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The Argument

In its first report, the reconstituted Economic
Monitoring Group focused on the external def-
icit as a means of analysing the medium-term
prospects of the New Zealand economy. It con-
cluded that we are reaching the point where
only reallocation and more efficient use of our
resources can provide the imported goods and
services required by the standard of living to
which we aspire. In this, its second report, the
Monitoring Group focuses on the Government’s
deficit and the balance of the Government’s
transactions with the rest of the New Zealand
economy and with overseas parties.

A review of trends over the last 15 years or so
shows that in recent years, the size of the
deficit has reached a new plateau. There have
been rises before, notably in the early 1970s
in the days of the third Labour Government,
but recently there have been further increases.
The effect of the electoral cycle can be dis-
cerned easily (although it has become more
complex in the 1980s), but an important reason
for the growth of the Government’s deficit, as
with the overseas borrowing discussed in the
Monitoring Group’s first report,! was the at-
tempt to stabilise the economy in the face of
adverse external trends. The Labour Govern-
ment of 1972-75 attempted to maintain high
levels of employment in the face of the first oil
shock. However gdiven the climate of expecta-
tions built up in the commodities boom of the
early 1970s, it probably had no means of re-
ducing government expenditure quickly enough
for an immediate adjustment to the new cost
of imports anyway. More recently, the Govern-
ment has attempted to keep exporting profit-
able while investing in energy projects,
providing more transfer payments as unem-
ployment grew, and also maintaining the Na-
tional Superannuation scheme. It has achieved
this partly by in effect reducing some earlier
transfer payments, but it has also incurred a
large deficit which, through debt servicing re-
quirements, has grown in a cumulative fashion.
Despite the budget deficit, the economy has
not moved onto a path promising fast growth
or using all those who want jobs. One must
wonder whether in the current circumstances
the deficit stabilises the economy, or whether
it now actually runs counter to the changes
needed for higher growth and employment.

A large deficit does pose problems for the me-
dium-term adjustment of the economy. In es-
sence, although it would be necessary in a fuller
analysis to distinguish between its internal and

external receipts and expenditures, an increase
in the fiscal deficit leads to an expansion of the
money supply. In financing the deficit, this
impact on the money supply may either be
neutralised or it may remain. In the former
case, real interest rates are forced upwards and
in an economy where there is not a readily
apparent supply of investment opportunities
holding out to entrepreneurs prospects of high
returns, high real interest rates frustrate efforts
to secure higher economic growth and the re-
duced unemployment that would provide. If the
deficit is not financed in a non-inflationary way,
increased money supply and liquidity generate
price increases and inflation obscures the mar-
ket signals needed for both the public and
private sectors to move resources to their most
productive uses. Indeed, even suggestions that
it may not all be financed in an orthodox way
will feed inflationary expectations and be en-
tirely contrary to whatever effects the freeze
on prices and wages has had.

Examining the composition of the deficit shows
there is no easy route to achieve a substantial
reduction. Increasing taxation is unpopular and
may divert efforts from real income growth to
devices for securing untaxed capital gains. A
large shift to a different tax base cannot be
made quickly. Government expenditure is closely
tied to inflation and to established policies.
Furthermore, the effects of any reduction of
real government expenditure on output and
employment are likely to be dramatic even if
an increased government deficit now does little
to increase employment levels. (Because greater
unemployment increases government expendi-
ture, an attempt to reduce government expend-
iture without other contemporaneous changes
could well be self-defeating.)

A major reason for the recent renewed growth
of the deficit has been the cost of debt servicing
arising in part from the use of government
expenditure or tax incentives to provide assist-
ance to exporters. Policies to reduce the gov-
ernment deficit should include providing
assistance to exporters by some other means.
This area of assistance to primary and second-
ary industry, including the question of the ex-
change rate (which itself has considerable fiscal
significance), will be taken up in the Monitoring
Group’s third report to be published soon.

1. Economic Monitoring Group, Foreign Exchange Constraints,
Export Growth and Overseas Debt, New Zealand Planning
Council, 1983




CHAPTER 1

Trends in Public Expenditures and

Revenues

Each year the Minister of Finance introduces to
Parliament his Budget together with the Esti-
mates of Expenditure for the Government. These
set out, for debate by Parliament, the Govern-
ment’s intentions for expenditure and revenue
in the current fiscal year and review the fiscal
outturn for the previous one. In addition to a
department-by-department categorisation of ex-
penditure, the Estimates also contain a break-
down of government by function. Table 1 shows
the pattern of government spending over the
past 15 years and the changes in the share of
each category in overall government spending.

Figure 1 shows some of this data in pictorial

form.

Over the 15-year period there have clear]y heen
shifts (mostly gradual), in the relative impor-
tance of the various categories of expenditure
in relation to the total.

For most of the period administration has run
between 8% and 9% of overall expenditure. It
was significantly higher (around 11%) between
1973-74 and 1975-76, with the last two years
showing a declining proportion to around 6%.
These changes reflect shifts in the Government’s
consumer subsidies programme. Consumer sub-
sidies were expanded substantially between
1972-73 and 1975-76. They were temporarily
sharply reduced in 1976-77 but rose again from
the following year. In the most recent two-year
period the subsidies covering Railways social
services have been allocated to the transport and
communications category.

Expenditure on foreign relations has declined
over the period but has now levelled out at be-
tween about 6% and 6.5% of net expenditure.

COMPONENTS OF DEVELOPMENT OF INDUSTRY

1979 /80
Land Use (1) 315.7
Fuel and Power (2) 146.2
Other Industrial Services (3) 252.3
Total 714.2

1980,/81 1981/82 1982/83 1983/84

362.4 531.2 687.7 985.0
136.4 247.6 282.6 340.7
298.3 404.8 459.5 555.3
797.1 1183.6 1429.8 1881.1

(1) Mainly Ministry of Agriculture and Fisheries, the Forest Service and Department of Lands and

Survey
(2) Ministry of Energy

(3) Mainly Departments of Labour, Scientific and Industrial Research and Trade and Industry

Government fiscal support for the development
of industry has fluctuated over the 15-year pe-
riod. In the last financial year it reached 13.2%,
the highest level over the period.

The fluctuations in this category arise essen-
tially from changes in the level of fiscal support
for agriculture. This has been reinforced by var-
iations in outlays for the construction of power
stations, together with solid growth, particu-
larly in the late 1970s, in expenditure on schemes
to promote employment. (The provision of un-
employment benefits comes under the social ser-
vices category.)

In addition to this overt level of government
expenditure on development of industry, assist-
ance is given by means of tax deductions and
allowances to exporters, farmers and other busi-

ness. These tax allowances are called tax ex-
penditures. No official record is kept of the cost
of tax expenditures. Furthermore, through such
measures as low interest rate lending, the Gov-
ernment provides fiscal support to agriculture
and industry not fully reflected in the Estimates
of Expenditure considered by Parliament. In the
report of the Task Force on Tax Reform (April
1982), it was estimated that taxation incentives
and concessions for the business sector (which
cover incentives for exporting, farming, for-
estry, investment and other corporate activities),
totalled $470 million in 1980-81. (The question
of industrial protection and regulation is not
considered here as the principal instrument, im-
port licensing, does not have direct budgetary
implications.)

More recent data on the extent of government
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off-budget financial assistance to the business
sector is available from the report by Syntec
Economic Services, published in February 1984,
entitled The Structure of Industry Assistance in
New Zealand: An Exploratory Analysis. Esti-
mates of industrial assistance amounted to $654
million in 1980-81 and $683 million in 1981-
82.

It should be noted that these figures include
around $120 million of interest rate concessions
to the rural sector. These particular concessions
were not included in the Task Force’s estimates
but the Task Force did include about $100 mil-
lion of taxation concessions not picked up by
the Syntec study. Putting these estimates to-
gether it is thus likely that government fiscal
‘expenditure’ on development of industry is more
than $700 million higher (or around five per-
centage points higher as a proportion of total
government spending) than shown in the Esti-
mates of Expenditure tabled in Parliament.

Expenditure on education peaked at 17.6% of
net expenditure in 1971-72, but has declined
fairly steadily since. The decline over recent years
reflects at least in part the consequences of a
declining number of children of school age.

Social services expenditure, which averaged
22.7% of net expenditure in the seven years to
1975-76, rose to average 27.4% over the next
five years. The major component of that in-
crease was the rising gross cost of national
superannuation. (Part of this cost is recovered
through taxation of national superannuation).
The payment of unemployment benefits was
also a significant factor in the growth in social
services expenditure. Excluding these two sig-
nificant growth areas, social services expendi-
ture has been on a declining trend since 1976-
77. This is also true, although less marked, if
superannuation expenditure alone is excluded.

A number of significant social policies are also
provided through the tax system, for example

the family rebate (which in 1982 replaced the
low income, young family and spouse rebates).
The Task Force on Tax Reform estimated that
the cost of personal tax concessions amounted
to $582 million in 1980-81. However, some of
this amount represents incentives for particular
activities rather than tax benefits aimed at
meeting social needs. For example, about $200
million of this revenue foregone resulted from
the insurance and superannuation exemption.
Doubts must be raised about the social welfare
value of this tax exemption. In addition to tax
relief there is also the substantial implicit cost
of Government lending through the Housing
Corporation and Maori Affairs Department for
housing purposes, and of low rents on state
houses. The concession lies in the fact that
interest rates and rents charged are signifi-
cantly below the market rates and in 1980-81
amounted to about $200 million.

Expenditure on health fluctuated between 14%
and 15% over most of the 15-year period, but
its share has been declining since 1979-80 to
reach 12.7% in 1983-84.

The share of net government expenditure taken
by transport and communications is, at 3.8%
in 1983-84, less than half the proportion at
the beginning of the 15-year period.

Debt servicing and miscellaneous investment
transactions share of expenditure declined un-
til 1978-79 reflecting a falling off in investment
transactions, but since then it has risen to
15.7% in 1983-84, mainly as a result of the
sharply rising cost of servicing the public debt.
The movements in the two distinct sub-cate-
gories over the last five years are shown in the
following table. Miscellaneous investment
transactions, which involve government invest-
ment by equity or loan capital into government-
owned and other commercial enterprises, have
fluctuated widely. Debt servicing has, on the
other hand, risen solidly over the period to
nearly three times its 1979,/80 level.

Debt Servicing and Investment Transactions

1979,/80
Debt Servicing 776.4
Miscellaneous Investment
Transactions 4.2
Total 770.6

(See Table 6 for information on the public debt.)

Miscellaneous financing transactions covers
the financing of the Housing Corporation and
the Rural Banking and Finance Corporation.

1980/81 1981/82 1982/83 1983/84
896.9 1211.0 1492.6 2041.9

94.0 164.0 50.8 195.3

990.9 1375.0 1549.4 2237.2

There was a substantial increase in these trans-
actions in the mid 1970s but now seems to
have settled back to 3-4% of total expenditure,
as it was in the early 1970s.

Aggregate expenditure trends

Over the last 15 years aggregate government
expenditure has risen more than tenfold in
money terms, an average annual increase of
18.5%. The rate of increase in nominal terms
has not been even. As is seen in Table 4,
expenditure rose by 66% in the two years 1974-
75 and 1975-76.

FIGURE 2

Of more significance than the nominal expend-
iture data, are the data showing aggregate ex-
penditure as a proportion of gross domestic
product (GDP) and expenditure deflated by the
Consumers Price Index (CPI). Figure 2 shows
expenditure (and revenue) rising as a propor-
tion of GDP. (See also Tables 3 and 4) A
number of interesting observations emerge.
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{a) Government expenditure as a proportion of
GDP has been rising throughout the 15-
year period although not at a stable rate.
The following table shows the average for
each parliamentary term throughout the
period. (For the purposes of comparison,
expenditure is also shown as a proportion
of gross national expenditure (GNE).)
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Government
expenditure as a
percentage of

GDP GNE
1970-71 — 1972-73 28.1 28.2
1973-74 — 1975-76 33.8 31.8
1976-77 — 1978-79 36.1 35.7
1979-80 — 1981-82 37.2 36.5
1982-83 — 1983-84 40.5 40.0

(2 years)




The most rapid build-up clearly occurred
during 1973-74 and 1975-76. The above
averages mute the rapid increase over this
period when, as a proportion of GDP, gov-
ernment expenditure rose from 28.6% in
1972-73 to 38.1% in 1975-76, an increase
of nearly 10 percentage points. As a pro-
portion of gross national expenditure, the
rise in aggregate government expenditure
in the term of the 1972-75 Labour admin-
istration is much less dramatic. This re-
flects the fact that over this period GNE
(including both public and private sectors)
was rising much more rapidly than GDP.
The consequence of expenditure rising
faster than production was a marked run-
down in the current account of the balance
of payments. This surge in the mid 1970s
can be seen partly as a response to the
dramatic change in international economic
climate. There was pressure internationally
that the develoned world should not re-
spond to the oil shock (and the substantial
transfer of income to the oil producers that
implied), by economic deflation to correct
balance of payments deficits. This perspec-
tive coincided with the way New Zealand
had traditionally handled adverse shifts in
the balance of payments — seeking to ride
them out without severe demand deflation.
Over the succeeding two parliamentary
terms, the upward movement of govern-
ment expenditure as a proportion of GDP
has been much more modest. However, the
last two financial years have seen a signif-
icant upward movement in this ratio.

Once the share of government expenditure
has expanded it has not been reduced for
other than a short period. While there are
occasions when the ratio of government
expenditure to GDP has fallen, the graph
shows that it does not come back to the
previous take-off level. There is a clear
upward ratchet. After the very rapid expan-
sion during the mid 1970s, government
expenditure remained between 35% and 40%
as a percentage of GDP. A worrying feature
is that in the most recent years there has
been another clear upward shift in the ratio
of government expenditure to GDP. This
carries with it the attendant difficulties of
reducing the ratio in future years, without
making some major policy changes.

Table 4 shows the impact of the electoral
cycle on the fluctuations in government
expenditure (see Figure 3). When net gov-
ernment expenditure is deflated by the CPI
it can be seen that there has been a decline
in ‘real’ expenditure, particularly in the last
three post-election years. Even in 1973-74
there was a reduction in the rate of increase

in ‘real’ expenditure. (This is matched by a
noticeable reduction in ‘real’ revenue in
pre-election years — except in the most
recent period. See also Table 4.) Thus gov-
ernment expenditure has had a destabilis-
ing effect on the economy, and this has
imposed costs on the private sector.

(d) Over the 15-year period there has been
substantial ‘real’ expenditure growth, av-
eraging 5.7%. While ‘real’ growth has on
average been much lower since 1975-76 at
2.5%, it has still been in excess of real GDP
growth.

Revenue Trends

Table 2 shows trends in government revenues
over the last 15 years (see also Figure 2). Total
government revenue has risen at a slower av-
erage rate than expenditure (16.9% per annum
compared with 18.6% per annum). When ex-
pressed as a proportion of GDP, total revenue
has been remarkably stable. Throughout the
early 1970s it varied between 25% and 27%
but in 1974-75 moved up to over 30%. Since
then it has varied between 29% and 34% but
on a gently rising trend. The following table
shows the revenue take as an average propor-
tion of GDP over each parliamentary term.

Government
Revenue as a
percentage of GDP

1970-71 — 1972-73 26.4

1973-74 — 1975-76 28.8

1976-77 — 1978-79 30.7

1979-80 — 1981-82 31.4

1982-83 — 1983 /84 33.4
(2 years)

The changing proportions of direct and indirect
tax throughout the period are significant. As a
proportion of total revenue, direct taxation rose
from 63% in 1969-70 to 71% in 1973-74 and
varied between 68% and 71% up to 1982/83.
In 1983 /84, however, direct tax was the lowest
proportion of total revenue since 1972/73.
The trend of direct tax masks the divergent
trends of the two major components. Nominal
personal income tax has increased by a factor
of 12 while nominal company income tax has
risen by a factor of 3.5 over the period. Deflated
by the CPI, personal income tax has increased
by about 160%, while company tax has de-
creased by about 25%. As a proportion of total
revenue, personal income tax has increased from
42.4% to 60.5%, while company tax has de-
creased from 18.6% to 7.8% (see Table 5).

As mentioned above, changes in revenue have
contributed to the fiscal instability surrounding
the electoral cycle. This is best seen in the
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series deflating direct taxation by the CPL In
1975 and 1978 ‘real’ direct taxation was re-
duced. In 1972 the rate of increase was lower
than adjacent years and in 1981 the tax re-
duction came somewhat earlier, applying from
February 1981 (i.e. in the 1980,/81 financial
year). Thus in fiscal terms, the election cycle
seems to have been characterised by direct tax
reductions in ‘real’ terms prior to an election,
followed by expenditure reductions in ‘real’
terms in the post-election year. This has been
a significant element in fiscal instability, and,
given the size of the government sector, in the
economy as a whole.

FIGURE 3

Trends in the Fiscal Deficit

Given the changes in government expenditure
and revenue outlined above, the residual (i.e.
the fiscal deficit) has fluctuated markedly over
the last 15 years (see Figure 4). There has,
however, been a clear rising trend as shown in
the following table. Both these aspects (i.e.
instability and increased size relative to GDP)
are matters of concern in terms of economic
development.
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Fiscal Deficit

as a percentage

of Government Expenditure

1970-71 — 1972-73 5.9
1973-74 — 1975-76 14.3
1976-77 — 1978-79 14.8
1979-80 — 1981-82 15.5
1982-83 — 1983-84 18.0

Figure 5 shows more dramatically the move-
ments in the deficit as a proportion of GDP.

The most recent substantial increase in the
deficit (between 1982-83 and 1983-84)
amounted to $1,217 million. The two major

FIGURE 4
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as percentage
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expenditure components contributing to that
were an increase of $451 million for the de-
velopment of industry and a $549 million in-
crease in debt servicing. The substantial
reduction in personal tax contributed heavily
on the revenue side.

GOVERNMENT REVENUE AND DEFICIT

% AS A PROPORTION OF GOVERNMENT EXPENDITURE

100

90

80

70

60

50 REVENUE 20

40 40

30 30

20 20

10 10
S essde
© X Q&L S Y YR

10

BUDGET DEFICIT AS PERCENTAGE OF GDP

FIGURE 5

%
951
4.0

9.0

8.5

8.0

7.5

7.0

6.5

6.0

5.5

11

3 YEAR
AVERAGE

5.0

4.5

3.5

3.0

2.5=

2.0

1.5 —

o

84

83

82

81

80

79

78

77

76

75

T4

73

72

71

Year ended 31 March




CHAPTER 2

Future Trends in Public Expenditures

and Revenues

Future levels of government expenditure, even
on the basis of existing policy, depend heavily
on a number of economic factors and others as
yet unknown. These include the rate of inflation,
the rate of increase in public sector salaries, the
rate of economic growth, the level of interest
rates, movements in the exchange rate and de-
mographic factors. The following section endea-
vours to sketch out the likely parameters of
government expenditure and revenue for the
next three years or so, together with the main
areas of variability.

Expenditure Trends

The functional classification of expenditure used
in Chapter 1 is also used in this section. How-
ever, because we are dealing with broad future
trends rather than detailed historical data, it is
more useful to look at the major determinants
of future expenditure trends rather than seek to
provide a forecast of each category of expendi-
ture.

The continuation of existing policies will mean
expenditure in administration, foreign relations
and transport and communications will probably
continue to rise at about the same rate as infla-
tion.

Under current policies, expenditure on educa-
tion s likely to rise at a slightly slower rate than
the rate of inflation, mainly as a result of declin-
ing rolls in primary and, to a lesser extent, sec-
ondary schools. In addition to the direct salary
and other running costs, this will also affect
expenditure on school buildings and on teacher
training. As a partial offset to the effect of de-
clining rolls, expenditure may increase faster
than inflation in respect of kindergarten and ter-
tiary education. A major uncertainty lies with
the impact unemployment will have on second-
ary school rolls and on the numbers of people
involved in tertiary education. Also, any policy
decision to take advantage of the declining roll
situation to effect qualitative improvements in
the education system would mean the potential
fiscal savings would not be realised.

On the other hand, expenditure on health is
likely to increase slightly faster than the rate of
inflation. Most Department of Health expendi-
ture relates to hospitals. Demographic factors,
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such as the growth and ageing of the New Zea-
land population, will lead to pressure for higher
health expenditure.

It is in the other categories of expenditure that
the major scope for variations in government
expenditure lies (i.e. in respect of development
of industry, social services, debt servicing and
miscellaneous investment and financing trans-
actions).

Development of Industry

This has been one of the major growth areas of
government spending over recent years. There
are three main subsections: land use, fuel and
power and other industrial services.

(i) Land Use

Expenditure under this heading over the next
three years will be heavily influenced by deci-
sions to be taken on assistance to agriculture,
especially by means of Supplementary Minimum
Prices (SMP’s). The 1983 Budget stated that the
SMP’s then in force would remain at least at
that level for a further two years. No commit-
ment exists beyond that. If the SMP levels are
not revised upward and the scheme not extended
beyond 1984-85, expenditure could be expected
to decline to zero in 1986-87 (assuming world
market prices expressed in NZ dollars increase
over this period). Without the end of year finan-
cial adjustments, expenditure on SMP’s in 1983-
84 is estimated to be around $350 million. An
alternative assumption would be for this level of
assistance to remain in one form or another
throughout the period. Clearly the level of ex-
penditure on SMP’s depends crucially on the
assumptions made. For example, an increase of
5% in the level of SMP’s in 1984-85 would in-
crease expenditure in 1985-86 by about $40
million. (The recent announcement of one-year
payments to the Producer Boards, instead of
SMP’s, still leaves open the medium-term ques-
tion of the level of support for agriculture.)

(ii) Fuel and Power

Net expenditure in this category will be influ-
enced by two main factors; firstly, the reduction
in expenditure associated with major energy-
based projects and secondly, revenue returns

from some of these projects and from the sale
of oil and gas. Over the next three years or so,
there will be substantial revenue flows from the
methanol and synthetic petrol plants but the
timing of the receipt of the revenue remains
variable.

There are two major variables. Demand for
energy is difficult to forecast accurately, de-
pending as it does on a number of imponder-
ables such as the weather. Furthermore, the
revenue forecasts are inextricably tied up with
the pricing policy the Government adopts with
regard to each product.

(iily Other Industrial Services

The main element in this category is expendi-
ture by the Labour Department. Expenditure
on employment and training is the largest com-
ponent, and there are a number of significant
variables. For each additional 1,000 jobs cre-
ated under the public sector job creation pro-
grammes, the fiscal cost is about $11 million
per annum. The private sector programme will
be replaced by the Employment Incentive
Scheme from August 1984. This scheme, which
is available to a wider group of employers, will
result in additional fiscal costs.

Funding for non-earners under the Accident
Compensation Commission (ACC) is likely to
grow significantly over the three years.

On the other hand, there will be growing rev-
enue arising from import licensing tendering as
the volume of such licence tendering increases.

Over these next few years decisions on major
tax expenditures such as export incentives will
be important, in regard not only to the issues
themselves, but also to the impact on the fiscal
situation.

Social Services

Over half of social services expenditure is on
national superannuation. An increase of about
2% per annum is likely in the numbers of those
eligible for national superannuation. Again this
is subject to variation — a 1% change in the
total number of those eligible leads to a vari-
ation in expenditure of about $30 million.

Those eligible for the domestic purposes benefit
are likely to increase by about 10% per annum
if past trends are any guide. This is subject to
much more uncertainty than with national su-
perannuation — a variation of 5% in the total
number eligible represents an expenditure shift
of about $25 million.

The number likely to receive unemployment
benefit is even more difficult to predict. A var-
iation of 10% from present numbers would
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involve an expenditure change of about $30
million. Expenditure on family benefit, invalids
and sickness benefits will overall probably show
little variation in real terms.

Increases of these magnitudes will also lead to
higher levels of administrative expenses.

Overall there will continue to be growth in real
terms in social services expenditure which re-
flects largely demographic factors.

Debt Servicing

Two major factors affect the level of debt serv-
icing (i.e. interest payments on public debt).
These are the stock of debt and the level of
interest rates, and apply to public debt held
both in New Zealand and overseas. As far as
overseas debt is concerned, variations in the
exchange rate between the NZ dollar and the
currencies in which the debt is denominated
will affect the NZ dollar value of both the stock
of debt and the level of interest payments.

At 31 March 1983 the stock of public debt
totalled $18.7 billion. During 1983/84 the
stock of public debt is likely to have increased
by about $3 billion to about $22 billion. In the
view of the Monitoring Group it is likely the
stock of public debt, both external and internal,
will continue to rise by $2 billion-$3 billion per
annum over the next three years.

The cost of servicing the existing stock of debt
is largely already determined by the arrange-
ments presently entered into. The growth in
debt servicing, from the $2,042 million in 1983-
84 will largely be determined by additions to
the debt at the interest rates then current. At
an interest rate of about 10% the cost of debt
servicing will increase by between $200 and
$300 million per annum over the next few
years.

The growth in public debt and in debt servicing
is a crucial matter in controlling the fiscal
deficit. Large fiscal deficits increase debt which
adds to interest payments required to service
the debt, which in turn, further enlarges the
size of the deficit. The recent tendency towards
debt instruments having large real interest rates
(about 5%), which are tied to the rate of infla-
tion, is of concern in this regard as it implies
heavy debt servicing commitments into the fu-
ture. Any attempt to restrain the growth of
interest payments through increasing the money
supply (monetising the deficit), would be
counter-productive as the increase in the money
supply would spill over into imports and in-
crease the current account deficit on the bal-
ance of payments. This would then need to be
covered by overseas borrowing. Furthermore,




expectations of higher inflation would also lead
to higher domestic interest rates.

This escalating cycle of large deficits leading
to higher debt and, through higher servicing
costs, to larger deficits, is operating strongly
in New Zealand at present. Control of it is an
important ingredient in overall fiscal control.

Miscellaneous Investment
Transactions and Miscellaneous
Financing Transactions

The former category covers appropriation of
funds for advances to, or for an acquisition of,
an interest in commercial ventures. It also in-
cludes the cost of government participation in
international organisations such as the Inter-
national Monetary Fund (IMF). As can be ex-
pected, expenditure under this category varies
from year to year in relation to government
decisions on the capital requirements of gov-
ernment-owned corporations (mainly). Addi-
tional capital to Petrocorp, NZ Steel
Development Ltd and the Tourist Hotel Cor-
poration is likely and further capital injections
to organisations such as Air New Zealand, the
Bank of New Zealand and the Shipping Cor-
poration cannot be ruled out.

The latter category (miscellaneous financing
transactions) provides for the net loan financing
of the Housing Corporation and Rural Bank.
In recent years this has totalled around $400
million per annum. However, both these cor-
porations will probably be seeking to raise some
of their own capital directly from the market
and this could reduce the amount required.
Furthermore, the Government has intimated it
may sell part of its shareholding in some gov-
ernment-owned corporations. However, neither
of these moves would be likely to alter pressure
on capital markets as they would not change
overall demand for loanable funds. Sales of
state-owned enterprises would produce only a
one-off cash flow in exchange for foregoing
future profits.

Revenue Trends

On the revenue side there are a number of key
issues.

(a) If present tax policies are continued, growth
in revenue will come through growth in
incomes (both personal and corporate) and
through increase in the consumption of
taxed goods. With a progressive personal
income tax structure, tax revenue will rise
faster than income growth. The extent of
revenue growth over the next few years
will therefore depend heavily on the rate of
inflation and the rate of real growth.
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(b) A major policy issue is what will be done
about fiscal drag. Although the extent of
fiscal drag has been reduced through the
introduction of the new tax scales in 1982,
there is still a substantial amount of reve-
nue at stake. For example, with an inflation
rate of 7% and a rate of real economic
growth of 2%, the process of fiscal drag
will generate about an additional $1,000
million in revenue by the end of 1986-87.
Over recent years governments have chosen
to ‘give back’ in the form of tax cuts at
least part of fiscal drag revenues. This has
been done either through alterations to the
tax scale or by upgrading the tax allow-
ances and rebates.

(c) Various export tax incentives are scheduled
to terminate on 31 March 1985. If they are
extended beyond that date, or if they are
replaced by schemes with a similar fiscal
impact, revenue will be reduced by about
$400 million in 1986-87.

(d) If the temporary surtax on the higher tax
brackets was removed, tax revenue would
be reduced by around $90 million.

Thus, apart from the particular ‘lumps’ of rev-
enue mentioned in points (b)-(d) above, the rate
of growth of revenue depends on what happens
in the economy, particularly with the rate of
inflation and the rate of real growth. It is
unlikely, however, that over the next few years
there will be sufficient revenue growth on the
basis of existing tax structures to close sub-
stantially the deficit.

Consequences for the Deficit

The factors highlighted in the previous two
sections are the keys to the size of the fiscal
deficit over the next few years. Important policy
decisions would be required to alter signifi-
cantly the trend in government expenditure
particularly in view of the growth in eligibility
for most social welfare benefits, combined with
indexation of most benefits and given the con-
tinued growth (and in some cases indexation)
of debt servicing.

Clearly the question of the level of fiscal as-
sistance to industry, both primary and second-
ary, involves major decisions over the next few
years with many hundreds of millions of dollars
at stake. Further, adjustments to the income
tax scale, or to tax rebates, to return fiscal
drag to taxpayers or to remove the temporary
surtax on the higher tax brackets, will also
have a substantial impact on the deficit, unless
they are accompanied by an extended indirect
tax base such as envisaged by the Task Force
on Tax Reform.

While the fiscal deficit may show some improve-
ments in the immediate future as a result of
additional taxation revenues arising from the
present period of economic growth, it is the
Monitoring Group’s view that the deficit will
remain a problem of economic management
over the medium term. Without a consistently
firm approach to fiscal matters, (not character-
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istic of governments in the past), the deficit
will remain well above the stated medium-term
objective of 3-4% of GDP, expressed in the
National Government’s National Development
Strategy.?

2. Minister of National Development, The National Develop-
ment Strategy, 1983




CHAPTER 3

The Fiscal Deficit and the Economy

The previous two chapters have described and
analysed the trends in government expenditure
and revenue and the fiscal deficit. These indi-
cate the fiscal deficit is on a rising trend (with
fluctuations) and that previous attempts to re-
duce expenditure have not significantly affected
the deficit other than in the short term. Fur-
thermore, the outlook for the future seems to
signify the deficit is unlikely to be reduced
substantially without major policy changes.

Clearly the primary purpose of government ex-
penditure is to provide goods and services to
the public. In doing this the Government di-
verts resources from other uses and thereby
alters resource allocation in the economy. A
key requirement is that these goods and ser-
vices be provided in such a way that maximises
the net benefit to society. This means that
capital expenditures should be assessed on the
basis of their rate of return, that current ex-
penditures should be targeted well so that bene-
fits exceed costs, and that revenue should be
raised in such a way that minimises efficiency
costs on the economy (in terms of resource
allocation).

In addition to these efficiency questions it needs
to be asked whether a high deficit has adverse
macroeconomic consequences. The next sec-
tions of the report move from what is essen-
tially a description of trends to a discussion of
the economic impact of fiscal deficits especially
with respect to the level of activity in the
economy (and therefore employment) and the
rate of inflation.

(a) Does higher government spending in-
crease economic activity?

Macroeconomic policy-making in most western
countries since the Second World War has been
based on the concept that by expanding or
contracting the fiscal deficit, a government can
regulate the level of activity in the economy.
The theoretical underpinning for this was in
the work of Lord Keynes who promoted the
idea that the way out of the depression of the
1930s was through the expansion of govern-
ment economic activity. Expansion of govern-
ment spending would increase the level of
aggregate demand for goods and services within
the economy and thereby promote increased
production and employment (provided there was
surplus capacity in the economy, as there was
in the 1930s).
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Keynes also postulated that a reduction in gov-
ernment spending at a time when excess ag-
gregate demand was putting pressure on
inflation or the balance of payments, or both,
would be an appropriate macroeconomic re-
sponse.

In more recent years, New Zealand govern-
ments have used fiscal policy (among other
things) as a regulator of economic activity —
expanding government spending (or reducing
taxation) when economic activity eased (e.g.
1972), and reducing expenditure (or increasing
taxation) when signs of excess demand ap-
peared in the economy (e.g. 1967).

The success of this sort of stabilisation action
depends crucially on timing and it has clearly
been difficult to ensure that the impact of fiscal
policy coincides with the appropriate stage in
the economic cycle. There are a number of lags
which make it difficult to achieve the desired
impact at the right time. There are delays in
recognising the problem, analysing it, devising
an appropriate response and finally in waiting
for the response to take effect. Thus there is
no guarantee that by the time a policy response
impacts on the economy it is the appropriate
policy for the situation then pertaining. In New
Zealand history, movements in real government
expenditure have tended to be pro-cyclical rather
than anti-cyclical, indicating that the timing of
government’s fiscal response to economic activ-
ity has not always been appropriate. For ex-
ample, in 1972 the economy was already
beginning to expand when it was stimulated
further by the budget of that year. This exac-
erbated the economic stress caused by the in-
ternational boom in 1973-74.

However, while there are delays in formulating
fiscal responses to economic developments, most
developed economies have in-built responses
which tend to operate automatically. For ex-
ample, as the economy contracts, incomes, both
business and private, will tend to fall and this
will reduce the Government’s tax take, and,
other things being equal, will increase the def-
icit and the fiscal stimulus. Furthermore, the
more or less automatic availability of unem-
ployment benefits will mean expenditure will
increase without further policy decision as un-
employment rises with the economic downturn.
Conversely, when the economy is expanding,
incomes will generally be rising and, given the
progressive nature of the personal income tax

scale, tax revenues will be rising even faster,
thus tending to reduce the fiscal deficit. Ex-
penditure on such things as unemployment
benefits will also tend to decline.

A part of the fiscal deficit thus relates to the
stage of the cycle through which the economy
is passing. During recessionary times the deficit
will tend to be higher, as revenues are reduced
and expenditure on social support increased.
The converse is true in expansionary times.

Even the automatic stabilisers, as they are
called, sometimes involve delays. For example,
corporate taxation, which is not on a PAYE
basis, does not immediately reflect changes in
company incomes. In fact, sometimes the higher
tax bill falls due once incomes have started to
decline again.

Another powerful stabilising force is the cur-
rent account of the balance of payments. An
expansion of the fiscal deficit, particularly if
the monetary impact is not neutralised, will add
to demand for imports and lead to a worsening
of the current account of the balance of pay-
ments. This in turn will contract the money
supply and help to rectify the problems asso-
ciated with the initial expansion of the money

supply.

Over recent years the automatic stabilisers have
assumed considerable importance in developed
countries. A recent review of fiscal policy
showed that over the period 1971-1982, the
impact of unemployment on fiscal deficits in
the seven major OECD (Organisation for Eco-
nomic Cooperation and Development) econom-
ies accounted for over three percentage points
of the deficit as a percentage of GDP.

Given that the New Zealand economy has largely
been in recession over recent years, it is to be
expected that some part of the deficit reflects
this fact; this is the cyclical component of the
deficit. The balance of the deficit is structural
— that is, it would be present even if the
economy was in a state of full employment. In
the Monitoring Group’s view the fiscal deficit
is not just a transitory problem that will correct
itself when the economy comes right. It is
largely a structural problem and will require
structural policy changes on either the revenue
or expenditure sides, or both, to correct it.

It would be expected that an expansion of
government expenditure would, at least in the
short run, have an impact on the economy
greater than the initial impulse from the Gov-
ernment. The size of the expansion of the
economy in relation to the expansion of gov-
ernment expenditure is called the fiscal multi-
plier. An expansion in government expenditure,
or a reduction in taxation, would lead to an
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increase in incomes in the community, either
generally (as in the case of a tax reduction), or
in the sectors providing the additional goods
and services sought by the Government. These
higher incomes themselves generate additional
demand for goods and services and so on. Parts
of these higher incomes will not have an impact
on domestic consumption of home-produced
goods as they will be saved rather than spent,
or will be spent, directly or indirectly, on im-
ports. Thus as the process goes on, there will
be a ‘dilution’ of the income generating effect
of the initial expansion of government expend-
iture. The eventual size of the expansion in
aggregate demand reflects the extent of these
leakages from the system in terms of higher
savings or imports. The larger the multiplier,
the greater the eventual increase/decrease in
aggregate demand for any increase/decrease in
government outlays.

The effectiveness of fiscal policy in relation to
economic activity is the extent to which the
multiplier is above unity. If the fiscal multiplier
is greater than unity, then an expansion of
government expenditure will lead to an expan-
sion of overall demand greater than the size of
the original stimulus. If the fiscal multiplier is
less than unity then an initial expansion will
lead to a smaller expansion of overall demand
than the size of the original stimulus.

The size of the multiplier depends partly on
the method by which an expansion of govern-
ment spending is financed, and on the time
which has elapsed since the initial fiscal stim-
ulus.Thus a fiscal stimulus may lead to an
initial expansion of demand but as time elapses
and as the method of financing takes effect,
the size of the multiplier may fall or even
become negative. We shall look at this further
when dealing with the financing of the deficit.

Recent experience, not only in New Zealand

{_but also in other developed countries, has cast
doubts on the efficacy of fiscal action as a
means of promoting economic activity. Persist-
ently high deficits have not been able to prevent
rising unemployment. Studies by the OECD
indicate that the fiscal multipliers in developed
countries may not be the same in the case of
fiscal expansion as in the case of fiscal re-
trenchment.

Attempts to stimulate economic activity in the
1970s both here and in major developed econ-
omies overseas, led to rapidly rising fiscal def-
icits but very little sustainable real economic
activity. This would seem to indicate a low fiscal
multiplier.

Conversely, in the late 1970s and early 1980s,
as governments sought to rectify their ex-




tended budgetary positions, it was found that
an attempted reduction in the fiscal deficit led
to a significant contraction in economic activity
but with little actual impact on the deficit.

This seems to indicate that a more substantial
multiplier was in operation during fiscal re-
trenchment. One reason for this was that as
the economy contracted, the action of the au-
tomatic stabilisers (viz. lower tax receipts and
higher unemployment-related expenditures)
combined with persistently rising debt servicing
offset, at least in part, the fiscal effect of the
original expenditure cuts or tax increases. Fur-
thermore, the monetary impact of reducing
government expenditure was more immediate
than in the case of increasing government ex-
penditure. (An expanding monetary base is not
fully effective until demands for credit expand
to take up the additional lending capacity avail-
able)) Thus a cut in government expenditure is
likely to have a much greater impact on eco-
nomic activity, especially initially, than an
equivalent increase in government expenditure.
In other words, in situations of fiscal expan-
sion, the multiplier seems to be small, but in
cases of fiscal contraction, the multiplier ap-
pears to be somewhat larger.

This apparent lack of symmetry in the size of
the multiplier between an increase and a de-
crease in government expenditure was also
shown by research done on the New Zealand
economy by the Reserve Bank in 1978.3

This work also gave an insight into the size of
the various multipliers. Two financing assump-
tions were used: firstly, when an expansion of
government expenditure is financed by mone-
tary expansion; and secondly, when it is fi-
nanced by an equivalent increase in taxation
revenue. In the former case, the impact on GNP
of a change in government expenditure was
about twice the size of the initial change after
about three years and then reduced slowly as
time went on. In the latter case (when taxation
revenue was raised to finance an expansion in
government spending), the multiplier with re-
gard to GNP was initially small and positive
but soon declined to around zero, or even neg-
ative, after a little over one year.

More recent work in the Reserve Bank* using
a revised model of the New Zealand economy
indicates that the fiscal multiplier in relation to
output may be considerably smaller than
thought earlier and very much smaller than
unity, even when the increase in expenditure is
financed by monetary expansion.

3. Spencer, G.H., (ed), The Reserve Bank Econometric Model:
A Revised Structure and some Policy Simulations, Reserve
Bank of New Zealand, 1978

4. Grimes, A., (ed), A Revised Reserve Bank Core Model with
SNA Data, Reserve Bank of New Zealand, 1983 and Carey,
D.A., Experimenis with a Revised Core Model, Reserve Bank
of New Zealand, 1984
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The 1981,/82 economic upturn illustrates the
way in which growth in savings and imports
neutralised what was essentially a fiscally stim-
ulated expansion, so that there was little growth
in consumption and employment.

In that year real GDP grew by 4.4%, while the
budget deficit was 6.2% of GDP. Real private
sector savings grew by 15.5% and import vol-
umes expanded by 11.6%. Real disposable
household income growth and real private con-
sumption increased by 1.0% and 2.1% respec-
tively. Growth in employment was small at 1.7%.

Present economic thinking attributes the
changed effectiveness of fiscal policy from what
appeared to be the case 20 or more years ago,
to shifting attitudes and expectations in the
community. There is now a growing belief that
changes to fiscal deficits do not have the pre-
dictable impact on aggregate demand previ-
ously thought to exist. The change in spending
that flows from any given fiscal action depends
not only on the impact on consumers’ incomes
but also on expectations about how it will affect
future incomes and tax liabilities. For example,
continuing large fiscal deficits can raise concern
about future financing of deficits and the serv-
icing of the growing stock of debt. A sharply
rising stock of public debt involves the possi-
bility that either taxes will need to be raised to
service the debt or else the pressure to monetise
it will prove to be irresistible for a future gov-
ernment, with the likely inflationary conse-
quences. With these factors in mind,
businessmen and consumers are likely to adopt
a cautious approach to what they perceive as
a temporary government-induced increase in
their incomes.

(b) Financing the deficit®

The impact on the economy of the fiscal deficit
depends on the method by which the deficit is
financed. In The Stabilisation Role of Fiscal
Policy,® Deane and Smith list four options
available for financing the Government’s deficit
as:

(a) borrowing from the Reserve Bank or run-
ning down cash balances at the Reserve
Bank

b) overseas borrowing

c) borrowing from the trading banks

d) borrowing from the non bank private sec-
tor.

5. The discussion in this section assumes that taxes are not
raised to cover the deficit. While tax increases may be part
of any policy package aimed at achieving the required struc-
tural changes in the New Zealand economy, a substantial
increase in net taxation may not be appropriate in the light
of the likely multiplier effect inherent in such an action which
would deflate the economy. (The third report of the Monitor-
ing Group, due to be published soon, discusses possible
measures to achieve the desired structural change.)

6. Deane, R.S. and Smith, R.G., The Stabilisation Role of
Fiscal Policy, New Zealand Planning Council, 1980

The fact that the Government spends more than
it receives in revenue leads to an expansion of
the money supply. The various methods of
financing differ in the extent to which they
neutralise that increase in the money supply
for any given stance of monetary policy.

A key question in examining the various meth-
ods of financing the deficit is the extent to
which they facilitate the monetisation of the
deficit (i.e. the extent to which they lead to an
expansion of the money supply). Generally
speaking, there is a declining risk of monetis-
ation associated with financing the deficit as
one moves down the list. Borrowing from the
Reserve Bank carries a high risk of monetisa-
tion, while borrowing from the non bank pri-
vate sector carries a lower risk of monetisation.

The process is broadly as follows. By spending
more than it receives, the Government either
borrows from the Reserve Bank, where the
Public Accounts are held, or it runs down
positive balances held at the Reserve Bank.
This expands the money supply which ends up,
in large part, as deposits with the trading banks,
thereby increasing trading bank reserves. Ini-
tially these reserves will be held in short-term
government securities (e.g. Treasury Bills)
pending an increase in the demand for other
higher returning loans. If any trading bank
experiences a higher demand for loans, it may
discount its government securities with the Re-
serve Bank to obtain cash to meet this demand
for lending.

The Government may seek to limit the growth
in some of these cash, or near cash, reserves
by offering government securities to the gen-
eral public or by selling less liquid longer ma-
turity stock to financial institutions. If the
general public takes up and continues to hold
government securities, the monetary impact of
the deficit is neutralised to that extent. In order
to purchase these securities the public will, in
general, draw down balances at trading banks
(or at other financial institutions which in turn
will draw down their balances at trading banks).
This will reduce the reserves of the trading
banks. However, many of the government se-
curities held by households are in practice rel-
atively easy to redeem for cash. The extent to
which they continue to hold these securities
therefore depends largely on the rate of return
relative to other rates of return available.

The corporate sector, especially financial insti-
tutions, has discounting facilities available and
the government securities it holds may well
find their way back into the hands of the Re-
serve Bank via the trading bank discounting
facility with the Reserve Bank. The crucial
thing is for the Reserve Bank to keep up the
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required rate of sales of government securities
to cover not only the current deficit but also
redeeming and discounting of previously held
securities.

Overseas borrowing, while it may provide the
accounting means of covering the Govern-
ment’s deficit, does not lead to a neutralising
of the monetary effects of the deficit. Its prime
purpose is to cover the deficit on overseas
exchange transactions, not the fiscal deficit. An
expansion of the fiscal deficit, whose monetary
effects are not neutralised, may well lead to the
need to borrow overseas to cover the rise in
imports that will occur.

Thus, while in one sense it is useful to look at
the various sources from which the Govern-
ment may seek to finance its deficit from an
accounting point of view, these cases are not
wholly distinct from a monetary policy point of
view. More important than the source from
which it seeks to cover its deficit, is the liquid-
ity of the government securities sold. The main
aspects of this are the type of government
security issued, the rate of return from the
stock, the discount policy operated by the Re-
serve Bank and public sector security ratios
imposed on financial institutions. The objective
in monetary policy terms is to seek to ‘lock-in’
the debt so that it cannot lead to an increase
in the money supply. We look at each of these
aspects in turn.

(i) The type of security issued

Short-term securities which require constant
refinancing, or securities which can be readily
redeemed or discounted, are relatively liquid.
On the other hand, securities that have longer
terms or that cannot be redeemed or discounted
without significant financial cost, do tend to
neutralise successfully the monetary conse-
quences of the Government’s deficit. Important
elements associated with relatively illiquid gov-
ernment securities are clearly the rate of return
and the ease with which securities can be dis-
counted.

(i) The rate of return

Clearly it is possible for the Government to
neutralise the monetary consequences of the
fiscal deficit by offering rates of return on gov-
ernment securities which are very attractive to
investors. The converse follows inevitably that
artificially low interest rates on government
securities increase the risk of the deficit being
monetised.

(iii) Discount policy

The terms under which the Reserve Bank will
buy back government securities from the trad-
ing banks is important in determining the ease
with which financial institutions will be able to




meet demands for loan finance. Discount policy
therefore affects the profitability associated with
an expansion of lending. Thus discounting
terms which are financially unattractive to the
trading banks are likely to be reflected in un-
attractive discounting terms offered by trading
banks to their clients. This will slow monetary
growth,

(iv) Public sector security ratios

The Government generally has imposed on fi-
nancial institutions requirements regarding their
holdings of government securities. Sometimes
this has been used as a means of financing
fiscal deficits without paying the rates of inter-
est that would have been necessary on the open
market. By increasing or decreasing this re-
quirement, the Government may alter the avail-
ability of funds financial institutions have for
lending. Thus even short-dated stock at low
interest rates can be locked in by government
regulation which forces financial institutions to
hold a higher level of government securities
than they would choose to. However, this would
reduce the competitiveness of these institutions
over time and cause them to lose market share
to other non-ratio institutions. In the longer
run this could undermine the ability of the
Government to control monetary growth.

Thus, whether or not the deficit ends up being
monetised is a complex question. It depends
not only on the source from which the Gov-
ernment borrows, but also on a range of mon-
etary policy questions. What can be said,
though, is that for any particular stance of
monetary policy, the deficit is less likely to be
monetised if financed in New Zealand from the
non-financial institution sectors (i.e. from
households and from the non-financial corpo-
rate sector). The monetary consequences of the
deficit can, however, be neutralised if it is fi-
nanced from financial institutions and is accom-
panied by appropriate monetary policies to ‘lock’
it in.

The following table shows the extent to which
the Government has financed its deficit from
‘non-M3’ sources (see footnote to the table for
definition). While this category does contain
some financial institutions, it suffices as a rough
and ready proxy for borrowing which is more
likely to neutralise the monetary consequences
of the Government’s deficit. Over recent years
between a third and a half of the deficit has
been financed in this way, although the last
two years show a significant upward shift.

GOVERNMENT FINANCING TRANSACTIONS
Financed by: Borrowing from

(1) (2)

3)

$ Igll(lilolsl ye?]r Deficit Before Non-M3 ** % of Deficit Other *
ended Marc Borrowing Institutions Institutions
1976 1,002 106 (11) 896
1977 506 108 (21) 398
1978 694 219 (32) 475
1979 1,446 496 (34) 950
1980 1,027 393 (38) 634
1981 1,525 483 (32) 1,042
1982 1,818 711 (39) 1,107
1983 1,767 905 (51) 862

1984 2,984 1,949 *** (65) 1,035 ***

* Includes borrowing from M3 institutions. These are the Reserve Bank, trading banks, savings banks, finance companies, life offices,
stock and station agents, and official money market dealers.

*  Non-M3 borrowing involves borrowing from private households and institutions not included under *.

***  Provisional

Up to this point the data has been based on
the Budget Table 2 format. That format does
not distinguish the various purposes of govern-
ment expenditure between current and capital

expenditure. The IMF publishes data for each
member country which distinguishes between
the various categories of expenditure, and ex-
cludes those types of public expenditure that
are genuinely commercial in nature.

83/84 (3)
4520
—1682
6202

703

4657
—1037
5694
636

82/83 (2)

4808
—750
5558
573

3605
—438
4043
487

3592
—91
3683

421

2727
434

2407
—320

2213
322
1891
401

2549
372
2177
365

1677
—11
1688

359

1552
388
170

FINANCING THE DEFICIT
1164

1852
280
1572
263

1491
149
1342
234

1210
281
194

71/72 72/73 73/74 74/75 715/76 716/77 17/78 718/79 79/80 80/81 81/82(1)
929

$m
$m
$m
$m

deficit (—) on current transactions

C Non-Public Account Savings (A-B)
D Net Public Capital Expenditure

A Total Savings
B Public Account (+)

1322 1673 2385

753 512 925

79

—87 85 —-17 —18 370

$m

(—), (D-B)
F Government Lending minus

E Net Borrowing (+), Net Lending

21

825

3210
38.5

716
2389
29.4

789

2111
23.8

616
1541
229

616
1127
13.9

749
1502
27.6

710
789
4.2

621
614
—-0.3

824
1194
21.9

433
415
—-1.5
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<225

—1.1

213
298
6.3

180
93
—9.4

$m
$m

IMF Government Finance Statistics Yearbook 1983

Department of Statistics
(1) Revised — unpublished

Net Borrowing’lending as % of Non
(2) Unpublished data

public account savings (i.e. E % C)

repayments
G. Overall deficit (E + F) (+)
(3) Estimate — Economic Monitoring Group

Sources:




The table, “Financing the Deficit”” on page 21,
which shows the share of private savings being
taken by the Government, uses the IMF based
data. Row B shows that whereas previously
there was generally a surplus between govern-
ment current expenditures and revenues, the
Government has over recent years increasingly
been financing current expenditures out of bor-
rowed money. Borrowing for public capital ex-
penditure (Row D) has been growing slowly,
and net borrowing for on-lending (Row F) has
been fluctuating over recent years between $600
and $800 million. It is the growth in borrowing
to finance current expenditures that has led to
the rapid expansion of the Government’s bor-
rowing. As Row F reflects the Government’s
role as a financial intermediary, the key row
reflecting the extent to which the Government
is absorbing private sector savings is Row E.
With the exception of 1975-76, government
capital expenditure was more or less financed
by the surplus the Government achieved on
current transactions until 1978-79.

Since then, not only has the Government been
in the loan market to finance its capital ex-
penditure, but it has not been contributing to
aggregate savings via a surplus on current
transactions. In the last financial year, the Gov-
ernment took nearly 40% of non-public account
savings. Previously, the Government’s demand
on capital was more or less equal to its contri-
bution to national savings. This change will
almost certainly have had an impact on the
private sector’s cost of borrowing from capital
markets.

‘Crowding out’ is a general term covering a
range of responses to fiscal deficits that lead
to offsetting action in the private sector. It
occurs when the private sector responds to an
expansion in the fiscal deficit in such a way as
to offset, at least in part, the expansionary
impact of the enlarged deficit. This can take a
number of avenues.

(i) An expansion of the Government’s bor-
rowing requirement increases the demand
on available loanable funds. This could be
expected to cause an increase in rates of
interest. The higher interest rates gener-
ated by the greater demand for loan funds
can lead to a reduction in interest-sensi-
tive private expenditure, most probably
some form of investment expenditure.
Where there are controls on interest rates
which prevent them from rising to reflect
higher demand for funds, any crowding
out will take the form of direct credit
rationing by financial institutions.?

(ii) The sale of a higher amount of govern-
ment stock may displace holdings of pri-
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vate sector debentures or shares. This
would make it more difficult for the pri-
vate sector to raise funds for investment.
In this case government debt crowds out
private sector debt in investors’ portfolios.

(iii) When the exchange rate has a degree of
flexibility, overseas borrowing causes an
upward movement in the exchange rate
which in turn affects the incomes of those
sectors which depend heavily on overseas
markets, either to buy from or to sell to.
Thus, the incomes of exporters expressed
in NZ dollar terms will decline if the NZ
dollar appreciates and this could lead to
a reduction in output from exporters. A
similar argument applies for those com-
peting directly with imports. In this situ-
ation, the direct impact on output of an
expansion of government expenditure may
be offset by a decline in output of ex-
porting and import competing industries.

The extent to which crowding out occurs and
over what period is a matter of debate. It is
likely however, that when it occurs, it happens
gradually over a period of time. The extent of
crowding out will depend on the nature of the
money markets, exchange rate flexibility, rate
of inflation and monetary and credit conditions.

Thus unless financing action is taken simulta-
neously, the initial impact of an increase in
government expenditure is likely to be an ex-
pansion of aggregate demand in the economy.
This may then trigger off second and subse-
quent round effects via the multiplier process
leading to a larger increase in demand. As
incomes expand there will be a higher demand
for imports and probably a higher level of pri-
vate savings. Furthermore, the process of fund-
ing the expansion in government expenditure
from, say, the domestic household market will
lead to higher interest rates and this will alter
private sector expenditure patterns. What pre-
cisely eventuates as these two processes (i.e.
the fiscal expansion and the private sector re-
sponse) interact is difficult to foretell. It is,
however, likely that the expansionary forces
will dominate to begin with but that contrac-
tionary private sector responses will increas-
ingly make their presence felt. The length of
time over which this occurs depends on such
factors as the state of the economy and finan-
cial markets, but the contractionary aspects
could nevertheless happen quite quickly.

7. If a larger fiscal deficit does lead to higher interest rates,
there may also be an offsetting (at least in part) increase in
the volume of savings. This in turn may reduce or eliminate
the crowding out problem. The extent of any increase in
savings depends on the extent to which savings are interest
sensitive.

It is not possible to say from the table the
extent to which crowding out has occurred,
particularly given the depressed economic con-
ditions over most of the recent period. How-
ever, the sharp expansion of the Government's
share of private savings over recent years to
reach nearly 40% in 1983,/84 has clearly in-
creased the likelihood of crowding out having
occurred and continuing to occur. This must
be viewed with concern, particularly as there
are expectations that substantial fiscal deficits
will continue to require to be financed over the
medium term.

(c) Fiscal deficits and inflation

Over the medium term the growth in the money
supply is a major determinant of the rate of
inflation. If the money supply is growing at a
faster rate than the underlying growth in the
economy, it will be reflected in a rising rate of
price increases.

Monetisation of a deficit involves an increase
in the money supply. This in turn increases
demand for assets (such as houses or shares)
which results in higher prices for these assets.
Higher asset prices imply lower rates of return
and thereby lower interest rates and these could
encourage expansion of investment activity. In
the longer term, expectations of continued mo-
netisation of the deficit play a larger role in
determining economic behaviour. Thus, if def-
icits are monetised over a period of time, op-
erators in financial markets will expect a rising
rate of inflation and act accordingly. They will
seek higher nominal interest rates in order to
protect their real rate of return in the future
in the face of perceived future inflation. OECD
studies covering the seven major industrial
countries seem to confirm this® — that there
is a link between long-term government bond
interest rates and expected budget deficits. This
is the case even if present deficits are being
financed in a non-monetised way and the pres-
ent inflation rate is low. Prospects for contin-
uing large deficits will lead to concern that the
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financing burden will become so high that fu-
ture governments will choose to finance the
deficit by monetised routes in order to reduce
the servicing costs. Thus operators in financial
markets will seek to cover themselves from
possible future negative real interest rates.

Two further aspects, of a more institutional
nature, relating to the inflationary impact of
large deficits are worth noting. Firstly, any
expansion of economic activity stimulated by
an increase in the fiscal deficit may have an
inflationary impact. This higher level of demand
could put pressure on both goods and labour
markets or spill over into imports. This could
in turn worsen the current account of the bal-
ance of payments (particularly if these deficits
continue over a long period) and lead to a
depreciation of the exchange rate, thus adding
to inflationary pressures in the domestic econ-
omy. Secondly, irrespective of the method of
financing, an increase in the deficit will impact
on the housing component of the Consumers
Price Index. If monetised there will be an in-
crease in house prices; if not monetised, there
will be an increase in interest rates. Although
both of these will be reflected in the CPI and
may then flow on into wages, the impact on
the CPI of higher house prices is larger than
that of higher interest rates.

From an inflation point of view it is preferable
for the deficit to be financed in a way which
does not lead to an increase in the money
supply beyond what is desired by real growth
in the economy. However, even financing the
deficit by a non-monetised route may have in-
flationary implications because of institutional
factors. Clearly some reduction of the fiscal
deficit is necessary over the medium term to
hold inflation, lessen inflationary expectations,
and with it, reduce present interest rates.

8. OECD Economic Outlook: Occasional Studies-Public Sec-
tor Deficits: Problems and Policy Implications, OECD, 1983




Conclusion

The Government’s expenditure and revenue
raising activities are powerful influences on var-
ious aspects of the New Zealand economy. A
number of aspects stand out as of crucial im-
portance.

(a) Both government expenditure and revenue
have been rising as a proportion of GDP,
but with expenditure rising significantly
quicker than revenue. Consequently, there
has been a secular trend towards ever in-
creasing fiscal deficits.

(b) There have been wide fluctuations in the
size of the deficit, usually associated with
the electoral cycle. This has had a desta-
bilising effect on the economy and imposed
higher costs on the private sector.

(c) It appears likely that the fiscal deficit will
over the medium term continue to be sub-
stantially above the policy goal of 3-4 per-
cent of GDP as stated by the National
Government in the National Development
Strategy.

(d) Attempting to increase the level of real
activity in the economy by means of raising
government expenditures does not appear
to work other than in the very short term.
Rather it enlarges the fiscal deficit for very
little real benefit in terms of increased pro-
duction and employment.

(e) Conversely, attempting to reduce sharply
the fiscal deficit is likely to have little effect
on the size of the deficit but would probably
lead to a significant contraction of eco-
nomic activity.

(f) Financing the government deficit is now
absorbing a large proportion of private sec-
tor savings and, given that large deficits
are likely to continue over the medium
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term, this is highly likely to crowd out
desirable private sector investment. In the
New Zealand economy at present, lower
real interest rates (that are market deter-
mined) are more conducive to growth than
higher ones.

(g) A continuing large deficit is not consistent
with the control of inflation.

In the light of this what is the appropriate
policy response from the Government? For rea-
sons of both inflation control and of economic
growth, the Government should seek to reduce
the size of the deficit in proportion to GDP.
Without having a significant deflationary im-
pact on the economy, this cannot be done
quickly. It does, however, require a determined
medium-term approach by the Government to
fiscal policy which includes a clear recognition
that fluctuations of the fiscal deficit in relation-
ship to the electoral cycle carry with them
wider economic costs.

Over the next few years there are major policy
decisions to be taken, which will be the main
determinants of the size of the fiscal deficit.
These include the nature and size of assistance
to primary and secondary industry (SMP’s and
export incentives), whether the Government
should retain fiscal drag, whether to broaden
the indirect tax base and whether to attempt
to contain in some way social service spending
which under present policy will continue to
grow in real terms.

Decisions will not be easy in any of these areas.
Nonetheless a fiscal deficit that continues to
trend upwards (even though there may be tem-
porary improvements), will add fuel to infla-
tionary fires, and will inhibit the growth
performance of the economy and the expansion
of employment opportunities.

Appendix

15-YEAR SUMMARY OF GOVERNMENT EXPENDITURE

TABLE 1

BY FUNCTIONAL CLASSIFICATION
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