were reassessed up to the smount of amy profit on the
male of land within 10 years of scquisition) in respect of sales of
agricultural, horticultural, squaculiural and forestry lamd where such
mley become unconditional after 12 Diecemiber.

« Abolition of the $10,000 loss-offset limitation in section 188A of
the Act (under which only the first §10,000 of losses arising from
specified activities costs can be offset against other sssesable income)
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for livestock or arable farming from income year commencing |
April 1986,

= Removal of immediste write-off of development expenditure in the
primary sector {agriculture, hortsculture, squaculiure snd forestry)
and of foresiry planting and growing cxpenditure with o five-year
phase-out over income years ending 31 March 1588 w0 1992, w
be replaced, I'htl"l lppruwhu by i ﬁ:prmm regime.

Dmhlﬂmhﬂﬂﬂiﬂ:ﬂhﬁ!ll!ﬂﬂﬂhtlm
the immediare write-ofl of development and growing
to be retained until the income year ending March 1997

« Abalition of the existing nil and stundard value systems of vestock
valuation and wxation from income year commencing | April 1986,
o be replacod by tmading stock scheme or berd scheme with new
standard values based respectively on 70 percent and 100 percent
of sverage market values. Farmen roquired to write up their livestock
to the new stundard values. To msinr adjusement, 50 percent of
bvestock revalustion inoome to be written off and the remainder
spread, for mx purposes, over up to 8 | 3-year period (income yean
ending 3] March 1986 (o 1998). For {armers who cease farming
before 1 April 1987, the cxnting three-year forward spreading of
asmsesable income to be extended 1o five yean

» Reduction of tarill rates to sero on goods oot made in New Zealund,
unless trade policy obligations require otherwise, [Dutcome: the
cuts ffected several hundred terfl cutegories and took effect from
19 December 1985,

The Minister indicates that & committee will be establinhed (on much
the sme lines as that which considered GST) w report o the
Government on implemenution of the new development expenditure
regime and livestock valustion schemes, the objective bemg 1o cosure
that these changes will be introduced and operated with o minimuwm
of difficulty.

16 December 1988 Commities on Livestock Tazation

A consultative committee of private sector experts under the
chairmanship of I Do Brash established to consider submusion
on a forthcoming consultstive document on the tasation of hvestock
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 snd sdministration of the proposed tax
changes

10 March 1986 Primary Scctor Tanation Details

Minister of Financr relesscs the consultstive document on  primary
sector tastion which presents details (with some amendmenns 1w
proposals in the Economic Statement on 12 December 1985) of
changes o the texsthon of Hvestock and of primary sector capital

cxpenditure. Submissions to the Consulmtive (Brash) Committes
invited by 4 April 1586,

14 March 1986 Sales Tax Act

Miniser of Customs sanounces the Government's intention to repeal
the Sales Tax Act 1974 once GST is in place. Remaining selective
mndirect taxes (on alooholic beverages, tobscco products, petrokeum

m—nuﬁlhm&muﬁdn]nhnlﬂdmum

20 March 1986 Display of GST
Minnter of Consumer Affain announces GST mapayers have option

of displaying inclusive or exclusive of tax. The Guvernment
mﬂh for prices st the remil level o reflect the all-
up

unchanged,
i on motor vehicles (over 1350 oo engine capecity and under 1.5
tonnes gy redocsd from 13 0 30 percent.

I April 1986 “Benefits, Taxes and the 1965 Budget™

PRFTICIpETROn andlyies

18 March 1985 of the discussion document on the same topic. In
total, 1,374 submissions meccrved, of whoch 864 from indivsduals and
510 from groups.
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19 May 1986 Government Expenditure Reform

The Government releases Statemenr on Govermswnr  Expesdivrs
Ruform. The trading sctivities of the Electricity Divislon, Stite Coal
Mines, Post Office and Civil Aviation 1w be changed [from
departmental organisations to corporate soractures. The major changes
facing these organisations include the need to fimance activity by
borrowing in ordinary financial markets, the nocd (o pay tax and
t—lﬂﬂlm-ﬂ:ﬁ:mﬂdmrmﬂm
préeviously embedded in legislstion and practice. The major benefit
expecied are an improved structure of incentives to perform
designated functions efficiently, and clesrer identification of the
underlying resource costs of such function.

31 July 1986 Budget

The 1986 Budget is prescoted 1o Parhement by the Minsecr of
Finance. Measures inchude:

¢ Confirmanon that the mtreduction of the Goods and Serviees Thax
and cuts in income tax planned for | Ocwober 1986 will proceed
m announoed.

= Minor changes to previous snnouncements about indirect tases

which will remain after the introduction of GST. These are
reduction in the rute of indirect tax applying o motor vehicles
from 30 to 25 percent on | October 1986, 1 20 percent on | July
1987 and, finally, w 15 percent on | July | 988, Comtrary to previous
announcements, lomery duty o be retiined.

* A mduction in the rate of surcharge on national superannuitants’
other income, {rom 25 1 18 percent from | Ocober 1986,

s Memsures modelled on Cansdian legtilation o bring sy oreatmem
of income and expenditure choser to normal sccounting trestments,
hﬂ“n&&ﬁﬁudhdﬂyd
interest, and returna on debt securities o be assessable on @ yickd

basis. rule to apply from Budget Night 10 new
issues and Details to be published within s month
and & consokative committos to be catablinhed.

« Commissioner of Inland Revenue w have the power to deny
Mimimnmh_m

i!
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» Termination, from Budger Night, of first year depreciation allowance
for menofecruring plant snd maechinery and other acoclersted
depreciation allowances for farming, fishing und tourism mdustries.

» Depreciation imit on motor cars 1o be removed from the 1988

INComE Year.

s Review of ordinary rates of deprecistion o be undertaken in due
oourse a8 part of the business tx review.

o improve the pattern of tax flows to the public sccount. Provissonal
taz to be paysble in three instalments on the Tih day of the 4th,
Bth sod I2th months of the income year from the 1988 income
year. Transitional date for the 1987 year. Terminal tax
rate to be shifted vo 7 from 7 March for most taxpayers.

and dicsel a8 an excise tux. This w0 have no cffect on fuel prices.
The Liguid Fuels Trust Board levy and Comsolidated Account
refunds of petrol mx bath 1o be abolished.

« An estemate thar the fiscal deficir for | 98687 will be §2,452 million,
wound § percent of forecast GIDP. |Actoality: the 1986787 deficit
= $1,95) milkion.]

1 Dciober 1986 Intreduction of Goods and Services Tax

Main [estures:

» A flat 10 percent consumption tax on goods and services.
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» Major exemprions restricted to existing bowing sokd by unreginered
persons, financial services, sales of woondhand goods and fund-

ik it

» Reductions n income iy refes.

» Increases im social welfare payments 10 low-inonme families.

+ Abalition of sales tax b most afeai

29 October 1966  Accrual Tax Proposed

Proposals o close business tx loopholey unveiled in Conrmliatrme

Document on Acerual Tax and Treatment of Income and Expendiowrs.

The Finance Minister says the proposals are simed a1 making income

tmxsble = it is carned and &t preventing expenditure becoming tan

deduoctible before the perind 1o which it property applies.

17 December 1986 “Double Dipping™

The Government's intention to legislate against “double dipping™

1 April 1987 State-Owned Enterprises Leginlation
Legmlation L’:::,Thm corporstons structured on
I8 June 1987 Budget

The Minuster of Finance presents the 1967 Budget Highlights include-

= The firnt forecmt surphus (of §375 million) for 1987/88 in 35 yean,
in good part achicved by major ssset sales and semi-government
borrowings giving net repsyments of §1,694 million. I.'lmlﬁr
the outcome was 8 $467 million serplus which contributed 1o the
first reduction in the public debt in 15 year. |

+ A forecust pet fnancial deficit (the best messure of the deficit in
the circumstances) of §1,274 million, 2.2 percent of GDP, down
from 3.6 percent on the previows year, o drop of §589 million.
| Actuality: the outcame was a deficit of §1,147 million. |

Abo announced @ne inteation 1o

s Proceed with the introduction of & wystem of full imputstion of
dividends in 198889,
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+ Move against use of tax havens by resident wmxpavers wlong the
lines of comtrolled forcign corporations regimes; & consultative
document to be reloased for public submissions in Scprember.

+ Pass legidation to climinate the tax svoidance practios of “double
dipping™; legislation to be effective from income yean commencing
after |7 December 1986,

+ Sell equiry honds (equivalent 1o non-voting shares) in viate-owned
m
Services Corporstions. The Government to investigate suthoriving
other SOEs t make similar equity bond issucs.

# Sell 25 percent of the Government's shares in Air New Fealand,
and 10 procoed with the issue of shares in the Development Finance
Corporation.

# Reduce oversess public debt by 3600 million,
Orher measures announced mchude:

# Following the |7 December 1986 Boonomic Statement, dual resident
companies 1o be prevented from grouping losses for mx purpeses
with effect from income years commencing after 1T December 1984

« From | April 1987, the level of joint income st which Family Support
begins to abate to be incressed from §14,000 to §$15,000, The benefit
o be available in tax returns for the |988 year.

= A 0 incresse in the weckly gusranteed minimum {emily incomse.

« From | April 1987, the exemption level for the national
superannuation surcharge w be §13,000 for 8 marmed couple and
§7.800 for a single supcrannuitant.

17 December 1987 Economic Statement

As part of an coonomic staement, scveral ministers make statementa
on iotcnded major economic reforms.. In the moation fickd, the
Miniter of Trade and Industry snnounces changes to wrifl policy,
end the Minister of Finance announces wide-ranging tax base, tax
rute and family assistance measures.

The intended tarifl reforms are:
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« A reduction of tariffs on motor vehicles and components from |
January 1989,

= Tariffs on goods not subject to induwtry plans 1 be reduced by
half in five steps between | July 1988 and | July 1992

» Goods subject to specific rates of duty to be covered o asd ralorem
on the expiry of present industry plan.
# Goods subpect o imdustry plans 1o become subject o the general

tarifl reduction programme on expiry of the plan unless s clesr
cuse to the contrary can be establshed.

The tax reform measures to be introduced i the coming year are:

. r#m:uurmmt- to apply from | Oviober

+ The removal of most personal tax rebates and deductions. Alernative

funding support 1o be provided for charrtable organisations presently
benefiting (rom concestions relating to gifts and donations.

» The introduction from | October 1988 of & gusraniced minimum
family income for all full-time walary and wage carnen with children,
combined with significant assistance through tmx rebates for other

» An increased deduction for child care expenses.

= A reduction in the mx e on compankcs to an internationally
competitive rate comparsbic o, but not kess than, the personal ax

+

» Full imputation of dividends 1o be intraduced from | April 1988

« Superannuation funds snd life offices to be subject o ma from
1 April 1988,

» Remaining personal and employer concessions for superannuation
contributions end life insurence premaum to be removed from 17
December | 988,

+ Supcrannuation lump sum and pensions benefits 1o be exempt from

mx from | April 1989 following rencgotintion of the scheme.

» Measures to combat tax avoidance by the introduction of a stringent
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regime for internetional tmx, swubjecting mr-sxcmpl ocgRndaations
o tax, andd the imtroduction of & new regime for permoleum miners.

« New armangements for the payment of provisionsl wx, including
penalties for undesestimation and late payment.

» Inrroduction of new withholding mxes on interest, foreign-sourced
dividends and payments 1o reskdent contricions.

» Removal of concessions affecting the collection of GST by non-
profit bodies.

» GST-registered traders with 8 turnover exceeding $24 million to
wubmit monthly GST retums from | April 1988,

» GST rate 1o be incrensed by 1.5 percentage points 1o 12.5 percent

a0 earlicr than | Ocober 1984, and to be accompanied by el
reductions and a $200 million cut in excise duties on fuels.

Consubarive documents on full imputation, superennustion and kife
mnurance released, Other measures melode:

» Competition in the teleoommmunication mmdsery.

# A review of ool government structure,

# A review of profesional and occupational group monopadics,

A Japuary 1988  Economic Package Deferred

The Prime Minister snnounces the deferral of the new flat personal
tas ruie and the new low-income suppont messures thar hsd been
snnonunced oo 17 Decomber 1986,

:;ﬂﬁhm Fuarther Deferrals

The PMrime Minister and Mindster of Finanoe make o number of

stutements deferring or shandoning mpects of the |7 December
Eoonomie Statement.

10 February 1988  Revised Economic Package
The Minster of Fmance makes sn economic statemnent in relation

o the 17 December 1987 and 28 January 1988 snnouncements,
detniling which proposals will procoed.
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Bunnen and Company Tax Reform:

» The rate of tax for resident companies for 1984789 to be 28 percent,
and for pon-resident compenies 13 percent. Other tax raees and

+ Legislation implementing the announced changes o the asscssement
of provisional tux and the txation of co-operatives and producer
boards o be introduced earfy in 988

= The rate of the Fringe Benefit Tax for empiloyer superannuation
contributions to be 24 percent.

» Tax deductions relating to donstions 1o be abolished from | April
1988,

# Removal of tx exemption for sporting bodies o be deferred until
31 March 1989, w allow bme for interested parties to make
submegions to & commitioe considering this and ober By

» The prooess of consultation and implementation for the international

tix and company sharcholder imputation proposals 1o procecd &8s
announced.

« The mie of tax for life offices o be determned following
consultation.

Tmaferect Taxation:

*» The proposed §200 million cut in excise duties on fuels from |
April 1988 o be postponed and reconsidered,

= As announced, GST not to be incremsed before | October 1988

+ The onc-month return period for regisnered tradern with o turmover
exceeding §24 million to proceed from | April | 968,

« GST base-broadening measures to trest business activities of pon-
profit bodies in o similer manner to other regivtered tradens 10
be deferred until | Ocrober 1988,

Prrsonaf Tax:
Personal tax rutes and other related tax rates for the | 98859 income

year 10 be based on the following messures and o whke effect from
| Ocrober 1988:
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» The scale of marginal personal tax retes to be M percent up to
$30.575 per annem, and 35 percent abowe thar level

# In addition; & rebste of ¥ percent of txable income up to & musdmum
of $855 in a full year, sbating st 4 centy in the dollar between
incomes of §9.500 and §30875. [Notwe: cligibility for the rehate
has yet 1 be finalised.|

= Comsequentinl adjustments to be made to the national superan-
numion surcharge and Family Support. Theie adjustments to
maintain the present net position under thess schemes,

» The charitable donations and school fees rebate, and dependent
relative rebate, to be sholished from | April 1988

= The deduction for most employment-related expenses to be
sbolished from | April |988.

= The present housckeeper rebate 1o be enhanced and expanded 1o
bring in & wider range of childeare expenscs. [Note: details have
yet tov be finalised |

6 March |9RS The Tazatlen Reform (Noe. 3) Bill
Introduced

The following measures are anmounosd:

= Retention of wmx rebates for charmes (but not school fees) fior &
further year.

» Abolition of stamp duty on fGnancial instruments, shares snd

M Muarch 1988 Income Tax Amendment Act 1988 and Tax
Amendment (Ne I) 1988 Receive Hoyal
Assent

These amendments pass into law the removal of personal rebates
and exemptions for personal and employer superannustion
contributions, Changes to scorual rules snd farm tax rules are also
Incladed, shong with a range of miscellancous amendments.

25 March 1988 Report of the Consultative Committee on
International Tax Measures Heleased

Proposals of the Report reduce opportunities for ta svoidance and
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deferrals of New Zealand tmx by New Zealand residents through
the use of offihare entities,

0 March 1988 Consultative Document on Superannua-
tion and Life Insurance, Vol. 1, Released

15 April 1988 Report of Consuliative Commitiee on Full
Imputation Released

28 July 1988 Hudget

The Minister of Finance delivers the Budget for 1988789, The Budget
confirms many of the measures amended by the February
announccment. In partscular, it confirms the inlenbon o introduce
capital gains tax, o develop proposals for interest withholding tax
and m extend this o domestic dividends while deferring the
contractors” withbolding . Tax measures announced include:

» Imtroduction of legislation to remove concessionary depreciation
trestments of commercial buildings snd o swp mllover of
depreciation for replacement assets.

« Withdruwal of standerd value scheme for stocks of wine, whisky

« An incresse in the excise duty on tobecco production from 90 o

105 percent from budget night, Further incressss o 120 percent
and 135 percent to take effect from | Janusry snd | April 1989
respectively.

The Budget forecasts » §2,26]1 million fiscal surphus (3.6 percemt
of GDW) for the vear ended March 1989, aided by a 52000 million
target for asset sales. A net finencial deficit of §138) million (2.2
percent of GIDT) is forecest.

Also an this date Income Tax Amendment (No 3) 1988
receives Hoyal Assent

This Act introduces:
« A new system of provisional E estimation.

= New penonal tx raves and consequential changes to rebate to ke
effect from | October 1988,

» Changes to the taxstion of retiring and redundancy allowances.
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« Special provisioms o facilitme the winding up of shell companies

in advance of dividend imputation.

30 July 1988 Income Tax Amendment (Ne 4) receives
Royal Asscnt

The Act implements 8 Budger sonouncement to sllow recovery of
cxcem depreciation on sale of & building and o end the practice
of offsctting czocss deprecisting recovercd against the cost of a
replaccment mset.

4 November 1988 Siate-Owned Enterprises Minister
Richard Prebble DHsmissed from Cabinet

The dismissal takes place smid 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
o 62.00 1T8¢c) and five-year government stock (from |3 percent w
13.37 percent).

14 December 1988 Finance Minister Roger Douglas departs
from Cabinet

Douglas's departure oocurs amid continaing controversy with the
Prime Minister over the handling of economic policy. Health and
Depury Finance Minister David Caygill s appointed 1o the portiolio.

16 December 1988 Income Tax Amendmemt (Mo 5) 1988
receives Roval Assent

The No. 5 Act is the major piece of mx legislstion for the year.
The following messures bheoome law:

« Full imputation regime for company-shareholder taxation o replace
the previous clessical system of double toation of dividends.

« New internstional tax regime to subject controlled foreign
corporstions (and trust) to New Zealand mx Also changed are
residency rules.

» New rules affecing the payment of provisional i

» A new regime for the tmtion of trusts,



Berwesn 1984 and 1988 New Zesland's Fourth Labour Governmeni
undertook the most comprebensive reviskon of economic policy which
the country had ever seen,

Subsidies were abolished, the mx wyviem refocmed and wiste-owned
ererpirmes mirved stesdily down the path (o privatisanon.

The process became known an ““Rogermomics™ after the Minister
of Finance, Roger Douglas. Douglas became Euromaney’s * Finance
Minsster of the Year” and an inernationally sdmired coopomic
reformer. At home his policses proved mose controversial. Although
Labowr was convincngly re-clected in 1987, o year later the consenau
behind Rogernomics collspsed. Hoger Dougles and two other

MNonetheless, the face of the New Zealand economy had changed
irrevocubly. In this book, influential amalysts, journalists and
participants in the process of reform examine the events and impact
of Rogermanic.

HRoprrapmics: Revhapong Nee Zealond "y Eovmomy 1084-88 s an sccount
of an indéiridual's determination to effect change in the teeth of politacal
oppotition and metititonal mertas.
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