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Foreword

Recent reports by the Economic Monitoring Group have been about specific issues such as overseas debt,
the government deficit, the exchange rate development and labour-market flexibility. The last general
‘overview’ by the Group was in Strategy for Growth, now nearly five years ago.

Much has happened in the last five years. The changes in economic policies have been unprecedented in
New Zealand'’s history. In this report the EMG sets out the background to those, and earlier, changes in
policy. It examines the outcomes — social and economic — which have resulted so far. It discusses whether
policy shifts are desirable, to speed the achievement of a faster-growing economy with an eventual return
to full employment.

This report, published by the New Zealand Planning Council, was prepared independently by the Economic
Monitoring Group. The views expressed are the sole responsibility of the EMG and are not necessarily
endorsed by the Planning Council.

The Group takes this opportunity to express its appreciation to the Planning Council secretariat involved
in the preparation of the report, in particular those most closely involved — Des O’Dea the secretariat
representative on the Group, and Martin Lee. It is also grateful for the contribution of David Webber, an
economic consultant commissioned to draft the material on macroeconomic policy issues,and an associated
working paper Overseas Debt — An Assessment (1988).

Inaddition a number of individuals, from all sectors, gave time in reading and commenting on drafts of the
report. Their assistance is acknowledged with appreciation.

Tony Rayner
Convenor
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Summary

Infroduction

Over the past few yearsNew Zealand has experienced a period of change in economic policy unprecedented
inits own history and unusual in that of any country. This report of the Economic Monitoring Group is an
overview of these policy changes and their results.

The extent and complexity of change in the economy makes it difficult to determine the precise results of
the new policies. However it is important to evaluate their success or failure. With unemployment growing
tolevels not experienced since the 1930s, inevitably pressure has developed for a reversal of the policies. The
issue of immediate importance, therefore, is whether the observed behaviour of the economy suggests that
there should in fact be a significant policy reversal, or alternatively whether there are other changes that
would enhance the outcome of the policies already enacted.

The Purpose and Meaning of Restructuring

New Zealand isa nation heavily dependent on international trade. In addition, the post-war period has been
one of unprecedented world-wide technological advance. For both these reasons it is essential that this
economy is responsive to the changing external environment. The basic aim of restructuring policies,
therefore, is to create a more responsive and adaptable economy. Only by achieving this will the country be
able to prosper in the changing environment and be able to satisfy the economic and social aspirations of its
citizens.

Past Economic Performance and the Policy Responses

Onalmostany economic measure, this country has performed very badly over the past two to three decades.
Real income per head rose much less than in other OECD countries. Inflation and unemployment rose. The
government debt and the overseas debt both reached levels relative to GDP that were causing severe
Immediate problems and were not sustainable in the long run.

A long-standing basis of policy had been to protect local production and employment by isolating the
fi(?l'flesh'c economy from the overseas changes. As problems became evident, from about 1960 onwards, the
Initial policy response was for more government intervention, further distorting market signals from
abroad. This only served to exacerbate the existing problems. The alternative, of forcing domestic industry
to face the reality of the international market, was then slowly adopted from the start of this decade. At the
Same time the reduction of domestic regulation caused some increases in competition. Both kinds of
Microeconomic policy change were considerably extended and accelerated from mid 1984 onwards.

1984 31_50 saw a reversal of macroeconomic policy, with the emphasis on both monetary and fiscal policy
Oming one of providing a stable environment within which individuals and firms could operate.

(xiii)
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The Achievement of Economic Objectives

In considering whether the economic objectives of these new policy thrusts have beenachieved, itis hel pful
to divide these objectives into three parts. These are, firstly, to obtain a more flexible and responsive
economy at the microeconomic level; secondly, to satisfy the intermediate macroeconomic objectives of low
inflation, fiscal balance and external balance; thirdly, lo achieve the ultimate economic goal of sustainable
real income growth at full employment.

The economy has become more responsive to changes in its environment. The new policies have left firms
and individuals facing international price signals much more directly. At the same time the deregulation of
various parts of the economy has increased competitiveness, or at leastcontestability, so that firmsare under
greater pressure to respond to these price signals.

Examining the behaviour of the economy at the micro level demonstrates this increased flexibility, both in
the goods and labour and capital markets. There is more rapid relative change in these markets, even atan
aggregate level. Inaddition, there are indications of significantincreased productivity, inboth growing and
declining sectors of the economy. This is unusual at a time of economic downturn and is evidence of a real
shift in competitiveness that will allow the opportunity for sustained improvement in export performance
and in the growth of real income.

The combination of a tight monetary policy and a firm fiscal stance have between them enabled the economy
to make very substantial progress towards satisfying the intermediate macroeconomic objectives. Inflation
has been brought down to a level that allows stability in planning and continued export competitiveness.
The fiscal and external balances are both close to being positive and are in a position that will allow a fall
in debt to GDP ratios. As a result the destabilizing influences of these debts is diminishing.

While progress on the first two objectives has been very substantial, it has been negative in the short run on
the third objective, of sustainable growth in real income at full employment. Real income has remained
static, while unemployment has continued to grow. In part both of these are the inevitable result of the
situation of the economy earlier in the decade. The sizes of the internal and external deficits meant that there
had to be a difficult period of adjustment until a sustainable position had been reached.

At the same time, the extent of the earlier interventions in the economy had resulted in a structure that was
not appropriate for the prices and technology ruling in the rest of the world. Of necessity, any movement
towards greater flexibility was going to cause a period of major readjustment in the structure of the
economy, whose first effects would be seen as decreased activity and employmentin some industries. In this
sense part of the increase in unemployment can be interpreted as an indication of the structural change that
is taking place.

Tomake progress towards the ultimate objectives, whatisnow required isa growth inactivity in those parts
of the economy that are competitive. Until this happensona large scale, real incomes cannot grow, nor can
unemployment fall. The foundation for such an expansion is now in place, but the expansion itself is only
showing early indications of an appearance. That it is not more in evidence is likely to be the result of a lack
of confidence in an upturn emerging, or in the continuance of present government policies, rather than
because of the value of the exchange or interest rates.

The Achievement of Social Objectives

The achievement of many social objectives depends directly on the level and growth of real income.
Sustained improvements in health, housing and eduction all require a wealthier economy. On the other
hand there are other objectives, such as the ability to have access to paid employment and the perceived
equity of the distribution of income where a deterioration may occur during the process of obtaining 2
higher level of income. The recent growth of unemployment may appear to be an example of this.

(xiv)
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While some of this increase has been inevitable, a part has certainly been a result of the restructuring poli-
cies themselves. Although the result will be a subsequent increase in sustained employment and real income
in the longer run, some of those individuals who have suffered during the restructuring process may never
be adequately recompensed.

Policy Implications and Conclusions

The main conclusion to be drawn from this overview is that very substantial progress has been made
towards turning the New Zealand economy into one that has those attributes of flexibility and responsive-
ness thatare needed to achieve long-term sustained growth of output and employment. In the short run the
costs of this transition have been considerable, but these will diminish as economic growth commences.

Given this optimistic view of the prospect for the economy, the Economic Monitoring Group recommends
that the present policy approach continues. Some individual markets need to be further liberalized, with
particularattention given to reduction of border protection and to the promotion of those changes inlabour-
market institutions and attitudes which lead to productivity improvement agreements atindustry and firm
level, of benefit to both employers and workers. Acquisition of skills for much of the labour force and skill
upgrading for others is also essential if the workforce is to be sufficiently trained and adaptable to fill the
employment slotsin the evolving economy. Firm monetary policies need to continue to preventa recurrence
of inflation and thus a loss of the competitive gains made over the past years. At the same time the fiscal
stance needs to be tight so as to move towards a lower debt ratio and to help a longer-term fall in interest
rates.

Given a continuation of these policies and the considerable achievements to date, progress towards
economic growth and falling unemployment depend only on the restoration of confidence. As growth starts
toreappear and the effects of the financial crash fade, so this confidence will return. Provided the integrity
of the policy framework is maintained, New Zealanders will then be well placed to benefit from the
restructuring of the economy that has already taken place.l then be well placed to benefit from the
restructuring of the economy that has already taken place.

xv)
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The structure of our economy has been changing rapidly in recent years. Most of the Economic Monitoring
Group’s previous reports have focused on particular aspects of the economy, such as the public sector
deficit, overseas debt, foreign exchange markets, regulatory reform, and labour-market flexibility. The
group’slast general overview of economic trends and policies was the report Strategy for Growth published
in 1984.

Itis an appropriate time, therefore, for another general review of the changes that have been taking place
in the New Zealand economy, the benefits to be expected from those changes, and the costs that have
accompanied them.

In the Introduction we discuss what ‘restructuring’ means, whatits purpose is, and the broad policy options
available by which governments can assist the process.

Chapter One outlines the economic developments which led to the perception of a need for changes in
economic policy. Chapter Twe examines actual policy changes over the past ten years and the general
objectives of those policies.

The following chapterslook at what changes have occurred in the economy in recent years as a consequence
of the policy shifts, and provide an analysis of impacts at the ‘microeconomic’ level -- on individual
industries, regions, and households. ‘Macroeconomic’ policies and their outcomes, for the economy as a
whole, are also discussed in some detail.

This leads to an evaluation of how far the objectives of economic restructuring have been achieved to date,
including ‘social’ as well as ‘economic’ objectives. The report concludes with a discussion of where policies
should lead from here.

The Meaning of Restructuring

By the structure of an economy we mean the way economic activities are organised at a given time. For
¢xample, the goods and services produced by different industries -- their relative importance and the skills
and technologies used; the split of employment between industries -- including unpaid work, often in the
home; the kinds of goods and services which households consume and the incomes they receive; the stock
of Cflpital assets available and the rate at which it is increasing; trade with the rest of the world; the services
Which government performs, and so on.

Fr‘_’m_one day to the next the structure of an economy is virtually unchanged. Unlike the structure of a
uilding, however, it does change over time and even within a few years dramatic changes are possible.

g\::e cha nges take place in response to the signals constantly being generated by the economy itself or from
in thseeas' In particular the changes in the prices of commodities and of the quantities sold and purchased
= 'market—pla.ce. Households change in size and number and also change their purchasing patterns,

écting production and investment decisions by businesses, and their decisions on employment and

1
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wages, which reflect back on household incomes. This process of signalling informationis notonly confined
to market transactions. In particular there are the non-market transactions made by governments, both
central and local, in providing services, many of which are notreadily provided by themarket, and financing
this provision by taxation or other means.

All this takes place in a wider social framework, and is concerned with more than just economic values. Our
day-to-day economic decisions are influenced by our social conditioning. Long-term changesin population
structure influence production and consumption patterns. Certain central values of our society, for
example, beliefsin the rule of law, the right of free speech, opposition tosexismand racism, are takenas more
important, in cases of conflict, than other values such as the maximisation of real income.

Atabroader level, still human social and economic activities take place in a natural environment endowed
with resources such as landscape, air, water, land and minerals, which are finite even where renewable.
More than in the past we recognise the need to take account of human impact on this environment.

In this report the focus is on economic performance, but not to the neglect of wider issues. The issue of
“fairness’ - in the distribution of resources, and during the transition to a better performing economy --is
discussed. Fullemployment is seen as a necessary criterion fora well-performing economy because without
full employment some citizens are denied those opportunities to achieveand participatein society thatmost
people enjoy. Social and environmental considerations are a justification for some forms of government
intervention. The decisions on some of these issues are not easy because they involve value-judgements,
which cannot be provided by the market-place, and values differ from individual toindividual and between
different sections of society.

What thenisa ‘better’, as opposed toa ‘worse’, performing economic structure? The question can be broken
down into two, one concerning static performance, the other dynamic performance. First, is an economy
working ‘efficiently” at a given point in time? In other words is it producing the maximum amount of
economic wellbeing possible from the available resources, human and other? This includes taking into
account the additional gains possible from trading with other countries. (The broader social and environ-
mental values referred to above will somewhat constrain the outcome which would be optimal if maximum
output were the only goal.)

Secondly, on a broader level, is the economy performing efficiently over time and reacting continuously to
changes in the global economic environment? That is, is there economic flexibility with continuous
adaptation to change so that in some sense aggregate wellbeing is maximised over time, rather than justat
a single point in time?

The second criterion is more important. The New Zealand economy appeared to be well structured in the
immediate post-war period, giving high average incomes and full employment. But by the 1960s, if not
earlier, it was becoming apparent that New Zealand was not adapting to the changes taking place in
overseas markets, and that economic performance, in terms of relative income per head, was deteriorating.

Anappropriate or ‘efficient’ economic structure then, is that which above all is characterised by adaptability
and flexibility. It changes readily in response to the signals provided by the economy. In general, if not
always, these signals are best provided by the market-place -- hence the requirement that for adaptability
an economy should be ‘market oriented’”.

Although flexibility is highly desirable, perfect flexibility is not possible. Market-place signals can be
obscured, by market failure or uncertainty or by government intervention, for example, through the
protection of domestic industry. But even where signals are not obscured, resources are not always readily
transferable.

Existing labour-force skills may notbe suited to new job vacancies, and some fixed assetsare not convertible
to new uses. An adapting economy is likely, therefore, particularly if change is rapid, to have unemployed
resources. An important policy question is what steps should be taken to reduce unemployment and t0
enable people to take up new opportunities with speed.

I
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Nevertheless an adaptable changing economy will generate less unemployment in the long run than one
which is unable to adapt to changing economic circumstances. This is why it matters that the New Zealand
economy be ‘well-structured” in the sense of being able to adapt to change. Change has its problems but they
are less painful than the economic impoverishment which eventually results from a refusal to adapt.

Policies for Restructuring

Adaptability is the ability to react quickly and effectively to external signals. When overseas trends suggest
that changes are required in New Zealand, the government may decide that it should promote adaptability
or that it should take the responsibility of deciding that the overseas change is a short-term phenomenon
which is not to be responded to. The tax encouragement of increases in livestock numbers from July 1976
was an example of the latter which was probably successful, while the Supplementary Minimum Prices
subsidy (SMP) scheme of the late 1970s was an example where most people now think the government was
unwise.

When the government wishes to promote a response to overseas trends and signals, it adopts restructuring
policies. These can be put into two categories.

First, there are those policies in which the government takes an initiative, by interpreting the signals and
deciding in which direction change should take place. An obvious example was the decision taken in 1979
to implement major growth projects (‘think big’) to utilise the indigenous resources of natural gas,
ironsands, and hydroelectric capacity following a rise in the world price of oil. Such interventions are
microeconomic, in that their initial impact is on individual businesses and industries rather than being
intended to immediately influence all sectors of the economy. Because of the size of the projects, however,
there were macroeconomic implications, significantly affecting the overall efficiency with which resources
were used.

Governments can also use macroeconomic policies to promote restructuring directly, for example, by
setting an exchange rate at a preferred level, although their ability to sustain their decisions over a long
period is open to doubt.

Secondly, there are those policies in which the responsibility of interpreting market signals and acting on
them is left to private decision-makers. In this case, government’s role is to ensure that market signals are
allowed to reach economicagents with as little distortion as possible. This involves macroeconomic policies
since monetary growth itself may distort price signals.

Intermediate between the two categories is the situation where government reinforces signals but leaves
action on them to other economic a gents. An example was the policy in the 1960s of paying incentives to
those who developed non-traditional exports, where the underlying signals were the relative growth of
International trade in manufacturing.

llj recent years, the emphasis has moved towards the second category. This represents a choice about the
kind of role to be adopted by government, notan abdication of responsibility. Government’s own functions,
the provision of services and income transfers, guarantee that government will influence parameters such
asmonetary growth and the exchange rate, and it has to consider whether appropriate signals are transmit-
:ﬁ‘: -Siu rthermore, in any economy there are inflexibilities, not because signals are not received, butbecausg
o ort-term costs of char.\gc are high. In such circumstances the government, on t%le grounds of economic
B E"CY as well as of equity, may try to facilitate change, for example, bx reallocating some of those shqrt-
ks th, tOStsi Anexample of sucha policy is funding for retraining or relocating workers. The important point
: Policy should aim not at protecting against the need to change but rather in encouraging an
PPropriate response to external change.

_Govemments have
mte_rests rather tha
Which individualg

to allow for the way that people respond to policies. Most people look to their own
n to what the government wants. Governments therefore have to harness the energy
and groups use to identify that information which is important to them and to act on it.
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That is why the Economic Monitoring Group favours restructuring policies of the second type where, as far
as possible, governments allow decisions to be made by businesses, households, and other groups such as
iwi, while endeavouring to ensure that the information needed by each group reaches it with minimal
distortion. Where individuals are not fully aware of broader social, economic and environmental conse-
quences of their decisions, it can be appropriate for government to either modify the signal or constrain
individual actions.

In summary, the bestkind of restructuring policy isone which aimsat creating a more adaptable and flexible
economy, and one which is quickly responsive to a changing external environment.

The Objectives of Restructuring

Within the overall objective of responsiveness, or adaptability, it is helpful to be more precise about specific
sub-objectives. ‘Restructuring’ can be interpreted in terms of improving economic performance, usually as
a consequence of changed relative patterns of resource use. Or it can be taken more broadly as the whole
process of social and economic change, whose outcome is judged, and, if need be, modified according to
community criteria of ‘fairness’ (or ‘equity’ ) and other social objectives, as well as on the grounds of
economic efficiency. (For a comprehensive list of social and economic objectives see Social Policy Options,
New Zealand Planning Council 1987, Chapter One.) The sub-objectives considered are real income growth,
full employment of resources, fair income distribution, resources for disadvantaged groups and opportu-
nities for participation.

Real Income Growth

The purpose of an adaptable economicstructureis to allow real income per head to increase atthe maximum
rate sustainable over time. To be sustainable, account must be taken of the effects of economic growth on
the physical environment. (It should be noted also that there are aspects of wellbeing which are not well
comprehended in the standard measures of growth such as real Gross Domestic Product.)

Full Employment of Resources

The income objective could conceivably be met with theincomes of the majority increasing, while a minority
are permanently unemployed. The social tensions and the waste of human resources this entails, mean that
such an economy cannot be described as ‘well-structured”.

An objective of restructuring policies should therefore be that all labour and capital resources, but
particularly labour, should be fully utilised. This of course is a counsel of perfection. There will always be
“frictional’ short-term unemployment as people move between jobs, and the restructuring process itself can
create interim unemployment until new employment opportunities are opened up. The important objective
is that there should not be persistent long-term unemployment of a kind which seriously weakens the self-
regard and lifetime prosperity of those affected.

‘Fair’ Income Distribution

Attainment of full employment would itself go far to assure that most households have a reasonable income-
But most societies regard the ‘market outcome’ as too inequitable and require further redistribution of
income by means of taxes, benefits and the public provision of ‘goods’ such as education and health. (See

J The April Report, Royal Commission on Social Policy 1988, and For Richer or Poorer, Income Distribution
Group 1988.)
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Introduction

Income redistribution may be achieved at a cost in economic efficiency. A value judgement, obtained in
some way for society, as a whole, is required as to what is a “fair’ distribution of disposable income, and by
what means it should be reached.

Adequate Resources for Disadvantaged Groups

Some groups in society do not have equal access to opportunities because they have fewer resources than
others. Maori people, for example, have been disadvantaged in this way. This resource constraint on
opportunities for development can mean that the gap in economic wellbeing does not close, or else is seen
asclosing too slowly. An appropriate objective of economic policy is to assist in equalising opportunities be-
tween different groups in the population.

Opportunities for Participation

Perhaps the most important objective of a well-structured economy should be that all people have the
opportunity to participate in society to the best of their ability. Fairness in economic distribution is one
aspect of this, although not the only one. Participation in decision-making is another important component
of wellbeing for many individuals, and is an aspect which should be encouraged, through devolution of
governmental powers, and encouragement of community participation, for example.
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CHAPTER ONE

Past Economic Developments

The radical shift in economic policy, particularly from 1984 onwards, arose from a perception that the
economic policies which had served in the past were nolonger effective. In consequence the living standards
of New Zealanders were undergoing a gradual long-term deterioration relative to the rest of the world. The
evidence for this perception is examined in this chapter.

Economic Ranking

Gross Domestic Product (GDP) measures the net output of an economy during a given period and,
therefore, the total income to be shared amongst the population as a whole.!

In the early 1950s New Zealand’s GDP per head is generally thought to have ranked amongst the top three
or four nations. Infogram 1.1 shows the deteriorationin New Zealand’s relative ranking from 1960 onwards.
The bold line measures New Zealand’s GDP per capita as a percent of the overall average for member
countries of the OECD, at five-yearly intervals. In 1960 New Zealand’s GDP per head was above the OECD
average by about 10 percent, but by 1985 it had fallen to under 65 percent of the OECD average. The relative
decline was particularly rapid in the late 1960s. A recovery in the ‘commodity boom’ years of the early 1970s
was followed by a further continuous decline relative to other rich countries over the decade from 1975 to
1985. The decline over the 25-year period is equivalent to the GDP per head of other OECD countries having
grown 2 percent per year more rapidly than that of New Zealand.

Infogram 1.1 also compares New Zealand’s GDP per head with the OECD average from 1970, on a
Purchasing Power Parity basis.2 On this measure, the gap between New Zealand and the OECD average is
reduced. New Zealand’s income per head is about 20 percent less in 1985, as against 35 percent less on the
traditional measure. Of the 25 OECD member nations, however, New Zealand’s ranking in 1985 on either
measure was 19th, above only the Southern European countries (Spain, Greece, Portugal, Turkey, Yugosla-
via) and Ireland.

! Some of the income accrues to overseas persons or companies. Adjusting for this, and also for income earned by New

Zealanders from overseas sources, gives Gross National Product (GNP). In the case of New Zealand, GDP and GNP

Aave usually shown very similar trends, with GNP about 98 percent of GDP, because of payments to overseas investors.

agoovegrseas debt increased in the early 1980s, however, the gap widened with GNP falling between 1982 and 1985 to

" ut 95 percent of GDP. However this ratio has since stabilised and recovered somewhat. In general it is satisfactory
work with GDP as a measure of real income trends.

2 :
c:::;e figures are obtained by the traditional approach of converting countries’ GDP figures, expressed in domestic
cies,

Sna Serviceto acommon United States :dollar ba.xsis using current exchange rates. This would be satisfactory if all goods

commodit; S were !Téded freely across international boundaries. However, this 1s-not the case foralarge propo.rtlo'n of

distoned C:S and‘ ft is !(nown that comparing income per head between countrl.es on an. ’exchangfa rate’ basis glyes

Bowes betwmpansons.m terms of the real puchasing power of thatincome. In Rartlcular, differencesin rc?al purchasing

of GDp €en countries tend to be exaggerated considerably. To overcome this, recent research has derived measures
Onastandard ‘Purchasing Power Parity’ basis.
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Infogram 1.1

New Zealand's Income Per Head Relative to the OECD Average
1960 - 1986

GDP per Head Adjusted for Purchasing Power
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Source; OECD Natlonal Accounts 1960-1985 vol.1

Growth and Productivity

Some indications as to the cause of New Zealand’s poor relative economic performance are provided by an
analysis of productivity trends. Infogram 1.2 summarises OECD calculations of productivity growth from
the 1960s for New Zealand and selected other countries.

Infogram 1.2

PRODUCTIVITY GROWTH
business sector: average % change at annual rates

Total Factor

Productivity

average New Zealand us Japan Germany  Australia
1960s to 1973* 2.8 0.6 1.5 6.1 28 2.1
1973-79 0.7 2.5 -0.1 1.8 1.8 0.6
1979-86 0.6 0.6 0.0 1.7 0.8 0.5

| Source: OECD Economic Studies, No.10, Spring 1988
*Note: Starting year: New Zealand 1963, U.S. 1960, Japan 1967, Germany 1961, Australia 1961
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Chapter One

Productivity growth, as measured in terms of Total Factor Productivity (TFP) was significantly worse in
New Zealand. Indeed in the late 1970s productivity fell sharply. Only for the period from 1979 to 1986 has
New Zealand's output and productivity growth matched that of the OECD as a whole, and this was at the
cost of the growth of significant internal and external imbalances.

A crucial question, unanswered by these figures, is what is the cause of poor productivity performance.
Slow-growing overseas markets are part of the answer, but this raises the question of why New Zealand
producers have not adapted more rapidly as producers in other countries have, to changes in overseas
demand and prices. It takes time to switch labour, capital and land resources to new lines of production, but
this again is true for other economies. TFP measures growth of output relative to the growth of combined
inputs of labour and capital -- alternative measures try to identify the separate productivity contributions
of labour and capital, but are sometimes a doubtful guide. However, New Zealand’s ‘capital productivity’

rformance has been poor, and this undoubtedly reflects misdirected investment decisions and inefficient
use of the capital stock.

Overall, the conclusion must be that productivity performance was poor principally because of lack of
flexibility in adapting to changing world market conditions. This lack of flexibility was itself a result of
economic structures which tended to hinder the response to these changing conditions rather than
providing sufficient incentives to meeting them.

Internal and External Balance

The first really sizeable fiscal deficit occurred in 1975/76 as a consequence of policy responses to the world
recession initiated by the 1973/74 oil price increases. Relative balance was restored, until the 1978/79
recession. From 1980 onwards there was a steady increase in the fiscal deficit which rose to its peak values
in 1984 and 1985. There were corresponding movements in the public debt ratio, rising from under 10
percentof GDP in 1974/75 to 48.5 percent of GDP in 1985/86. The greatest part of this increase was over the
three years from 1981/82 t01984/85. (See Infograms 10.3 and 10.4 in Chapter Ten for the central government
deficit and the public debt as a proportion of GDP from1971/72 onwards.)

Infogram 1.3 shows the terms of trade index (ratio of export to import prices) from the early 1950s to the
present. The index appears less volatile in recent years, perhaps because of the broader export-mix with
traditional pastoral productsless dominant. The ‘break’ toa much lower average level in 1974/75 as a result
of the first round of oil price increases is apparent.

Trends in the current account and external trade balance are shown in Infogram 1.4. Up until 1973 /74, New
Zealand customarily ran a surplus on the trade balance, offset by a net deficit on ‘invisibles’ transactions,
for an overall sustainable current account deficit rarely in excess of 4 percent of GDP.

The first round of oil price increases and the consequent effect on the world economy led to a very large
currentaccount deficitin 1974 /75. This was gradually reduced up until 1980, with the trade account moving
agamn into surplus. However, there was a renewed deterioration through the early 1980s until 1984/85.

Infogram 1.5 shows the consequence in terms of overseas debt. The ratio of net debt increased from about

Zero as a proportion of GDP in 1973 /74 to almost 70 percent by 1984/85. The periods of particularly rapid

INCrease were 1973/74 to 1975/76, and from 1980/81 to 1984/85. (See D. Webber, Overseas Debt — An
sessment, New Zealand Planning Council 1988.)
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Infogram 1.3

New Zealand Terms of Trade
1951 - 1988
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Infogram 1.4
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Infogram 1.5

New Zealand's Net Overseas Debt, Public and Private
1971 - 1989
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Year ending March
Source: NZDOS, RBNZ, NZIER estimates, and NZPC calculation

Unemployment and Inflation

The rate of unemployment and the rate of inflation are two standard measures of economic performance.

Infogram 1.6 shows the unemployment rate from 1906 to 1986, as measured at the five-yearly censuses of
population. It should be noted that 1936 was not the peak year for unemployment during the 1930s
depression. The unemploymentrate asdefined in the census has increased steadily, fromless than 1 percent

atthe 1961 Census, and then more rapidly from 1976, toreach almost 7 percent of the labour force at the time
of the 1986 Census.

Infogram 1.7 tracks the numbers of registered unemployed from 1971. Up to the mid 1970s registered
unemployment significantly understated actual unemployment. Unemployment figures did fall between
1983and 1985 to an average of approximately 55,000. For the period as a whole, however, there was a strong
Upward trend in the number of unemployed toa level in the mid 1980s which was high by comparison with
that of the Post-war period.

I:::tgif::n 1.8 charts inflation as measured by annual increases in the Consumer Price Index. From what, at
in inﬂaﬁmm%rpe_ct, were tolerable inflation rates in the 1950s until the late 1960s, there was a steady increase
UCtuateg]n'bohls peaked at a rate in excess of 15 percent in the late 1970s. From then on inflation has
1982 ¢ above the 10 percent level until it was brought down sharply by the wage-price freeze in June
+t0below 5 percent in 1983 /84.
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Infogram 1.6

Census Unemployment Rates
1906 - 1986
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Infogram 1.7

Registered Unemployment
1971 - 1988
No.
120000 Annual averages of monthly data 5
100000 |- -1
80000 r .
60000 ]
40000 ]
20000 |- o
0 1 ) 1 L 1 L 1 f s ! 1 |

} 1972 1974 1976 1978 1980 1982 1984 1986 1988

Year ending December

Source: Department of Statistics

12




Chapter One

Infogram 1.8

Consumers Price Index
1952 - 1989

20% change of annual average index
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Conclusion

The overall picture of New Zealand’s economic performance since the 1950s is one of long-term deteriora-
_tion. [t was perhaps from the late 1960s that the poor growth performance became generally apparent, and
in 1967 unemployment at greater than “frictional’ levels first appeared.

Despite relative deterioration in real terms, the internal and external balance (fiscal and current account
deficits) was maintained until the mid 1970s when the consequences of the first oil price ‘shock” were felt.
The policy objectives of reducing the internal and external deficits through the late 1970s resulted in a
deterioration in the achievement of growth and employment objectives.

From about 1980 onwards, there was less concern with controlling the fiscal deficit and GDP growth
resumed, resulting in an eventual reduction in unemployment. (The reduction in real wages during the
;982/ 84 freeze may have been equally or more significant.) By 1984 /85 the consequent increases in public
hieb]:,]and also in net overseas debt from the deteriorating current account deficit, had reached worryingly
b lgar vagls. It was ?vidcnt that a macroeconomic policy orientation based on stimulating growth through
50 8¢ hiscal deficit, could not be sustained much longer. At the same time unemployment, although
Mewhat reduced from the 1983 peak, was still much higher than experienced in the 1950s and 1960s.
{:t:::‘a?z to form the impression that some of the current economic difficulties, such as the increase in
” fomF:' n);ljﬁcnt, arearesultof the switch in macroeconomic policies from 1984 onwards and the ‘regulat(?ry
in‘-'l”east éatsure§, Su‘ch as reducing border protection, from the late 1970s onwards (also .apphed with
Unemp) ctermination from 1984). This chapter has shown that not to be the case. A proportion of current
Ployment has been caused by ‘restructuring’, but far from all.
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In general the economic difficulties which concern New Zealanders now are nota recent phenomenon: they
are largely the result of a steady deterioration in economic performance going back to the 1950s. That steady
deterioration led the Economic Monitoring Group in its last general overview in 1984 to call for a major
change in the direction and style of economic management. What this overview seeks to assess is whether
the changes that have occurred are leading to improved economic performance and to a reversal of that
steady long-term deterioration.
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CHAPTER TWO

Policy Responses to Deteriorating
Economic Performance

Policy Changes in an Intfernational Context

By 1984, there was widespread recognition that existing policies needed improvement. The economy was
not producing the higher standard of living available in other countries. In December 1983 the Economic
Monitoring Group observed:

The issues the Monitoring Group is addressing are sometimes summed up by saying there is a per-
sisting gap between payments and earnings of foreign exchange. The gap is the result of the ways we
organise and manage our economy. Simple solutions to close the gap, such as raising the price of for-
eign exchange (i.e. devaluation), are unlikely to be fully effective as long as we continue to organise
and manage our economy the way we do. The traditional solutions of subsidising exports and pro-
tectinglocal manufacturing have been shown to be equally inadequate. Attempts toincrease the earn-
ings of foreign exchange by expanding production for export, lead through higher incomes to incr-
eased expenditure on imports, and hence to failure to close the gap. Similarly, attempts to expand
production from import replacing industries also lead through higher incomes to increased expen-
ditures onimports and hence - surprisingly as it may seem to many people - to failure to close the gap.
Raising the price of foreign exchange will probably ultimately be necessary in a permanent solution
to close the gap, but this only makes sense if our economic organisation and management themselves
work towards closing, rather than maintaining the gap. (Foreign Exchange Constraints, Export Growth
and Overseas Debt p.2.)

New Zealand could not easily survive as an isolated community, and the impact of the oil crises on the
International economy posed problems. Not all of the difficulties which New Zealand experienced were the
result of mistakes by New Zealanders, government or otherwise. But it was foolish to think that our prob-
lems would all be solved by changes overseas. While world events like successive oil crises had indeed been
:h:;:zset toour interests, the appropriate response was toreorganise ourown economicactivity soas tomake
‘éconori Possible use of our resources. New Zealand had to align its prodt'xction with tre.nds in the .worl.d
directio,):, no:\ look backward to earlier years when decisions had been easier for us. Achievements in this
o 1 suc ' as .the Closer Economic Relations (CER) agreement with Australia, and regulatory reforms

sliberalisation of restrictions on transport facilities or investment in new meat-processing plants, had

not ici |
'ihtebeen sufficient. Attempts to meet New Zealand’s problems through means such as direct controls on
rest rates had not worked.

The notio:
T N that higher livi . - .
e was gher living standards should be sought through an emphasis on efficient allocation of

budget ye fics hared with many other countries. So was the experience that policy instruments such as
‘ ICits no longer had such simple effects as had once been the case. Responses to policy
e much more important than they had seemed in the 1960s and early 1970s, and they could
fer\{cntions rather than produce the desired result. Policy-makers therefore gave less
Signing specific interventions and more to the interaction of government and private
B Th‘-‘)’ attempted to make use of the incentive facing private decision-makers to achieve as

Mterventions v

3] i c
nulhfy policy in
:gnfnpl'!asis to de
“€Cision-makin
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much output as possible from the inputs available to them. In this way, average living standards could be
increased. At the same time, policy-makers had to be concerned about conflicts between public and private
interests, so words like ‘framework’ and the ‘general environment for private activity’ became much more
prominent. Private decision-makers should be encouraged to use resources well, but induced to avoid
inconsistency with public policy objectives. Deregulation, reduction of tax rates (but not of tax revenues),
privatisation of public enterprises, and industrial restructuring away from inefficient industries were
characteristic of countries as varied as Australia, Japan, the United Kingdom and the United States, and
indeed of the OECD as a whole.

In some countries, such as the United Kingdom and the United States, this policy thrust was accompanied
by a conservative political trend which favoured measures to revive traditional values and wished to
promote individual reliance over collective activity. The link was not universal; it was not presentin Aus-
tralia, a number of European countries or in Japan. In Japan the economic policies just described are part of
abroader movement towards raising the emphasis on quality of life, and of promoting the consumer society
against a traditional emphasis on savings and family-based security, almost the reverse of the social context
in Britain and the United States. In New Zealand, some people have a political desire to reduce public
activity relative to private. Commentators have asked whether an increased reliance on decentralised
decision-making will necessarily beaccompanied by a decline of ‘compassion’ relative toself-interest. These
are issues to be debated, not necessary concomitants of the economic policies which have been followed.
Simply characterising those policies as Rogernomics,and assuming that they haveall the same connotations
as Reaganomics and Thatcherism, is based on far too narrow a range of international comparisons.

Micro and Macro Economic Policy Objectives

It is convenient to distinguish between policies aimed at influencing economic outcomes at the microecon-
omic level and those more directly influencing macroeconomic outcomes.

Microeconomic policy is to do with influencing the decision-making behaviour of individual householdsand
businesses. Microeconomic outcomes, through lack of detailed data, are usually observed at a more
aggregated industry or market level.

Macroeconomic analysis and policy deals with whole economy aggregates such as economic growth,
employment and unemployment, inflation, the fiscal balance and the external balance.

In an obvious sense microeconomic and macroeconomic policies and outcomes are linked. The sum of all
the decisions continually being made at the microeconomic level determines the macroeconomic outcomes.
It follows that an important part of an economic policy aimed at generating better performance at the mac-
roeconomic level should be policies which encourage appropriate decision-taking and the efficient use of
resources at the microeconomic level.

A major objective of microeconomic policy is to improve economic efficiency. As microeconomic policies help t0
determine macroeconomic outcomes so too do macroeconomic policies shape decisions at the microecon”
omic level, and determine their quality. Some of the most vexed controversies in recent economic debate
have been about the mechanisms by which macroeconomic policy influences the decisions taken by
individual economic agents, and whether it is possible for governments to exploit these links to reach an
overall outcome better than would otherwise have occurred.

It is generally agreed, however, that macroeconomic policy has a part to play in reducing uncertainty for
decision-making at the microeconomic level. This can be achieved by consistency in policy objectives, an
stability in macroeconomic outcomes.

An important objective of macroeconomic policy should be to provide consistency in policies and stability in the

economic environment. (Whether macroeconomic policy should have objectives additional to these !
discussed further on.)
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Inbrief, itis convenient to discuss the policies associated with the objective of economic restructuring under
two headings:

- microeconomic policies -- aimed at improving economic efficiency
- macroeconomic policies -- aimed at providing a stable environment conducive to better micro-
economic decision-making.

Microeconomic Policy and the Efficiency Objective

The question is, what kind of microeconomic policies best achieve the objective of maximising overall
economic efficiency?

It can be shown that where there are artificial barriers to the free exercise of consumer choice, or which
prevent competition, then the removal of these will normally improve economic efficiency. Hence the
microeconomic policy reforms have focused on removing such barriers and increasing competitive
pressures. Thisisintended tolead to gains in economic efficiency, similar to those predicted by theory, from
removing barriers to the operation of perfectly competitive markets in various markets.! These gains
comprise:

- lower selling prices to the consumer or purchaser in general -- or in some cases lower cost to
the taxpayers, where the ‘barrier’ being removed is a government subsidy

- more efficient use of inputs, including factor inputs such as labour and capital.

Efficiency

The concept of efficiency used here is that of ‘allocative efficiency’. This means the allocation of the stock of
available resources, both physical (including natural resources) and human, so as to maximise the output
which can be produced from those resources. Output in this context has a wider meaning than itis usually
given. Itincludes leisure, and also the wellbeing gained from unpaid work, as well as the wellbeing gained
through consumption of goods and services paid for from employment income. It includes also the value
associated with the conservation of the environment and natural resources along with the value of goods
produced from such resources.

"I’his concept of efficiency is different from some more commonly used meanings of efficiency, for instance,
Managerial efficiency” or ‘cost-minimising efficiency’ -- the most effective use of resources within a firm to
“Ch‘?"ff a given output or profit objective. Even without competitive pressures the objective of profit-
snaxfmlsation should in theory lead to maximisation of within-firm efficiency. In practice, however, some
inre:sng on the oars’ can be expected where competitive pressures are not strong. The resulting inefficiency
. osource use is sometimes known as “x-inefficiency’. If competitive pressures are increased, a reduction

in x-inefficiency can be expected, in addition to any gains in allocative efficiency.

:_::é;: egvelz;fl'al concept than allocative ef ficifzncy is that of the effectivene.ss V'Vitl"l which wider social goals
Ways of i"@‘ . An'cxample cpuld b_e t.he achieving of wha.tis reg:ardgd asa ffnr distribution of. resources. Sorr}e
Teport is thal::rt(})‘vms allogatxve efflf:lf:x)cy can work against fair dlStl‘ll?ll.t'lon. The underlylr_1g belfef of this
€conom, €re1s no incompatibility between achieving a more efficient economy, leading to increased
Icwelfareina ggregate, and achieving other social goals such as a fair (however defined) distribution
,\
{tljn‘some Circumst, § .
SONstraineg ances, making some markets more competitive, or contestable, while competitive pressures are

8Sesarep, methcr markets, can be shown tolead toa reduction inoverall efficiency. Theusual assumptionis thatsuch

8enera|y, great practical significance, and should if possible be tackled by removing competitive constraints more
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of income and wealth. In other words, most ways of improving efficiency can also be used to improve the
fairness of distribution.

The Case for Some Market Interventions

The presumption underlying restructuring policies aimed at reducing artificial interventions in the market
and at increasing competition is that these policies will lead ultimately to increased efficiency and output.
This presumption is well founded in economic theory.

There are, however, a number of qualifications to this argument. Not all ‘interventions’ in the working of
the market economy can or should be abolished. In some areas the market does not function, and in others
only imperfectly. Interventions which might be justified can be categorised broadly under the headings

which follow.
Interventions to improve the operation of market forces

Markets can fall short of the competitive ideal in a number of ways which lead to reduced economic
efficiency. A general role for government is that of providing contract-enforcement institutions, and so
increasing market certainty. Relevant information may be withheld from some market participants, justi-
fying regulations compelling the disclosure of information. Market ‘externalities’ such as environmental
degradation may occur because the polluter is not required to pay for such costs. To some extent these can
be internalised by assigning property rights but often regulation in some form, for example, that embodied
in the Town and Country Planning legislation, is required. There can be barriers to competition as a result
of excess concentration of market power, and/or collusion between major producers. Hence the case for
regulations preventing exploitation or undue concentration of market power, for example, those operated
by the Commerce Commission. A recent development in economics has been the theory of contestability
where the threat of entry into a market by a potential competitor (including imports from overseas) can be
sufficient to prevent the exploitation of monopolistic market power. To be effective this requires that entry
and exit by a potential competitor be costless or relatively low-cost. This condition does not always apply.
(The concept of contestability is discussed in more detail in Appendix One.)

Interventions to encourage supply of goods not adequately supplied by the market

Some commodities, so-called public goods, cannot easily be supplied through market competition, and are
provided by government. Classic examples are defence, and law and order. Financing the provision of thes¢
justifies the ‘intervention’ of taxation. In addition there are merit goods -- those which society decides
should be provided in greater quantity than would be demanded by consumers as individuals, and whict
again require a degree of public financing. Possible examples include education, housing, and healtl
services, and income redistribution and the provision of ‘social insurance’. Conversely, interventionmay b
used todeter the production of “demerit goods’, for example, the employmentof minors, drug use, etc. Suct
interventions require moral and ethical judgements about desired social outcomes. Itis wrong to think tha
such judgements do not have a place in social and economic policy. In implementing them, however, iti
important to realise that there is a possible cost in the less efficient use of economic resources, such 2
through the distorting effects of taxation, and that some attempt should be made to weigh this cost agains
the social benefits, and also to implement policies in ways which do make the most effective use of resource?

Interventions to encourage institutional arrangements to increase economic efficiency

Another issue is that of deciding which institutional arrangements provide the best incentives 'fo?
individuals, whether in private enterprise or the public sector, to improve the efficiency of their organ!
tion. The role for intervention here is to encourage the supplanting of less effective institutional arr ang®
ments with ones more effective. Recent examples include the move to employment contracts linke
performance in much of the public sector and, more generally, the legislative changes affecting the 1ab0%

market.
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Summary

The assumption behind the ‘more-market’ direction of recent microeconomic policy is that the New Zealand
economy has in the past been subject to over regulation. There seems to be general agreement with that
assumption. This does not mean, however, that there is no place for government intervention in the econ-
omy. We are discussing the outcome from moving towards a less regulated, not a non-regulated, economy.

Even so, the case for retaining government interventions always needs careful consideration. As has been
stressed in recent theoretical debate, the existence of ‘market failure’ often reflects the presence of high
transactions costs, which prevent the attainment of the perfectly competitive ideal. In this sense the outcome
provided by the market falls short of that theoretically delivered by the perfect competition model. But
governmentinterventionalso has transactions costs associated with it. Itneeds to beestablished ineach case
of intervention that the expected benefits outweigh the costs of intervention (admittedly acknowledging
that the quantifying of benefits and costs can be very difficult).

Microeconomic Policy Changes

Appended to this report is a chronological listing of the significant microeconomic policy changes which
have taken place, roughly from the early 1960s onwards. The broad categories used in the listing are as
follows:

- trade liberalisation -- includes reductions in border protection and reduced barriers to trans-
Tasman trade

- reductions in assistance to industry -- removal of export subsidies and of subsidies in general,
including SMP subsidies on pastoral agriculture output

- regulatory reform -- for example, removal of barriers to entry to the transport and financial
services industry, removal of price controls, relaxation of constraints on shopping hours, de-
regulation for specific commodities such as milk and eggs, removal of barriers to occupational
entry, and changes to the Commerce Act

5 changes in the taxation system, and in the composition of government expenditure -- broad-
ening of the tax base, removal of tax exemptions etc, separation of social and commercial ex-
penditure objectives

- labour-market reform -- the Labour Relations Act 1987, and the State Sector Act 1988

3 agency reform -- corporatisation of state-owned enterprises, and changes affecting producer
boards.

Mg:t of the listed policy changes fall into one of two time-periods, from 1976 to about 1982 and from August
Onwards.

1976 to about 1982

An .
de Umber of regulations controlling the financial markets were removed -- road and rail transport was
fegulated, a

Proport; nd the first tentative steps were taken to reduce border protection, initially by putting up a
gan or:)nh()f mport licenses, increasing over time, for competitive tender. Preliminary negotiations also
the creation of a trans-Tasman free-trade area.

Frgm 1982 t0 1984

ER tr. some of these changes continued, for example, the signing of the Australia-New Zealand
€aty, and ¢

ontinuing gradual reduction in border protection. In other areas there was a reversion to
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earlier policies. A ‘freeze’ on prices and wages, including non-wage incomes, was introduced in 1982.
Ceilings were imposed on interest rates, and other stringent controls were imposed on the financial sector.
Export subsidies were maintained, despite pressure from overseas trading partners for their abolition.
Subsidies to pastoral farming, such as SMPs, now became a very significant budgetary expenditure itemas
world markets for pastoral produce weakened.

Also during this period the construction of a number of major industrial projects to utilise natural gas or
iron-ore resources were pushed ahead. These large-scale plants almost all had major government share
holdings, and/or government backing, guarantees of markets and an adequate return.

August 1984 onwards

The controls imposed in the previous two or three years were abolished, and the earlier steps towards a less
regulated economy were resu med and much accelerated. Initially the stress was placed on deregulation of
the financial and foreign exchange markets, and on the removal of subsidies and a continuing reduction in
border protection. The impact of these moves was initially felt most by the tradeable-goods industries, and
in particular the primary sector export industries. More recently, from 1987 onwards, the emphasis of
microeconomic policy reform has tended to move to labour-market issues, and to making the operation of
government more efficient.

Macroeconomic Policy and the Stability Objective

In the section on Micro and Macro Economic Policy Objectives (p.16) itis stated thatan important objective
of macroeconomic policy is a consistency of stance so as to promote stability in the economic environment.
This is spelled out a little further in Infogram 2.1.

Asa provider of services the government must influence the economy, even if those services are limited to
income transfers rather than extending to provision of services directly. Government uses resources to
provide services and it obtains those resources mostly by taxation. In recent years there has been renewed
emphasis on the efficiency with which the government uses resources, and on designing tax systems which
interfere as little as possible with the efficient use of resources by the private sector. Those aspects of
government policy relate closely to the microeconomic policy changesdirected towards economic efficiency
in general.

There are, however, further aspects to government’s activities which relate to broad economic aggregates
and so are treated as macroeconomic issues. When government expenditure has been scrutinised as 10
whether itisan effective use of resources, and when the design of tax policies is settled, the government must
consider the balance of revenue and expenditure. Is it contributing to total savings, or using savings, in 2
manner which is optimal? Inrecent years, the government’s problem hasalways been whetheritcan tolerate
the deficit which is likely to emerge from its expenditure and revenue plans. Because the level of deb!
reached by 1984 was larger than was acceptable, the government has had to reconsider expenditure an
revenue plans soas to provide projected totals compatible with management of the public debt. (See Foreig!
Exchange Constraints, Export Growth and Overseas Debt 1983.) There has therefore been a repetitive procest
between designing expenditure and revenue in accordance with the general microeconomic desiré for
efficiency, and reachinga projected balance compatible with giving anassurance that the debt issue is unde
control. We explore this further in Chapter Ten.

Unlike private citizens and corporations, governments can finance expenditure in excess of revenue b}
requiring central-bank credit creation. However, todosoadds to inflationary pressures,and inflation i8 no
consistent with the desire to have decision-makers respond to relative price changes. The government hat
therefore chosen to fund its shortfall of revenue by borrowing from the New Zealand public. Monetar’
policy has been directed towards the reduction of inflation.
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The consequence of this hasbeen high interest rates. In one sense, monetary policy has been responsible for
high interest rates. In another sense, the high interest rates flow from the government’s judgement that the
community requires expenditure in excess of government’s revenue. The cost of past borrowing, along with
the demand for public services, means that there is a demand for income now rather than in the future, and
high interest rates are therefore needed to induce people to save sufficiently to bring demand and output
into balance. The insistence that this dilemma not be evaded by allowing the money base to expand reflects
the decision that the policy stance should be credible, so that private decisions are not based on an expec-
tation that future policy changes will validate poor decisions made now. Monetary policy is discussed
further in Chapter Eight. :

Infogram 2.1

THE COMPONENTS OF ECONOMIC RESTRUCTURING POLICIES
AND THEIR OBJECTIVES

MICROECONOMIC

Broad objective Improving the efficiency and responsiveness of decision-making by
individual firms and households

Means of achieving
objective Removing barriers which prevent signals of market conditions reaching
firms and households

Initial goals Shifting of capital and labour resources into those activities seen as
more profitable
MACROECONOMIC
Broad objective Providing stability i.e. an environment conducive to good decision-making

at the microeconomic level

Means of achieving
objective Consistency of policy

Stability of outcomes - price stability
- fiscal balance
- external balance

Restoring policy sustainability
and credibility - halting the real growth of public and
external debt

[ Active demand management
| (this is more controversial) - moderating short-term aggregate
fluctuations in demand

An improved growth performance, leading to an across-the-board
| growth in real incomes

Full employment

21




The Economy in Transition: Restructuring fo 1989

The New Zealand economy is necessarily linked to other economies throughout the world. By allowing
exchange rates between the New Zealand dollar and other currencies to find their own levels, the
government relieved the central bank of the need to buy and sell New Zealand dollars at predetermined
rates. This gave government the control of the money base needed fora monetary policy aimed at countering
inflation. But high interest rates also made New Zealand attractive to overseas lenders. That assisted with
the supply of resources needed foralevel of public expenditure in excess of tax revenues, but it also caused
a rise in the relative value of the New Zealand dollar with consequential problems for exporters and gains
for consumers of imports. In order to provide assurance that exchange rates were being determined by the
relationship between the rest of the world and the New Zealand economy, the government declined to
intervene in the exchange market. It wanted decision-makers to be guided by international trends and New
Zealand's reaction to them, not by guesses about the actions of the monetary authorities. Exchange rate
policy and its outcomes are discussed further in Chapter Nine.

As the principal objective of macroeconomic policy, stability is to be seen in the context of the traditional
linkages between fiscal policy, monetary policy and exchange rate policy. The stability objective can be
broken down into sub-objectives under the headings below.

Consistency of Policy

This is required so that households and businesses can reasonably predict the general monetary and fiscal
stance of government, including the tax regime applying to their activities, and the exchange rate regime
which will apply. With greater certainty about future policies, households and businesses are able to make
better forecasts of the economic outcomes and the effects on their own activities. Uncertainty can never be
completely removed of course, particularly in the face of major external ‘shocks’ -- such as a sizeable shift
in the external terms of trade - although a consistent policy setting does reduce the uncertainty.

Stability of OQutcomes

Policy consistency in itself is insufficient unless it leads, or is expected to lead, to stability in economic
outcomes. The outcomes of relevance to decision-makers at the micro level are:

- price stability, so that signals of market changes are not distorted by the ‘noise’ of inflation
- fiscal balance
- external balance.

The indicators of fiscal and external balance are levels of public debt and external debt (both public and
private) respectively, which can be seen to be ‘under control’. In other words they do not show a tendency
to increase steadily in a manner which calls into question the long-term credibility of existing policies.

The three factors — price stability, fiscal balance and external balance -- are discussed in more detail ir
Chapter Twelve and are distinguished from the ultimate policy objectives of an economy withan improV

growth performance leading to full employment. Achievement of such intermediate objectives - providmﬂ
a more stable and sustainable economic environment - is expected to facilitate the achievement of ultima®
policy objectives. Givenamore stable economic environment, important real aggregates such as outputan®
employment, and pricessuchas theinterestrate and the exchange rate should also follow a more stable patt
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Restoring Policy Sustainability and Credibility

In the early 1980s the existing economic policies were manifestly unsustainable. Internal and external debt
levels rose inexorably and inflationary pressures, although suppressed by controls for a time, were high.
In such a situation the introduction of policies to restore stability and credibility is itself a major shock to the
economic system, and will lead to deviations from the long-term stable growth path until ‘balance’ and
policy credibility are restored. This is of course very much the history of the last few years, with significant
initial instability or departures from expected long-term levels, in variables such as the interest rate and the
exchange rate.

Active Demand Management

In the post-war era an important role seen for macroeconomic policy was that of active management of
aggregate demand. Governments were expected to ‘manage’ the economy, intervening through monetary
and fiscal means to influence the level of aggregate demand, and thereby the level of the ‘real’ variables of
output and employment. In a time of recession, government would seek to boost demand, for example, by
increasing expenditure or reducing taxes. When inflationary pressures increased, the prescription was for
a tightening in monetary and fiscal policies.

Whetbher this is still a desirable role for macroeconomic policy has become perhaps the most controversial
issue in economic policy-making in recent decades. From the 1960s onwards such policies appeared to
become less and less effective. Some reasons for this are listed below.

- The tendency for governments to boost demand in recession, but to fail to restrain demand in
booms.

- The difficulty in timing interventions because of lags in information, implementation and re-
sponse, so that they produced the desired effect when required. (This became a major criticism
of so-called ‘fine-tuning” measures.)

. The arguments of some economists that government actions could have very little influence on
the ‘real’ path of economic activity, except for the worse.

= The influence of expectations. As businesses, unions and households gained in knowledge of
the likely economic consequences of government policies, and took these into account in their
own decisions, the consequence was to change actual outcomes away from those formerly ex-
pected. Also it was observed that government policies designed to influence outcomes in a
given direction were frequently later reversed under political pressures so that policy an-
nouncements came often to lack credibility. For example, government commitments to disin-
flationary policies, when repeatedly abandoned after a short period, led to a disbelief in the
government’s ability to persist in any such policy, and resulted in maintenance of high infla-
tionary expectations. These expectations tended to become self-fulfilling.

These developments explain recent tendencies in New Zealand and elsewhere, to ‘lock-in’, by legislative or

¢ . A . 3 1 i ili
» £3§hmhonal measures, government commitments to long-term objectives such as price stability and
INgs on fiscal deficits. '

;ThQOTEﬁCa] m
Ot mean th
> Ome mu

e ‘put More

t8rm stapj

acroeconomic models now often try to take account of expectations amongst other variables,
uence have become much more complex and difficult to apply in policy formulation. This does
at active demand management should be totally abandoned but it does explain why it has
ch less important than formerly. It also explains why the tendency in most countries has been

emphasis on simple policy rules aimed at long-term stability, in preference to attempts at short-
sation.
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Changes in Macroeconomic Policy

The change between pre-1984 and post-1 984 macroeconomic policies is more clear-cut than for the
microeconomic policies of regulatory reform. The main elements of the new policies were initiated in 1984
and 1985. The changes to macroeconomic policy are detailed under the headings below.

Fiscal policy

Steps were taken to reduce the government’s fiscal deficit beginning with the 1984/85 Budget. Progress
towards thisaim has been more or less continuous since then (see Chapter Ten). Muchof theinitial reduction
was achieved by eliminating subsidies, but government expenditures have continued to increase, and the
main factor in reducing the deficit has beenanincrease in tax revenues achieved by broadening the tax-base.

Monetary policy

In 1984 the significant decision was taken to ‘fully fund’ the government’s deficit by borrowing at market
rates. (The tender system for sale of government bonds had been introduced earlier, but was subject to a
politically-imposed ceiling on yields.)

In addition the former ‘reserve ratios’ and ‘credit growth limits’ on financial institutions were abolished.
Instead the policy approach from early 1985 became the maintenance on average of a constant volume of
primary liquidity, together with firm limits on the daily cash balances of the banking system.

Foreign exchange and external debt policy

The New Zealand dollar was devalued 20 percent in July 1984. Following the removal of various controls
on foreign exchange transactions later that year, the dollar was allowed to float freely from the beginning
of March 1985, its value being determined by market supply and demand. The float has been a “clean float’
since that date ~ that is with no direct intervention by the Reserve Bank in the foreign exchange market.

From March 1985 the government also adopted a policy of not allowing any increase in net official overseas
debt. Continued overseas borrowing was for the purpose only of ‘rolling over’ existing debt. (An apparent
exception to this policy was the assumption by government in 1986 of ‘major project’ debt. In fact, through
various guarantees, the government was already implicitly liable for this debt.)

Qutcomes

The outcome of these firm or ‘disinflationary’, fiscal and monetary policies, was that interest rates rose
(although there was an offsetting influence from the fiscal deficit reduction). The resulting capital in flows
led to a strengthening of the New Zealand dollar from 1985 to 1988. These outcomes have had important
microeconomic consequences.
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The Transition Path and its Costs

The economic restructuring policies summarised above have been in operation as a whole now for almost
five years, and some individual policies for longer. Yet the New Zealand economy is still demonstrably far
from achieving the ultimate economic objectives of restructuring -- a better growth performance and full
employment. (Actual performance thus far is examined in detail in later chapters.) This raises two questions:

- What impediments are there which are likely to slow the transition to a better growth path?

- Have there been inconsistencies in the policies followed so far which have made restructuring
more costly, in terms of lost employment and output, than it might otherwise have been?

Impediments to the Restructuring Process

A first point to note is that a number of restructuring policies have been only partly implemented, such as
the reduction of border protection, and increasing labour-market flexibility (see Chapter Twelve). Perhaps
more directly relevant, however, are the following factors.

Lack of mobility of resources

Capital and labour resources in a declining industry often have characteristics specific to the needs of that
industry which are not readily transferable to other, expanding industries. Capital assets may have to be
written off, and workers become unemployed, and/or require retraining.

‘Sticky’ markets

Both markets for goods and the market for labour can be sticky, in that the response to changes in demand
takes the form not of changes in prices (or wages) but of changes in output (or in employment). In other
Words such markets can be described as quantity-responsive rather than price-responsive to changing demand.
Thus when demand falls for the output of a given industry the result is a reduction in capacity utilisation
and reduced employment in the industry.

“There are a number of reasons why such markets should not ‘clear’, through adjusting prices to changesin
‘demand. In particular it can be shown that for goods markets the existence of uncertainty about the future,
-€ombined with transactions costsinvolved in price-changing, can quite rationally lead to prices being sticky.
l;_eS(?é\l'Ch inrecent years has led to a better understanding of the complexities of the labour market, and has
R‘tod“ccd models in which rational behaviour by workers and employers leads to sticky wages, even at the
- COst of increased unemployment.

;?;:lioes ot mean that there are not further gains to be made from making both goods markets and the

th th market more competitive, and approximating better to the ‘market-clearing’ model. It does mean

. . €Te are probably limits to the gains which can be expected, and that during a period of structural
8¢ some losses in ou tput and employment are unavoidable.

C
"Oz?fg‘éccg te.arlier, the role of expectations in the economy is now pctter rec9gniscd by pqlicy-makers
i arelfms themselves seem to have become more lmportar}t in determining ecopomlc outcomes.
Private invesn’nmpmtaq tnotonly in the context of government policies -- those concerning the outcomes
t Of the Shareem decisions are of major importance, a.nd. clearly undex:went a sngt.nflcanf change asa
Dgovern marke.t cras!\ in October 1987. The main interest here is the conflict which can arise
mentpolicy objectives and individual expectations of the outcome of those policies. In par-
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ticular this conflict arises if government policies are designed to reduce inflation, but there is general
scepticism as to whether the policies are able to achieve lower inflation or whether the government has the
political will to maintain such policies. This scepticism, or lack of credibility of government policies, may be
based either on past history, or on the recognition that there will be gains for government in eventually de-
parting from its declared policies (the so-called ‘time-inconsistency” problem of policies). If in consequence
economic agents make their decisions on the presumption that inflation will be higher than the stated
objectives of government policy, while the policies continue to be followed then price-and wage-setting will
continue to be at levels above those which will allow markets to clear.

Recent surveys commissioned by the Reserve Bank show that business and household expectations of the
rate of inflation have been well above the actual inflation rate. This divergence between policy intention (and
outcome) and community expectations has contributed to the increase in unemployment.

If policy credibility can eventually be achieved it will improve the flexibility and speed of response of the
economy to external change. To achieve this, however, it could be necessary to maintain disinflationary
policies for a prolonged period, at considerable real cost.

Depressed demand

A proportion of lost potential output and employment during the process of structural change is accounted
for by the ‘supply-side’ phenomena just described - the slowness of supply responses to demand changes.
A further proportion of lost potential output has resulted from the ‘demand deflationary” policies which
have been associated with restructuring policies since 1984. There are readily apparent difficulties in
distinguishing between demand-caused unemployment and unemployment caused by supply-side sticki-
ness. A narrow definition of supply-side unemployment would be unemployment caused by the slowness
of markets in adapting to changes in the composition of demand, as signalled by changes in prices, orders,
etc. Demand-caused unemployment would be that induced by changes in aggregate demand levels. Under
this definition a proportion of the demand-induced unemployment could also be attributed to the existence
of avoidable constraints on supply-side flexibility.

Domestic demand has been depressed below whatit would otherwise have been by the rise in nominal and
real interest rates, and the strengthening of the exchange rate following from the general tightening in
monetary policy.

The objective of reducing the deficit has been to halt the previous level of debt accumulation. That of
monetary policy has been disinflation. Both come under the objective of restoring policy sustainability and
credibility (see the section on Macroeconomic Policy and the Stability Objective p.20).

In other words the drive to correct previous economic imbalances has driven the economy away from the
uitimate goals of growth and full employment. It also drove two very important price-signals -- the rate of
interest and the exchange rate -- well away in the interim from what could be presumed to be their normal
equilibrium setting. These consequences have deterred investment and output expansion and have beend
barrier to moving towards the long-term growth path.

Conflict Between Objectives

Microeconomic policies have had the objective of increasing economic efficiency. One cost of moving
towards this objective has been a shedding of labour, particularly in the primary and manufacturing 56Ct9r5‘
and in government services and trading enterprises. The immediate objectives of macroeconomic polics
have been:

- the containment of debt levels (internal and external)

- disinflation.
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These objectives, in particular the pursuit of disinflation, have also led initially to a slowing in economic
growth and an increase in unemployment. In other words those policies which have the ultimate objective
of increasing output and reducing unemployment initially had the effect of taking us further from those

goals.

Infogram 2.2 shows an initial dip in the transition path of output between the unsatisfactory growth path
followed in the past, and the better growth path hoped for in the future. The infogram can also be interpreted
as representing employment growth paths, with the gap between actual and potential growth paths corre-
sponding to unutilised labour resources. The dip in the transition path would be more severe for
employment, because of the gains in labour productivity.

There are a number of questions which can be raised.
- Is such a transition path the necessary way to achieve a better-performing economy?

- To what extent do the various components of restructuring policy contribute to the route taken
by the economy during the transitional restructuring period, and are all the components eq-
ually necessary?

E Can it be argued that the pursuit of some of the intermediate goals of restructuring has been
taken too far and has deferred the achievement of ultimate economic goals? More specifically,
has policy been too ‘single-focus’ on reducing inflation, with the consequence of introducing
new price-signal distortions such as ‘over-valued’ interest rates and the exchange rate, which
are serious impediments to new investment and increased employment?

Infogram 2.2

The Transition Path to a Restructured Economy

Output Gap between potential Desired more rapid
and actual output _ — = 7 growthpath

— — = Continuation of past
growth path

Transition path

Lost output during transition period, compared with
continuation of past policy

Restructuring phase
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These issues are discussed further in the concluding chapters. Briefly, however, it can be said that the
experience of other countries which embarked earlier on restructuring exercises similar to that taking place
in New Zealand is that the transition period is of some years, with unemployment increasing initially and

then falling, for example, in the United Kingdom and Spain.

The Distribution of Transition Costfs

The cost in aggregate of restructuring the economy is that output, or income, is lost in the initial stages of
restructuring, compared with the output which would have been achieved had earlier policies been
persisted with. Associated with this lost output is the reduction in employment and the increase in unem-
ployment, compared with what would otherwise have been achieved.

The motivation for restructuring is the belief that this initial cost will be more than offset by the eventual
benefits. This is after discounting future benefits in order to compare their present value with current costs
— in the same manner as investment decisions are evaluated in terms of benefit/cost ratios or the rate ol
return oninvestment. Explicit numerical calculations have notbeen carried out for therestructuring policies
as a whole - it is almost certainly impossible to do such calculations, given the uncertainty about overal

outcomes.

The costs of restructuring are distributed unequally although the eventual benefits may be more equall;
distributed. It is doubtful whether any major economic policy change could be implemented without ai
unequal distribution of the costs inherent in the change. The fact that the costs of restructuring ar
distributed unevenly, however, and fall largely on those with fewer resources, doesraise the questionofap
propriate policy responses. These should be shaped in terms of how best to ensure that those bearing.
disproportionate share of the present costs of restructuring are enabled to share in the eventual benefits, b
using policy instruments which facilitate the restructuring process.
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CHAPTER THREE

The Expected Microeconomic
Outcomes of Policy Changes

The Policy Changes

The changes in microeconomic policy listed in the previous chapter fall under the following headings:

- trade liberalisation
- reduction in assistance to industry
- regulatory reform -- for example, in the transport and finance sectors

- changes in the taxation system, and in the composition of government expenditure

= labour-market reform
= agency reform -- the corporatisation of state-owned enterprise.

%e macroeconomic policy changes also have effects at the microeconomic level. Theseare in addition to the
general impact of the ‘deflationary shift’ in monetary and fiscal policy, occasioned by the endeavour to
inflate the economy and to eliminate fiscal and external deficits. The effects are:

3 high interest rates

3 a ‘strong’ New Zealand dollar.

Vhole Economy Consequences of Policy Changes

'.regﬁ"ely minor policy changes, for example the partial deregulation of egg production or the easing of

e § :éi‘;::he granﬁng of meat-export work licepsgs, the consequences are largely limited to producers
ever, hay (}f‘s lmmedla:\tely concerned, and their immediate consumers. Recent regula'tory'reforms,
'o'n hae ad sweeping effects on large sectors of the economy, for example, the reductions in border
). ve had an effect on most tradeable goods. Even where the reforms have focused on one
oY, such ag transport, or on specific markets such as the labour market or the market for financial

S5, ¢ 5 i
;;eéogglionscquences for these industries or markets have widespread ramifications through the rest
3 y.

~3'l
it hole €conomy

e difficyly g " (or ‘general equilibrium’) consequences of major restructuring policy changes make
0 i

dentify the effects of restructuring on any one market or industry. The effects at
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microeconomic level arise not just from microeconomic restructuring policies butalso from macroeconomic
policies. The interest rate and exchange rate consequences of the firm, post-1984 monetary policies have
been of particular importance. Such general changes can dominate and obscure the changes happening as
a result of specific regulatory reform measures.

The Real Exchange Rate

A useful bridge between macroeconomic policy outcomes, and their impact at microeconomic level, is
provided by the concept of the Real Exchange Rate. This measures the ratio of prices of non-tradeable
commodities to the prices of tradeable commodities. The concept is explained in more detail in Appendix
Two, together with other exchange rate measures. The point about the Real Exchange Rate is that it is
strongly influenced by shifts in the actual exchange rate of the New Zealand dollar against foreign
currencies, and also in New Zealand’s inflation rate relative to that of other countries. It provides a
benchmark against which to compare the actual price and profitability outcomes for individual industries.
However, there is difficulty in making a definitive classification of industries into those producing non-
tradeable, and those producing tradeable, commodities.

Expected Microeconomic Qutcomes

The expected microeconomic outcomes of general policy are listed under the policy headings below.

Regulatory reforms to create a more competitive environment for specific industries
- lower prices to consumers
- the elimination, by competition, of excess profits in formerly protected areas

= increased output in general, but possibly reduced output where the increased competition is
from overseas

- productivity increases at firm and industry level, with increased competition forcing the more
efficient use of inputs, perhaps initially via a shake-out of capital and labour inputs.

Regulatory reform having wider impact (Iabour-market changes, reforms to the tax base, etc)

- increased readiness of labour (and capital) to move to better-rewarded production opportun=
ities, as signalled by market prices.

The consequences at micro level of macroeconomic policy shifts

(These are superimposed on the consequences of the microeconomic policy changes under the first tW
policy headings.)

- deflationary consequences of fiscal and monetary policies aimed at restoring economic 2
ility, leading to slow growth or falls in output for many industries producing for the dOM=%
market

- consequences of the disinflationary monetary policies applied since 1984:

. . veind
- high interest rates, affecting equity returns tomore capital-intensive e
tries, and /or where debt/equity ratios are high
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- a strengthening of the New Zealand dollar until 1988, putting downward pres-
sure on prices and profitability in the tradeable goods industries, both for export-
ers and for import-competing industries.

It can be seen that these microeconomic consequences of the macroeconomic policies will have a general
confounding effect, making it more difficult to identify the specific outcomes of microeconomic restructur-

ing policies.

A further general point is that the responses to restructuring can take the form of both quantity and price
adjustments, for reasons outlined in Chapter Two. The intention of the policy changes is that responses
should be flexible. Price adjustments which bring supply and demand back into balance in a changed
environment are one aspect of flexibility. A readiness to make ou tput changes, in the sense of abandoning
lines of production no longer providing a sufficient return, and transferring resources to more profitable
lines, is another form of flexibility. In this sense both quantity and price adjustments are rational responses
to restructuring and both are evidence of adaptability. A lack of flexibility is shown where resources are
retained in, or perhaps cannot readily be shifted from, production areas whose projected return is poor.
Consistency and credibility of government policies make it easier to assess future prospects for profitability.

Expected Data Outcomes

The following are the changes to be expected in actual data outcomes at individual industry level.

Relative price changes and consequences for profitability
= relative price decreases for industries particularly subject to regulatory reform

S upward price shifts for non-tradeables industries as a consquence of the strengthening of the
New Zealand dollar exchange rate 1984 to 1988

increased variability in commodity prices about the average inflation rate.

nila il.lfluences are to be expected for profit margins, but with output and productivity changes and
fges In input costs, particularly labour cost per unit output, also affecting profit levels.

Output changes

increased variability of industry growth rates

-

continued or increasing output growth where prices (output and input) are responsive to re-
structuring changes, but otherwise a slowing in growth or a fall.

868 in laboyr gng capital inputs
Increased variability in input growth rates in response to higher output growth variability
changesin the rate of new investmentin response to differing industry profitability experience.

”ity Changes

a gen - : .
- rg eral increase in the productivity of utilised labour and capital inputs in response to in-
ased competition
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- possibly a greater variability in productivity growth between industries, but not necessarily,
for example, those industries whose growth has slowed because of restructuring may have

reduced labour and capital inputs more than proportionately, so increasing productivity.

Changes in external trading performance
S increased imports as a result of reductions in border protection, and the New Zealand dollar
strengthening

- decreased export volumes or a decrease in export pr
export-oriented subsidies, and the strengthening of the New

ofitability because of the elimination o
Zealand dollar.

(There will be offsets to these effects from domestic recession, from reductions in input price inflation as:

result of restructuring, and from productivity gains.)

Changes in asset prices

ability caused by restructuring fo
1l-functioning market exists, land i
including speculative pressure

= changes in asset prices paralleling those changes in profit
those assets specific to given end-uses, and for whichawe
particular. (Asset prices have changed for other reasons also,

and tax changes.)

The correspondence of these expected data outcomes to reality is discussed in Chapters Four to Seven.
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Chapter Four

CHAPTER FOUR

Qutcomes in Domestic
Product Markets

Introduction

The most important outcomes of economic restructuring will occur at the microeconomic level -- in the
performance of individual enterprises. The essence of the reform s to shiftaway from assisting or protecting
‘whole sectors and industries, towards creating a climate in which enterprises that are well structured,
‘adaptable and well managed can succeed, and those which are not will face increased pressure to improve
or to shift out of the industry. That should produce an overall economic structure which sustains better
_performance in meeting social objectives.

‘Outcomes at the microeconomic level are particularly difficult to detect and assess over the short term for
“anumber of reasons. Because these outcomes are so important this chapter will attempt to discern technical
evidence of change while acknowledging the difficulty of drawing reliable conclusions.

e difficulties include problems of aggregation, variety in the timing of reforms and the response to them,
_the wide range of factors, quite separate from the reforms, which will affect outcomes in the shorter

liable data and trends emerge slowly, and at the sector or industry level averages may conceal a wide

e of outcomes for different firms. Within an industry, half the firms may have great difficulty coping

h the more direct exposure to market signals - and provide much anecdotal evidence of failure -- while

E.th(?r half may respond very effectively, producing an average result for the whole industry which
s little evidence of any change.

reforms have been introduced over the last decade with different effects on enterprises in different
3 les ;)Ver that time. Agricultural enterprises, for example, may have received some benefits early on
Tegulatory reform of land transport, some immediate adverse effects from reductions in direct

‘ in:)et; :snd some longer-term benefits from increased competition among suppliers of their manufac-

sa':-‘ﬁet:r;: cd_‘ffferent enterprises within agrict.xlture havg been affected diffcrer.\tly by movements in

el e es for their products, some of which reﬂe_ct international corpmodlty price trends, some

g try’s own performance in positioning their products in relation to world market trends,
: particular exchange rate changes.

CONtext, assece; .
Tébncel‘ultr SSessing the impact of specific reforms is fraught with uncertainty. The material in this

ateson a narrow range of technical but relatively simple quantitative indicators of change:

shiftg i i
1ts in prices of products (both goods and services)

Changes i quantity of products
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- changes in productivity
- shifts in profitability.

With the wide diversity of businesses operating in New Zealand it is convenient to aggregate enterpri
into groups or sectors. A common aggregation is that of primary, manufacturing, and service sectors. T
classification also corresponds quite closely to the distinction between tradeable and non-tradeal
products, with tradeables broadly covering goods from primary and manufacturing industries, and nc
tradeables the products from the service sector. However, services are becoming more contesta

internationally, including some research, marketing, financial, educational, and transport services.

Price Changes — for the Consumer and the Produc:

One expected outcome of restructuring is that greater competition should produce more variety in
prices of products available to consumers and producers, and more constraint on price increases.

Consumer Benefits

Usefulillustrations of consumer benefits canbe obtained from the transportindustry data used incompi
the Consumer Price Index. The price of international air travel fell from the end of 1986, as show
Infogram4.1. Exchange rate shifts and changesin world pricesof aviation fuelsinfluence international f
although the specific cause of the sharp fall in prices at the end of 1986 appears to have been incre:
competition on international routes from United States’ airline companies.

Infogram 4.1

Consumer Price Indexes for Air Travel
1984 ~ 1989

Domestic Alr Travel International Alr Travel
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Index
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Years refer to March quarter
Source; Department of Statlstics
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Chapter Four

The price of domestic air travel continued to rise until the June quarter of 1987, but then this also fell
significantly. Ansett New Zealand commenced operations in July 1987, introducing competition on routes

formerly operated only by government-owned Air New Zealand. The reduction in domestic fares is the
result of the introduction of competition.

Petrol prices, charted with taxi fares in Infogram 4.2, are subject to a number of influences including world

rice levels and taxes. However, the removal of price control from the industry during 1988 is associated
with the downward trend in prices seen in that year. The taxi industry remains heavily regulated and the
fares it charges have risen steadily since 1985.

In clothing, footwear and electronics, a wider range of products at different prices is available, giving
consumers a wider choice and some benefits in price restraint from increased import competition.

Output Price Changes for Producers

Increased competition on its own in an economy should lead to a reduction in the margin between input
costsand the selling price, but other factors can override this. In particular, the targeting of monetary policy
atdisinflation has contributed to an increase in the interest rate and strengthening of the nominal exchange
rate. This in turn has led to an appreciation of the Real Exchange Rate, which is the ratio of non-tradeables
ooutput prices to tradeables output prices. Infogram 4.3 shows its path from 1977 to 1988, and also shows the
reversal in the trend from early 1988. (See Chapter Five for further discussion of trends in international
competitiveness.)

Infogram 4.2

E Consumer Price Indexes for Taxi Fares and Petrol
1984 - 1989

Taxi Fares Petrol
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Years refer to March quarter
Source: Department of Statlstics
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Infogram 4.3

Real Exchange Rate Index: 1977 — 1988
Ratio of Non-tradeable to Tradeable Output Prices

Index

1200

Base: December Quarter 1982 l
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1978 1979 1980 1981 1962 1983 1984 1985 1986 1987 1988

Years refer to March quarter
Source: NZ Planning Councll calculation on Department of Statistics data

The outcomes of this major upward shift in the Real Exchange Rate are clearly likely to dominate them
specific industry effects of restructuring policies. Profitability of non-tradeables production shoulc
general increase, more especially if inputs include a significant proportion of tradeables. Conver:
profitability of tradeables industries would be expected to fall.

However, these general conclusions will still be modified to a degree by industry-specific effects.
example, in non-tradeables industries where competitive pressures are strong and labour and cap
resources are readily drawn into the industry for output expansion in response to increased profits, pr
margins would erode and relative output prices increase less. For tradeables industries whose respons
changes in demand takes the form of output changes rather than price changes, the effect of increa
competition from imports would be to reduce domestic output as well as, or rather than, prices or Pr
margins. The degree of substitutability between the domestic good and the imported product i8 @
relevant, as are also the differing degrees to which import protection has been reduced for differ
industries.

Such differences will be shown by differences in the paths of industry real exchangerates. For instance, th
industries whose output for the domestic market is less readily substituted for by imports will more ré&
be able to maintain their output prices and so have less of an appreciation in their real exchange ratés

That at least some tradeable goods industries have been able to maintain selling prices ata level higher®
might be expected from the adverse exchange rate shift, receives support from research reported in2 %
Reserve Bank study on manufacturing pricing behaviour up to the end of 1986 (S. Chapple, P
Behaviour in New Zealand Manufacturing”, Reserve Bank Bulletin, Vol. 51 ,June quarter 1988). Actud

prices were compared with prices predicted on a normal cost plus fixed mark-up hypothesis. In the
actual output prices exceeded predicted prices by a substantial margin, for the period from mid 19025
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end of 1986, for the manufacturing sector as a whole. At production-group level the excess of actual over
predicted selling prices was most marked for chemicals, non-metallic mineral products, and fabricated
) metals. These are all industries where it might be expected that domestic output would be less easily
substituted for by imports than in some other manufacturing industries. The observed outcome will also

reflect changes in the output composition of these industries, for example, the shedding of less profitable
lines of production.

Shifts at industry level

Gimilar real exchange rates can be constructed for each tradeable industry, taking the ratio of non-tradeable
output prices in general to each tradeable industry’s prices. (The details of these calculations are not given
here.)

= Agriculture and mining have experienced an even stronger appreciation of the Real Exchange
Rate than tradeables in general.

. Both fishing and forestry on the other hand, have experienced a weakening of their real ex-
change rates over this period -- that is favourable demand and price trends have been suff-
icient for these two industries to outweigh nominal exchange rate shifts.

- Correspondingly, while real exchange rates have strengthened for the wood products, and
paper and printing industries, the shift has not been as great as for tradeables in general.

- In the manufacturing sector there have been particularly strong upwards shifts for the food
processing, and chemicals groups. The latter outcome may be taken as the result of an outside
factor, the fall in oil prices on world markets in recent years. (If transport is regarded as a
tradeables industry, the substantial increase in its real exchange rate is at least partly attrib-
utable to the same cause.)

Fabricated metals -- a large and important production group - has undergone a real exchange
rate appreciation, but substantially less so than manufacturing in general. It is possible that a
significant part of the output of this industry is little subject to competition from imports, while
considerable industry plan protection continues for the motor vehicle industry, even though
itis affected by the rapid build-up in used car imports.

amination of data at

industry level confirms this expectation although the detail of the results is not
ted here, Briefly the

> overall rate of inflation (of producer output prices) ata given point of time was
'Bainsta measure of the dispersion of rates of inflation for the output prices of individual industries.
) :t‘?w Obscrva'tions in two periods, up to and including the March quarter of 1985, and from March
; asreadily apparent that there has been a shift upwards in price variability between industries

er Period. Thatis, ata given overall level of inflation there is now a wider range --about thataverage
ual price movements,

Tes o gy i . o
atio foutput useq In this section are, in general, those calculated by the Department of Statistics
“Honal Accouns!

OMmina]] .,
, Se-ye}; :nfciaasures Of net’ output, thatis of valueadded. In practice, however, the Department of Statistics
ut, 8Ures using indicators of output change which for most industries are of gross output rather
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Infogram 4.4 shows growth in the primary, manufacturing, and services market sectors, and Infogram 4
contains the same information for individual production groups, both market and non-market, as well

for GDP in total.

Infogram 4.4

OUTPUT GROWTH BY MAIN SECTOR!

Market Sectors?
(% per annum)
Year Ending March
1977/78 to 1982/83 to Whole ten
1982/83 1987/88 years
Primary 3.8 43 4.0
Manufacturing 2.4 1.2 1.8
Services 1.0 3.4 2.2
Total GDP 1.8 2.2 2.0

Source: Department of Statistics

Notes: 1.The figures used for 1987/88 are provisional estimates only
2. Excluding ownership of owner-occupied dwellings

Growth in total GDP accelerated marginally in the latter five-year period. Growth was strongest in.
primary sector throughout, with fishing and hunting, and forestry recording strong output growth as
agriculture. Their slower growth in the latest period probably reflects biological constraints on both:
fisheries and plantation forest resource.

Note that there are some statistical anomalies affecting the primary sector. Growth in real net outputin
agricultural sector has been high, but in recent years at least this has been partly due to cutbacks
expenditures on inputs, such as fertilisers. In effect pastoral farming has been drawing on its fertility ‘ba
build-up from past fertiliser application. For the mining production group, growth estimates are affec
by the classification of exploration expenditure asan intermediate input. Hence an increase in hydroca
and gold exploration will reduce the value-added contribution of the sector.

Overall, manufacturing growth slowed in the latest five-year period whilst services-sector growth aC_Cd
ated sharply. Virtually all the manufacturing groups show low growth, with a significant deteriorati0!
the latest five years, including theimportant machinery and metal products group. This output response
both export-and import-competing manufacturers is due mainly to the strengthening of the New Zeat
dollar, combined with for exporters the removal of export subsidies, and for import competitor®!
progressive reduction in protection levels. One exception however, is paper and publishing.

Among the non-tradeables, the electricity, communications, and finance production groups all shoW.
rates of growth with a noticeable acceleration for the last two sectors in recent years. It is likely that !
aconsequence of recent regulatory reforms particularly for the finance and business services sector: =
likely that faster growth in the transport sector is due to the reduction in regulatory burden which D¢
the late 1970s. The poorest growth performance is in the trade, restaurants and hotels sector-

The various production groups are brought together in Infogram 4.6, in terms of a cross-classific® ¢
growth performance over the past ten years, against whether their output growth is tending t0 258
or otherwise.
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5 Factors other than recent economic restructuring explain the generally high growth in the primary sector.
as § Tt is likely in fact that the changes associated with restructuring will lead in the near future to a reduction

in growth in some parts of the agriculture sector.

Infogram 4.5

T
AVERAGE GROWTH RATES OF REAL GDP BY PRODUCTION GROUP!
five-year average growth rates
(% per annum)
Year Ending March
1977/78 to 1982/83 to Whole ten
1982/83 1987/88 years
Agriculture 4.4 4.4 4.4
Fishing & hunting 8.7 3.6 6.1
Forestry 55 1.9 3.7
Mining -1.6 6.2 2.3
Food, beverages & tobacco 3.4 0.4 1.9
| Textiles & apparel 2.1 0.7 1.4
Wood 2.0 0.8 1.4
Paper & publishing 1.2 6.4 3.8
I.{I}hemicals 1.1 2.4 1.8
| Non-metallic minerals 3.5 0.6 2.1
” Basic metals 2.1 -0.1 1.0
| Machinery products miscellaneous 25 -0.2 1.1
ctricity, gas, water 4.4 3.0 <
i -1.9 5.8 1.9
0.1 -0.2 0.0
0.5 4.1 2.3
Ommunications 4.7 6.8 58
Nance & business services 25 7.2 48
ership of owner-occupied
llings 1.9 2.1 2.0
al government 15 0.0 0.8
unity services etc 2.0 2.6 2.3
1.8 2.2 2.0
Note: 1.The figures used for 1987/88 are provisional estimates only

Cturing most indust ie in the
1y Slowed. One one. Iy groups have experienced only moderate growth in the past, and growth

id 19805, Slvven | eption is the chgmicals group, because of the think-big projects commissioned

Mmon to n‘:VCT ong-term growth in manufacturing output th?n for the_economy as a.whole isa

O do:l,ly developed economies, as manufacturing declines relative to the services sector.

ng pro fitabir;':n Browth in recent years is more attributable to the_effgcts of restructuring.

8, but that th'l Y intotal fell less than might have been expected in the initial phase of post-1984
is wa

educting. - sachieved b i : ; 5o »
"QUction in output growth. ved by cutting back on less profitable lines of production is confirmed

Orindustr; : .

O showi, :esé with th? exception of government, and trade, restaurants and hotels, are all either

As alreadg d?Cclcratmg Browth --and are dominant in that group of industries whose growth
¥ discussed this faster growth canin part be attributed to restructuring, and itis here
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that the restructuring process has inits first stage provided the most positive outcomes in terms of outpul
and employment.

Structural Change

One outcome to be expected from restructuring is that the range of outcomes experienced by individua
industries and firms should widen, as some contract while others expand more rapidly. Infogram 4.
contains, as ameasure of this, the standard deviation of industry growth ratesover the first and second five
years of the 1977/78 to 1987 /88 period. On this basis there appears tobea speeding-up in structural chang
for manufacturing industries in the latter period. There is also a widening in the dispersion of growth rate
for the traded market production groups in general, although this is less marked than for manufacturin

Changes in Productivity

Infogram 1.2 compared New Zealand’s productivity performance with OECD countries — it is only sin
about 1980 that New Zealand’s productivity performance has been reasonably comparable with the OEC
average. Productivity performance can be measured in terms of the ratio of output trends to labour inp
trends, or to capital input trends, or to the two combined.

Infogram 4.6

OUTPUT GROWTH CLASSIFICATION OF PRODUCTION GROUPS
over the last ten years
Growth Growth Growth
Decelerating Stable Accelerating
High growth Fishing Agriculture Paper and publishing
(above 3 percent Forestry Communications
annum) Electricity, Finance and business
gas, etc services
Moderate Food Chemicals
growth (1103 Textiles Construction
percent per Wood Transport
annum) Non-metallic Ownership of Mining
minerals dwellings
Metal products &
machinery
Low or negative Basic metals
growth General government |
(below 1 percent Trade |
per annum) _l
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Infogram 4.7

e

CHANGE OVER TIME IN DISPERSION OF OUTPUT GROWTH RATES

1

7

- Standard Deviations of Growth Rates (%)

e

S 1977/78 to 1982/83 to Whole ten

4 1982/83 1987/88 years -
Eight manufacturing
production groups' 0.8 2.0 0.8
Nineteen trading
groups 2 23 25 1.9

Notes: 1. Other manufacturing combined with metal products, machinery, etc
2. Including the eight manufacturing production groups; ownership of ewner-occupied dwellings is excluded

{.Fobour Input

_abour-force changes are examined in Chapter Seven. The broad trends observed are that employment has
enin the primary and manufacturing sectors, and more rapidly in the most recent period, but has grown
he services sector, more especially in trade, financial services, and personal and community services.

worthy features include the extent of the ‘shedding’ of labour in the tradeable goods industries,

ated by the effects of the corporatisation of state-owned enterprises, in particular coal mining,

fry, and electricity. However, some of the decline in employment in agriculture and manufacturing is
inuation of long-term trends, not specifically associated with restructuring.

t€s of capital stock are obtainable from the work of the Project on EconomicPlanning (PEP), Victoria
SIty, and these can be used as a measure of capital input. It is important to note, however, that
850f capital inputbased ona ‘perpetual inventory’ approach, such as the PEP estimates, have defects
‘ od of rapid structural change. Essentially the approach is to add each year new investment by the
) 10its capital stock, at the same time writing off a proportion of the existing stock at some assumed
“ttZOf.e?onomic depreciation. When rapid structural change is under way, however, some of the
mdemOI}S of the past will be found inappropriate to the new environment, and in effect the
-, cpreciates more rapidly than assumed in perpetual inventory calculations. It should be borne
A s}l:arhcularly forindustries with falling output, capital input is also likely to be falling more than
OW, and a negative bias imparted to productivity trends (see the following discussion).

Uctivity

an, ; :
dugl‘w Blve estimates of productivity growth for primary, manufacturing and services, and
Nir'i Production groups. The three different measures of productivity are labour productivity

ur D
e(;'}ﬁ;:;:;ap"al productivity -- output/capital input and Total Factor Productivity (TFP) --
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Infogram 4.8
PRODUCTIVITY GROWTH BY MAIN SECTORS
(%)
1977/78 to 1982/83 to 1977/78 to
1982/83 1987/88 1987/88

Labour Productivity
Primary 4.0 6.6 5.3
Manufacturing 25 3.1 2.8
Services' 0.7 1.2 1.0
Total market! 1.5 2.1 1.8
Capital Productivity
Primary 2.8 4.3 3.6
Manufacturing 0.6 -4.0 -1.7
Services' -09 1.3 0.2
Total market! 0.2 1.0 0.6
Total Factor Productivity
Primary 3.1 48 4.0
Manufacturing 1.9 0.5 1.2
Services' -0.0 1.2 0.6
Total market! 0.9 1.6 13

Note: 1. Excluding ownership of owner-occupied dwellings

In these tables TFP is calculated as a weighted average of labour productivity and capital productiv
growth. The weights are the respective contributions of labour and capital to GDP for each individ!
production group, over each five-year period analysed.

The important figures are those for Total Factor Productivity, as both labour and capital productivity’
affected by changes in the contribution to overall growth of the other factor. Thus for instance, growtt
labour productivity is generally higher than TFP growth, because of the increases in capital to labour ral
over the period. (Where thereare doubts concerning the adequacy of capital stock estimates, as referred

measures of labour productivity may provide better guidance.)

Recent Productivity Trends in Manufacturing

The past year has been one of slow recovery beginning from the 1987 /88 recession. Total GDP is CStimj
to have risen by between half and one percent during 1988 /89, after falling about 2.5 percent in 1987

It is during this upturn that long-term productivity gains from economic restructuring should bcgﬂ
become apparent. Comprehensive up-to-date productivity measuresare notavailable. However, estl i
can be made of trends in labour productivity in the manufacturing sector. Infogram 4.10 shows 1016 o
trends up to the end of 1988 in real value added per hour worked in the manufacturing sector: hﬂ
added data are obtained by constructing constant price output and input series, and differencin® ==
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Infogram 49

.
(%)
1977/78 to
1982/83
LABOUR PRODUCTIVITY
Agriculture 48
Fishing & hunting 4.2
Forestry 5.1
Mining -11
Food, beverages, tobacco 3.8
Textiles & apparel 35
Wood 0.9
Paper & publishing 0.1
Chemicals 0.4
Non-metallic minerals 48
| Basic metals,machinery
| and metal products etc 2.6
Electricity, gas, water 21
Construction 1.1
| Trade, restaurants, hotels -1.1
Transport & storage 26
Communications 46
| Finance & business
| ,grvices 0.2
| Community services etc 1.3

CAPITAL PRODUCTIVITY

lture
ing & hunting
Sy

X Publishing
als

PRODUCTIVITY GROWTH BY INDUSTRY GROUP!

1982/83 to
1987/88

6.1
2.8
15.4
12.2
0.6
3.5
1.5
7.7
3.7
5.1

2.8
0.0
6.4
2.1
0.9
8.7

0.6
-1.3

1977/78 to
1987/88

10.2

4.4
-2.2
2.8
2.4
-0.8
1.0
-0.1
3.5
-9.8
2.6
-9.3
0.5
2.2
1.8
-2.4
1.0
2.8

0.3

0.8
-2.1
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Infogram 4.9
PRODUCTIVITY GROWTH BY INDUSTRY GROUP
(%)
1977/78 to 1982/83 to 1977/78 to
1982/83 1987/88 1987/88
TOTAL FACTOR
PRODUCTIVITY
Agriculture 4.2 5.0 46
Fishing & hunting 1.6 -1.3 0.2
Forestry 3.9 5.8 4.8
Mining -6.1 5.8 -0.3
Food, beverages, tobacco 2.8 -0.1 1.3
Textiles & apparel 3.2 2.2 2.7
Wood 1.2 0.3 0.7
Paper & publishing 0.9 6.7 3.8
Chemicals -1.8 -4.3 -3.1
Non-metallic minerals 4.5 2.7 3.6
Basic metals, machinery,
metal products etc 1.7 -1.9 -0.1
Electricity, gas, water 2.2 1.6 1.9
Construction 0.0 6.1 3.0
Trade, restaurants, hotels -1.3 -2.6 -19
Transport & storageé 1.3 1.7 1.5
Communications 48 49 49
Finance & business
services -0.6 1.6 0.5
Ownership of owner-
occupied dwellings 09 0.6 0.8
Community services etc -0.7 -0.3 -0.5
1 Source: Department of Siatistics, Project on Economic Planning, NZPC calculations
Note: The figures are estimates only, subject to ongoing revision (see Orr NZIER 1089); estimates for the smaller sized grouf
as fishing and hunting are particularly subject to error

These figures will differ from official Departmentof Statistics’ estimates of manu facturingoutput, wh
based on trends in gross output. The chemicals and basic metals production groups are excluded fr
manufacturing total, in order to preserve comparability through the period of installation of thi
projects in those industries in the mid 1980s. In fact, however, their inclusion has little effecton the!
trends.

The charted measure of real hourly output canbe seen to have peaked in 1984 /85,and then to haved
to early 1987, apart from a short-lived upturn in 1986. From mid 1987, however, there has been al
increase in labour productivity in the manufacturing sector.

This recovery has taken place during a period of recession. Ithas been achieved largely through 2 5
in labour input, although the decline in real output appears to have ‘bottomed’ and an UP“’“,‘P;
other words manufacturing industry, at Jeast, has become considerably ‘leaner’ and more eff;a 1
operation as a result of restructuring. At more detailed production-group level, corrcsp(“‘d‘ngd
labour productivity are evidentin the textiles, wood products, chemicals, and fabricated motalsP ¢
groups. The textiles and apparel, and fabricated metals industries are the two industrics mes
protected against competition from imports (see Chapter Five). |
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Infogram 410

Manufacturing — Net Real Hourly Output: 1978 - 1988

(excluding the basic metals and chemicals, etc production groups)

3 Real $ per hour

GjllllljlllllllIlll]lLlellIllllllLLlllllllL

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Years refer to March quarter
Source: Department of Statistics — seasonally adjusted data

I

omments

b,
Infogram 4.8 it can be seen that TFP growth, at 1.3 percent per annum for the last ten years, has been
ry by OECD standards (0.6 percent per annum for 1979 to 1986). Also, TFP growth accelerated in
five years. This overall picture is the aggregate of:

continuing high TFP growth in the primary sector
afallin manufacturing TFP growth
offset by an improvement in services TFP.

°“'8“OUp level, TFP growth has slowed for most manufacturing groups, except paper and
and has fallen especially strongly for the think-big project affected groups (chemicals and basic
v :e gf the velry sizeable additions to capital stock in those industries (whose ‘book value’ has
\nfo ad to be wr_itten down’ very substantially). However, more recent though partial data,
«ﬁmm 4.10, points to a significant improvement in manufacturing productivity over the past

1CEeS o ..
I gr:ups, electricity, construction, transport, and communications have all recorded strong,
ch there gro»?/th: HOWCV@P, productivity performance of the trade group has been poor -- this
are significant difficulties in measuring both output and labour input.

q business services

has beey, el group has also shown low productivity growth over the past decade.

antimprovement more recently, related to the reforms of recent years.
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Changes in Industry Profitability

Changes in output prices, quantity of output, and costs of inputs (partly through productivity changes
ultimately effect the profitability of industries and individual businesses. Changed levels of profitability i1
turn lead business to expand, contract, O possibly even shut down operations. Change in profitability, O
an aggregate basis can be measured by indexes of relative added value.

For much of the economy, aggregate and up-to-date statistics on profits and profitability are not readil

available. A first approximation is given, however, by a measure of value added margins.

Indexes of Relative ‘Walue-added’ Margins for Industry Groups

Trends in the ratio of the output prices index to the input price index for a given industry, area measure
changesin value added. Theindexes used are the producer price indexes. The inputsindex doesnotinclu
Jabour inputs or finance costs. Hence the ratioisameasure of trendsin value added, ra ther than profitabil
in its more usual meaning. However, when cost indexes are constructed which combine labour costs w
commodity input costs, very similar trends are observed.

This measure hasbeen calculated for the ten-year period from 1978 /79 to 1987 /88. Infogram 4.11 shows

ratio for the non-tradeables and tradeables sectors separately, and [nfogram 4.12 for manufacturing
whole.

Infogram 4.11

Changes in Value—added Margins: 1977 — 1988

Tradeables and Non-tradeables

Tradeable Industries Non—tradeable Industrles

—- — S——

Index

1100

1050

1000} v T \/

950l!llllllllIIIltlllllllllllllllllllllllllLlJ_‘l_L

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988

Years refer to March quarter
Source: NZ Planning Councll Calculation; Department of Statistics data
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Infogram 4.12
R e
Changes in Value-added Margins: 1977 — 1988
Manufacturing
Manufacturing
Index
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iking feature of the results is that, in Infogram4.11, the ratios for tradeables and non-tradeables, move

ely together for the whole period from 1978 to 1988. Likewise in Infogram 4.12, the feature is the

ntrecovery in manufacturing value added margins from 1985 onwards, when a quite different result
have been expected as a consequence of exchange rate shifts, and the reduction in border protection
ustry assistance.

tcomes are best explained by the manufacturing sector being predominantly output-responsive,
\an price-responsive, to competitive pressures in the market environment. In the face of increased
101, output of now unprofitable lines is reduced, in preference to cutting prices. Qutputis switched
\Ore profitable lines, or reduced in total. For the primary sector, a relevant factor is that input price

l Pasotgral agriculture include livestock values, which have declined in parallel to falling returns
4 produce.

TS-‘“"}ng .if.\dustries, actual profits data are available from the quarterly manufacturing survey.
Profitability as the profits to sales ratio provides the information charted in Infogram4.13. Three
8;:‘5’5 have, however, been omitted from the total -- primary foods, chemicals and base metals.
> tigls contain the major-growth projects (think-big) coming on stream in recent years. These
on 4 esh?e"ahODS, much more capital intensive than theaverage of New Zealand industry, and
"-GSicall ){fethe comparability of the data over time. (The exclusion of primary foods has less
e) Y because its fortunes are more linked to those of the farming sector and to commodity

sho . _

WCOV:”Z Somfe Interesting trends. Profitability rose from the early 1980s to a peak in mid 1984.
02¢, cozr?b that period, in combination with labour costs being reduced by the 1982 to 1984
Xchange rat: ted to this. Profit margins then fell, through to mid 1987, as labour costs bounced

strengthened. Finally, since mid 1987, profitability has again improved. Itis this
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infogram 4.13

Manufacturing Profitability: 1978 ~ 1988

{excluding basic metals, chemicals and primary foods)

9 of sales

lllllllllllllllllllllllllllllllllllllll

jo79 1980 1981 1982 1983 1984 1985 1986 1987 1988

Years refer to March quarter
Source: Department of Statistics - seasonally adjusted data

latest trend which is of particular interest. It is certainly tempting to see it is as evidence of adjustm
the new environment, in using resources more officiently, quitting less profitable lines of productior
mostrecently, enjoying the benefits of the jmprovementin New Zealand’s external competitiveness ov

last year.

Turning now to 5pecific instances of deregulation, two industries are of special interest; transpo)
finance and business services. The relative value-added indexes for those two are shownin Infograr
(The effect of recent transport-sector reforms on consumer prices is discussed earlier in this chapt€

The transport index does show a decline for the period as a whole, although with some recover)
recently. However, the picture is confused by shifts in the price of a major input over the periods
petroleum. The rapid decline in the index in 1979/80 is most obviously explained by the rise in W
prices at that time. Given the general weakening in the price of oil since then, however, the fact that
do not appear to have increased substantially can be seen as a consequence of deregulation of pat
industry exerting a downward pressure on output prices.

Deregulation of the finance sector occurred in particularin 1984. Apart from the initial 1984/ 85 pi;-
ratio of output toinput prices for the industry has tended to increase subsequently, including thro% 4
The sizeable shift upwards in the ratio in the fourth quarter of 1986 is a consequence of the intr 2
GST in that quarter — GST being non-deductible for financial institutions, al though the generd o7
affected. Recent results from the Bank of New Zealand and New Zealand Insurance suggest o

have changed since 1988.
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Infogram 4.14

1 —

Changes in Value—added Margins: 1977 — 1988
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Sstructuring Changes at Firm Level

Posiﬁ?n from which to observe response to the changed economic environment, is at the level of
dividual firm, but there is little readily available information.

¢ of the casualties of change is provided by the available statistics on business and personal

lure. Infogram 4.15 charts individual bankruptcies and company insolvencies over recent years.

N total failures is evident in 1987 and 1988 although the number are only a tiny proportion of
‘mber of registered companies and other businesses.

te"fSt would be data on the ‘births’ and ‘deaths’ of businesses and changes within existing
er 1984, but before October 1987, there appeared to be a dramatic change of attitude towards
J’e;:ic f;(efw blfsiness enterprises, with a raft of seemingly innovative ideas, including non-
Yo Wing, pl :"mhlng of goats, deer, rabbits, bloodstoc!< and llamas, waste recy?ling, water exports,
& e ae : t le usual pro : erty development, tourism ventures, and financial (?per.'ahons. State-
3 ‘ newe also developing anew business enterprise culture,.and were b.egmmng to test the
“‘,remarket V‘::fures. The private sector development was pnrpanly assxstec‘l by a §hongly
s, well be;ore ich brought quick monetary re\_/vards to those setting up the businesses in terms
Wt in neg ;m){ real income was forthcoming. New manufacturing ventures were notably
and 198, o usinesses is reflected in census data with a strong increase in self-employment
alter a long-term decline since the 1920s (see Infogram 4.16).
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Infogram 4.15

Bankruptcies and Company Insolvencies

1976 — 1988
Total Insolvencies Individual Bankruptcies Company Liquldations
——— s —
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Year ending December
Source: Department of Statistics
Infogram 4.16

SELF-EMPLOYED AS A PROPORTION OF THE LABOUR FORCE'
(%)

1926 1936 1945 1956 1966 1971 1976 1981 1986

Self-employed

with employees 9.5 9.1 94 75 72 61 66 59 7.3
Selt-employed

without employees 128 114 96 o8 68 85 72 70 93
Al self-

employed op3 205 179 187 140 125 138 129 16.6

Note: 1. Total full-time labour force includes unemployed, and for all
time periods represents those working 20 or more hours per week
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This increase in self-employment appears to be spread across virtually all industry types, with perhaps the
most surprising trend being a netincrease in manufacturing jobs within small businesses between 1987 and
_‘] 1988. It is difficult to isolate the effects of attitude and structural change in this altered trend. Up until the
mid 1970s, much of the decline in the proportion of self-employed can be linked to the decline of employ-
ment in the primary sector where there is a high proportion of self-employed, and the rise of manufactur-
ing where self-employmentisrelatively low. Some of the morerecent changes reflecta range of other factors.

Technological change

In the last few decades there has been considerable focus on economies of scale, particularly in manufactur-
ing, but also in areas such as banking, transport, communications, forestry and fishing. This has also been
associated with the growth of multi-national firms, where the economies of scale can be on a world-wide
‘pasis. In certain areas this trend towardslarge enterprises is likely to continue. New technology, particularly
in the area of micro-electronics, is also enhancing the competitiveness of small-scale customised production,

ffgiving rise to new opportunities for self-employment.

Institutional change

Corporatisation, devolution and freeing-up entry barriers for new firms all potentially contribute to growth
i  self-employment. Two examples of where there have been major changes are the corporatisation of the
New Zealand Forest Service and the Post Office, particularly telecommunications. In the forestry area some
of the former wage and salary earners are now contractors, whilein communications there have beena wide
e of new companies set up to install and sell telephones, put in wiring, lease PABX etc. With devolution
e is also more potential for sub-contractors at a local level.

)
abour-market changes

oyers or employees wishing to have more flexibility of employment arrangements may move from
Or salary agreement to contract arrangements. This may lead to a change in the classification of
yment status.

8 the October 1987 sharemarket crash, a significant proportion of the more high-profile new
s have failed, due to a mixture of business naivety in some enterprises, and a lack of substance in

these failures there stil] appears to be growth in self-employment. The Department of Statistics’
atterns Survey indicates that the percentage of those gainfully employed in the category
4ownership’ rose from 7.0 percentin 1987 to 7.2 percent in 1988, while those in partnerships rose
: cent to 8.8 percent. If a significant proportion of these new businesses can thrive and grow, a
Oyment base could be expanded.
: ax;nlgg period. has seen large-scale layoffs in bigger industries despite the trend in self-
i congsri;l)wth in small businesses. Large-scale redundancies and layoffs as a result of business
e Surera_b_le attention, anfi are naturally seen as prima facie evidence of change in response
e l;())nsmg]y, the available data show very little fluctuation in the level of ‘forced
guresPSh)(;m]c(?int over the past decade. (See Infogram 4.17, data from Quarterly Employment
Y surve uld be Interpreted with some caution, however -- the infogram figures refer only
L gene);;]and are for private sector, non-seasonal employment only, in still-operating
Labour tyry, voluntary ‘quits’ are far more numerous than forced ‘quits’, and vary with the
Of quits ha. fgﬁer increases during an economic expansion, but decreases duringa downturn.
¢n since February 1985.
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Infogram 4.17
Quit Rates: All Industry
1981 - 1988
Voluntary Quits Forced Quits Total Terminations
; % of employment
4 i o®"e i
3r "'-.----...'... _."‘. L i
2r -
1} -
0 1 5 1 1 1 L 1 1
1981 1982 1983 1984 1985 1986 1987 1988
Years refer February quarter
Source; Department of Labour = QES
Special studies providean alternative to the official statistical sources. Pages 53 and 54 summarise there
of two such studies. The firstis a report commissioned by the Economic Monitoring Group on the comp

software industry in Christchurch. The second isa Department of Scientific and Industrial Research (E

report on the electronics industry.

The computer software industry isa ‘high-tech’ industry which hasbeen expanding rapidly for somey
Restructuring policies have not been a key factor in this expansion but are seen by industry participal
creating a favourable environment for continuing growth.

od wellinrecent years, asshownby the infogram (p.54). Bothou tp"!

The electronicsindustry hasnot far
mpetition from imports is certainly a factor 1t

employment have fallen substantially and increased co
Interestingly this is not because protection against imports has been much diminished, but rather do?

roduction of traditional consumer electronic goods - for example, radioand television -- has not €=
to hold markets against the competition of more technologically-advanced overseas products ~ E
compact discs and video recorders. This is a good illustration of how high protectio
guarantee an industry long-term survival. However the DSIR study has identified a number ;
response is quite different to that for the industry asa whole. If the growth of those firms contin®

consequence will be an upturn in output for the industry asa whole.

there are changes going on at the individual-firm level in response to regulato‘f_):;;f.o‘
gli

In summary,
other restructuring policies. Itis hard to obtaindetailed evidence for these changes, but such

be obtained suggest that they are in the desired direction.
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THE CHRISTCHURCH COMPUTER SOFTWARE INDUSTRY
(summarised from a case study commissioned by the EMG)

The computer software industry is a rapidly developing ‘high tech’ industry. It is dependent on
advanced technical knowledge, a skilled workforce and good communications providing links to over
seas markefs.

Regulatory reform has not been a key factor in the development of the industry in Christchurch. How
ever, it is seen by the industry as creating a more favourable environment and should induce further
fast growth.

| Software exporters in Christchurch account for about 11 percent of exporters nationwide and for about
| 24 percent of the total value of software exports. Export growth of 40 percent is expected for 1989.

SEVEN CHRISTCHURCH FIRMS: EMPLOYMENT AND GROSS OUTPUT
(approximate figures)

1984 1988

Employment 45 200
Gross output ($million) 2.2 20.0

are several beneficial effects of restructuring cited by the software firms. Business activity has
made far simpler and less time consuming. The zero-based inflation objective is helping firms
competitive in international markets although the high New Zealand dollar is an inhibiting factor.
er'company tax rates, in an industry strongly reliant on profits for funding new projects, are seen as
g plus factor for the future. Smaller firms stress the need for R & D incentives.
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ELECTRONICS MANUFACTURlNG
(summarised froma DSIR report, 1988)

In 1980 the electronics manufacturing industry was highly protected against competition from imports

and today still retains a considerable degree of protection.

Output growth continued until 1985 and exports increased to 12 percent of total production in that year.
Output then dropped rapidly to a level in 1988 of only 56 percent of 1980 production and employment
of nearly 5000 in 1980 was halved.

The DSIR study was of selected 'growth’ firms. These accounted for 70 percent of industry output in
1988, compared with 25 percent in 1980. On average they exported 50 percent of production.
Employment of professionals trained in electronics doubled between 1980 and 1988 for the industry

as a whole.

The infogram shows the projected growth of the industry if expansion of growth firms relative to non-
growth should continue at 1985 to 1987 rates. Both industry output and exports would grow in real
terms, and the industry would become predominantly export-oriented.

It is clear some firms are adapting to and prospering in the new more outward-looking environment,
and this could lead to renewed growth for the industry as a whole. Growth is linked to a more skilled
workforce than in the past. The declining part of the industry appears to consist of firms assembling
consumer electronic goods from imported designs, whereas the ‘growth’ firms appear to be those
aiming at the business market, and finding ‘niches’ for products from their own research.

Electronics Manufacturing: Projected Growth
1980 - 1993

Productlon Exports

-5 - Ssppkscs

$million in $1987)
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400}
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S ] et
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Source: DSIR Report /J
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Summary

Atindustry level, itis not easy to disentangle the effects of industry-specific restructuring policies from such
general influences as the business cycle, and real exchange rate changes. Also there are long-term ‘natural’
restructuring changes going on, whose consequences are easily confused with the outcomes from policy-
caused restructuring. Examples include diversification in land use, the trend of declining employment in
manufacturing, and increasing employment in service industries.

It can be concluded, however, that rapid change by previous New Zealand standards is occurring.
Adjustments to the new environment are reflected in both price changes and output changes, with the latter
seeming the more general response (Output price responsiveness can of course be constrained by rigidities
in input prices.) The actual response will differ from industry to industry depending on the changed
environment for each industry, and their different production structures. For instance, the response of a
'price-taking’ industry such asagriculture to the difficult conditions faced in the early stage of restructuring
has been the traditional one -- of maintaining and increasing output but reducing inputs. For manufacturing
industries, the choice is more to constrain output. However, labour inputs have been reduced more rapidly
(anacceleration in previous trends) so thata reasonable growth in labour productivity has been maintained.
(It is difficult to assess overall productivity performance for manufacturing, because of the significant
changes in the sector’s capital stock.) There is more variability in outcomes between the different services
industries, but for the services sector as a whole, there has been an impressive improvement which seems
tobe at least partly caused by restructuring reforms, in terms of faster output growth, a significant speed-
upinproductivity growth, and the maintenance of employment growth. The latter has not been sufficiently
large to outbalance the labour-force shake-out in primary and manufacturing industries.

These changes are at aggregate industry level - itis more difficult to assemble evidence on outcomes at the
el of individual businesses. Such evidence as is available suggests that at least a proportion of firms are
ipting to the new environment in ways which will improve their individual growth performance, and
that of the economy as a whole.
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CHAPTER FIVE

External Trade Outcomes

This chapter focuses on two areas -- first, the effect of reductions in protection and in assistance to industry
in general and, secondly, changes in external competitiveness, particularly as they affect exports. The
‘reduction in industry assistance and protection is a major component of the restructuring reforms of this
‘decade. Changes in competitiveness are an outcome of economic restruc turing. For each of these areas data
‘are provided on the changes in assistance levels and in competitiveness. An attempt is made to assess the
‘outcomes of these changes, in terms of changes in imports and exports.

Background

n the late 1930s, restrictions on imports and foreign exchange transactions to deal with balance of
ent difficulties were put in place. These temporarily suppressed the problems of external imbalance,
dnot offer a permanent cure. Instead, such measures raised a protective barrier around New Zealand
ufacturing by isolating producers from competitive pressures and raising domestic costs.

the early 1960s, a policy of active encouragement of exports was adopted, in addition to import
tion. Initially a major aim of this policy was export diversification into ‘non-traditional’ products,
ted in particular by the United Kingdom's attempts to enter the European Economic Community.
quently, as the costs of import protection to the rest of the economy were realised, ‘compensation’ for
i CS " domestic costs of protection became an important part of the justification for export encourage-
. \fenmally very substantial assistance was also extended to ‘traditional’ exporters -- in particular

‘eNtary Minimum Price (SMP) subsidies to pastoral agriculture -- in addition to the rapidly
HAINg assistance being paid to ‘non-traditional’ exporters.

1980, as a result of this haphazard accumulation of protection and assistance policies over the
Structure of industry assistance had taken shape. This was:

highly protective on avera ge
Very variable in jts incidence

non-transparent

 distorting :.. -
) Orting in its effects on the allocation of resources

Costly in the fiscal sense

COstly to the consumer,
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These problems had long been known and discussed. In 1969 apparent agreement was reached on the need
to replace import licensing by tariffsasa first step towards greater rationality and transparency. The first
tentative steps were taken from 1979 onwards by putting up an increasing proportion of import licenses for
tender in order to establish tariff equivalents. Programmes were established to phase out the import
licensing system. At the same time negotiations with the Australian Governmentled to the Closer Economic
Relations trade agreement (ANZCERTA) commonly known as CER, replacing the previous free trade
agreement. Signed in 1983, CER provided for trans-Tasman free trade by the mid 1990s. (Progress towards

this is currently ahead of schedule.)

The pace of change accelerated considerably from 1984 - most export incentives and subsidies have now
been eliminated. The phasing-out of importlicensing was completed by July 1988 (apart fromsome residual

controls for more yulnerable industries such as textiles and apparel, and auto assembly).

The focus has now switched to tariff reform, with the general objective being a phased reduction in all tarif
levels, but with greater reductions in the higher tariffs (Tariff Review Committee report 1987).

Technical Concepts

Assistance to industry includes:

- output subsidies - for example, SMPs for agriculture, and exportincentives for manufacture
goods. In this category there is also the ‘subsidy’ which border protection (tariffs and impc
licenses) confers on producers for the domestic market by pushing up the prices they «
charge

- input subsidies - for example, fertiliser subsidies for agriculture

- subsidies to valueadded - for example, government—financcd research and advisory servic
subsidised labour, concessional interest rates in some sectors.

Border protectionisone of the major means of providing assistance todomestic import-competing indus!
butitisonlya part of total assistance toindustry (including assistance to exportersand to producers of nd
tradable goods and services).

A widely-used measure for comparing the level of assistance between different industries, which indi¢
the magnitude of resource-allocation effects, {s the Effective Rate of Assistance (ERA). This measures
proportionate amount by which the value added per unit output ofagiven commodity is increased w7

overnment’s assistance measures above what it would have been without government interventi®
allows for the fact that tariffs and import licenses, while allowing domestic producers to increasé &
selling price, can also increase the costof inputs purchased by the producers - that is, causes an excess!
The ERA measures the net outcome of these two effects.

Infogram 5.1 illustrates the calculation of the ERA fora good whose ou tput prices and input prices aft’o‘]-.
increased by tariffs (or otherborder protection). Note that the ERA canbe negative, for example, if the e)§
costs imposed on inputs by tariffs and import licenses should exceed positive assistance clsewher®
generally argued that exporters, particularly those of traditional pastoral produce, have .
position. Recent work, however, pu ts these excess costs foragriculture atratherlower levels than prev ‘

believed.

7

o
It should be noted that ERAs thus measured are so-called partial equilibrium measures ~ that ﬁé
measure the direct impact on a specified industry OF commodity. They do not take into aCCO“‘:a*
indirect consequences ramifying through the economy in the form of changes in cmploymcﬂ*/}’a -"
Real Exchange Rate, etc. To take account of such effects an economy-wide general equilibT™
needed. An ERA measures assistance per unit output. The Net Subsidy Equivalent (NSE) i thﬁ o
notional subsidy - thatis, an industry’s pre-assistance aggregate value-added multipli€ e

Rate of Assistance.
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Infogram 3.1

o
Effective Rate of Assistance
(in case of tariff)
'l After tariff
Cost A’ D'
structure
f per unit Before taritf Output price increases
output because of tariff
A D
|
B! ' "Excess cost” on inputs
e ////// /)f because taritfs elsewhere
B //// ¢ % will increase output costs
Value added (wages, profits, elc) Effective Rate of Assistance
// (% increase in value added)
///‘ Non-factor inputs
// (materials, energy inputs, etc) A'B'C'D'
= (T ) -1
A B CD

limates of Changes in the Level of Assistance

“Sin the level of industry assistance in recent yearsare provided by a recent government-commissioned
ndustry Assistance Reform in New Zealand (Syntec Economic Services 1988). The report covers

© and manufacturing, but excludes assistance provided through export subsidies, mainly to
.":“8- The substantial forthcoming tariff reductions announced in December 1987 are not taken

\ étfs:p? 5.3 compare the decline in aggregate assistance to the agriculture and manufacturing
& is

Kot ance to pastoral agriculture fell by more than 50 percent between 1985/86 and 1987/88;
adjust m?xnﬁ fell by ab(?ut one-third. This bears out the common assertion that agf'iculture hasbeen
Sectors are iC more rapidly than manufacturing towards an ‘intervention-free’ situation. The data

: Ncurrent prices, not adjusted for inflation, so in real terms the fallis substantially larger.
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Infogram 5.2

AGGREGATE ASSISTANCE TO MANUFACTUR|NG
March Years
1981/82 1985/86 1987/88
($million)
Gross subsidy equivalent
- on outputs 3,008 2,887 2,195
Gross tax equivalent
- oninputs 825 776 731
Net subsidy equivalent
- on value added 2,183 2,111 1,463

Source: Syntec 1988, Table 2.1 (p-33)

infogram 5.3

AGGREGATE ASSISTANCE TO AGRICULTURE

March Years
1081/82 1983/84 1984/85 1985/86 1986/87 198

Gross Assistance
($million)

On output
(e.0. SMPs) 422 296 152 86

On inputs
(e.g. fertiliser) 80 68 29 20

To value-adding factors
(e.0. Rural Bank loans at
concessional interest)’ 1,131 482 713 1,611

T T

Total 1,633 846 894 1,717

Net Subsidy
Equivalent? 600 536 343

Source: Syntec 1988, Tables 2.2 (p.35) and 2.7 (p.43)

. - 1983/8

Notes: 1. Also discounting of Rural Bank debtin 1987/88, and substantial stabilisation account debt write-offs I 1?3“
2. The gross figure is for all agriculture, and the NSE for pastoral agriculture only, but the effects ©
difference in coverage should be small
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Infogram 5.4 shows the ERAs for manufacturing by industry and also the Net Subsidy Equivalent. For
manufacturing as a whole the ERA fell by one-third, from 39 to 26 percent between 1981/82 and 1987/88,
~l most of this from 1985/86. At industry-group level, assistance fell for all groups, but substantially more in

neral for those with higher initial levels of protection, so that the overall variability of assistance between
industries was reduced. A more detailed analysis shows a general reduction in variability within industries.
However, effective assistance levels are still high for textiles and apparel, and the fabricated metal products

oup. Net Subsidy Equivalent assistance to these two groups amounted to over half the net assistance still
peing provided to manufacturing in 1987/88. Infogram 5.5 illustrates the changes at industry level.

1 Infogram 5.4
1 Ir
k | ! ‘ MANUFACTURING: EFFECTIVE RATE OF ASSISTANCE
‘ ‘ ; AND NET SUBSIDY EQUIVALENT
by industry
Average (%) Net Subsidy
Equivalent
($million)
1981/82 1985/86 1987/88 1987/88
everages &
20 14 9 148
wearing apparel,
industries 90 160 69 286
51 28 21 78
Paper products,
Publishing 24 17 13 108
& petrol, coal,
& Plastic products 37 38 34 217
ineral products
etrol & coal
19 19 17 49
12 12 11 29
69 58 51 528
56 53 41 21
39 37 26 1,463
Source: Syntec 1988, Tables 2.5 and 2.6 (pp.41-42)
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Infogram 5.5

Manufacturing: Average Effective Rates of Assistance
1081/82 - 1987/88

1981/82 1985/86 1987/88
— s

%
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Source: Syntec 1988, Figure 3.2, p.55

For Infogram 5.5 (above) the New Zealand Standard Industry Codes (NZISC) are as follows: 31 I8
beverages and tobacco; 32 textiles, wearing apparel, leather industries; 33 wood and wood prod
including furniture; 34 paper and paper products, printing and publishing; 35 chemical and petrol &
rubberand plastic products; 36 other non-metallic mineral products; 37 basic metal industries; 38 fabricd
metal products, machinery and equipment; 39 other manufacturing industries; 3 manufacturing in

Abreakdown for pastoral agriculture is shownin Infogram 5.6. The high ERAsin1981/82and 1986/87%
rimarily due to SMP subsidies and stabilisation debt write-offs respectively. The assistance Tals
rcent in 1987/88 was dominated by the contribution ofconcessional Rural Bank loans and discot
Rural Bank debt. This can be expected todiminishas Rural Bank rates converge towards market raf=
write-offs are not an easy concept to handle as they are often, in effect, a capitalisation of subsidies =

to earlier years.)

In general the assistance provided for agriculture has been differentin nature from that for manufég
Agricultural assistance was predominantly devised to carry farmers through years of tempora
whereas assistance to manufacturing has been much more of a stable long-term nature. 1t 18 t e
to be expected that agricultural output will respond to the same extent to reductions in assisE8

manufacturing.
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Infogram 5.6

r’f ASSISTANCE TO PASTORAL AGRICULTURE
Years ended March
1981/82 1985/86 1986/87 1987/88
Effective Rate of Assistance
(%)
| Sheepmeat 184 huge huge 25
Wool 121 2 10 11
Beef 91 33 19 19
Manufacturing milk 30 19 23 21
| Town milk 88 104 128 33
82 46 94 18
\Net Subsidy Equivalent
($million)
Sheepmeat 149 245 114 41
217 98 45 47
117 81 68 55
facturing milk 98 88 89 80
own milk 19 24 27 11
tal 600 536 343 234
Source: Syntec 1988, Table 2.7 (p.43)

eationq| Competitiveness

*OMpetitiveness of Ne

be SS w Zealand-produced goods and services on export markets, or within New
= " Competition with imported commodities, is affected by:

- Changes in the nominal exchange rate

ghanges in the relative output prices of New Zealand-produced and competing foreign-pro-
- CQuced goods.

S, adjusted for exchange-rate changes,
Shows a gain in e
Of New Zealand inde

then a rise in the index shows a loss of com-
xternal competitiveness. The index used here is the Manufacturers’ |
x which compares producers’ prices.
0
5 | »':;:’tlt‘:er;?:\vfed/ BNZ index for manufacturing-sector competitiveness from 1985 onwards,
, as an initia] weakening in competitiveness (rise in the index) followed by an
T pronounced deterioration in competitiveness up until the end of ‘

'ca“";':ivllth e fall in the nominal exchange rate, and in inflation, competitiveness has |
Ough not back to the level in March 1985.
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Infogram 5.7
i

Manufacturing Competitiveness
1985 - 1988

Index
130
120} =
1o} -
T Less Competitive
100} -
Base: March 1985 = 100
1 1 1 1 b 1 1 i 1 ! 2 1 1 1 1
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vears refer to March quarter |
Manufacturers’ Federation/Bank of New Zealand

Source: NZ

Outcomes for Manufactured Imporis

The level of imports, and of domestic output, is influenced by changes in international competitivenessé

in levels of border protection.
s of assistance have occurred in:

pest falls in previously high effective rate
nt in 1987/88)

(from 54 percent in 1985/86 to 25 perce

Some of the shar

Jeather and leather products

- footwear (from 102 percentin 1981/82, to 586 percent in 1985,/86 and 73 percent in 19874
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Chapter Five

THE TEXTILES AND APPAREL INDUSTRY

The industry is largely producing import-competing goods (apparel, footwear, textiles) but also has a
significant export component of processed primary products (wool scouring, hides, furs) and manufac-
tured goods (carpets, carpet yarn, leather goods). It is predominantly labour-intensive, with many small
| firms widely dispersed. The proportion of women in the workforce is much higher than for the rest of
manufacturing.

The industry’s competitiveness has been affected by the removal of export subsidies, by the reduction
in protective barriers against imports (aithough protection is still in general high) and by the rise in the
| exchange rate.

| As a result of these changes imports have increased from 7 percent of the domestic market in
11983/84 to 22 percent in 1988/89 and are projected to reach 37 percent by 1992/93.

From 1982 to 1987 export growth has slowed, although leather and leather products have increased.
This could be a result of fashion demand, but could also reflect resources being reallocated to those
sectors of the industry with a better competitive advantage.

Between 1981 and 1986 wages increased less for this sector than for the workforce as a whole. The
-term trend since the mid 1970s has been for declining employment in the industry, with labour

ctivity rising. Restructuring has accentuated these trends. Output and employment have fallen
ntly, employment more rapidly, while labour productivity has increased further.

ome of the more efficient producers are adapting to the change and expanding production.

Textile Exports
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There have been some useful reforms in the company tax field in recent years which have reduced
distortionary effects on business decisions, including those effects compounded by inflation. They include
the ‘imputation’ of tax on dividends, the removal of selective investmentincentives, the reforms to primary
sector taxation, and the reduction in company tax rates. The introduction of a capital gains tax is under

consideration.

These changes have not, however, climinated all the problems caused by the interaction of the tax structure
and persistent inflation. Changes to the tax system and accounting practices can provide only a second-best
solution to the problems caused by inflation. The best solution is to reduce the rate of inflation toalow level.
Movements in the Consumer Price Index (see Infogram 12.1) indicate that the path to low inflation has by
no means been rapid or steady.

The impetus to inflation observed in 1984 at the end of the wage-price freeze is clearly evident. This has
already been argued to be the inevitable consequence of a totally inadequate price and incomes approach.
However, despite this catch-up effect, monetary policies had succeeded quite rapidly by early 1985 in
halting these rates of price growth and in starting to pull inflation back toward single figures. The
introduction of GST in October 1986 clearly interrupted this process, though price increases recommenced
their downward trend in mid 1987. These trends suggest that with present disinflationary policies, an

inflation rate less than 4 percent in 1989/90 is possible.

The only lower rates of inflation seen in recent years were for the two quarters at the end of 1983 and the -
beginning of 1984 when year-on-year consumer price inflation fell to 3.5 percent. However, this wasa
consequence of the wage-price freeze from June 1982, and it was evident at the time that the success in
controlling inflation was likely to be transitory as the freeze came to an end. Indeed inflation had already:
begun to accelerate in the June 1984 quarter, with the Consumers Price Index increasing 2.2 percent for the.

quarter, and the increase from a year earlier rising to 4.7 percent.

Infogram 12.1

Consumer Price Index
1981 - 1989
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Source: Dapartment of Statistics
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Two other comments are relevant. First, an economy with ‘fully-clearing’ markets would not suffer the
outputand employment costs cu rrently being experienced duri ng the process of eliminating inflation, Real-
life economies do not approach the ‘market-clearing’ model very closely. However, making markets more
‘competitive, both domestically and against overseas competition, does help prevent a rapid resurgence of

inflationary pressures as economic growth picks up. This is a major justification for the microeconomic
policy reforms of recent years, and for their continuance into the future,

Secondly, a social ‘compact’, as currently bein
resurgence in inflationary €xpectations. Thi
involve constraints on labour-market compe

g considered, could also have a role in containing any

does likely

s tdeficit for y
fisca] target
Plopriate Jeye

seinvarying policy contexts. Also, if debt or debt-servici
needs to move more towards su

, there has been very considerable progress towards achieving the objective of
Alance, Infogram 10.1 (p-121) illustrates this, with most measures of the deficit reaching their peak in

there has been a very considerable reduction in the deficit. Corresponding to this has
uction in the ratio of public debt to GDP, as shown in Infogram 10.2 (p.123),

W 'tshm“d be the appropriate target level for the deficit or surplus? The EMG’s previous report, Tracking
¢ Deficif, argued for a deficit target (cyclically-adjusted net financial balance) on a Sustainable basis
s:elow" 2 percent of GDP (p-65). Over the longer term, the recommendation was that “a balanced
~ " Uld remain the goal”.
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Infogram 12.2 shows, for the various measures of fiscal balance discussed in Chapter Ten, the estimated
outcomes for the latest fiscal year to March 31 1989. Some special features of the tax changes applyingin that
year (for instance, the bringing forward of provisional tax payment dates) mean that without other policy
changesthe fiscal balance could be expected to deteriorate during the current fiscal year, 1989/90.However,
tax and expenditure changes announced in the Minister of Finance’s Economic Statement of 21 March 1989

are projected to reduce the 1989 /90 deficit by around $1.5 billion.

From the 1988/89 outcomes in Infogram 12.2, the deficit target earlier proposed by the EMG has been
comfortably achieved. However, it has to be added that there are some differences in the calculation of the
cyclical adjustment (and also of the inflation adjustment). The cyclical adjustment for 1988/89 calculated on
the same basis as in earlier EMG reports amounts to some $1200 million. However, govemmental calcula-
tions give much smaller estimates of the adjustment, resulting in a substantially larger cyclically-adjusted

deficit.

Given the technical difficulties leading to these differences in estimates, and also an underlying conceptual

difficulty (see Chapter Ten), the EMG now considers that the cyclically-adjusted balance is not the
appropriate fiscal target.

Of the measures listed in Infogram 12.2, the unadjusted Net Financial Balance has the advantage of being
unambiguously measured. The inflation-adjusted NFB measures changes in real public financial worth,
while the non-interest budget balance, relative to the “threshold’, shows whether or not public debt is
growing relative to GDP. The last two are closely related, but their calculation is again affected by
assumptions made about the ‘real’ interest rate. The EMG considers, however, that its approach, using an

term real interest rate in preference to actual real rates varying year to year, is the

estimated stable long-
better. The key for Infogram 12.2 (below) is as follows: 1. Budget TableNo. 2 balance; 2. Net Financial Balance
(NFB); 3. NFB cyclically adjusted (structural balance); 4. NFB inflation adjusted; 5. NFB cyclically and

inflation adjusted; 6. Non-interest budget balance.

Infogram 12.2
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the disinflation objective expressed earlier, Holding the latter depends on the eradication of inflationa
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Infogram 12.3

Balance of Payments
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Years refer to March quarter
Source: Department of Statistics

Of course, improvements in the trade balance and current account may be attributable to factors
independent of trends in competitiveness. The impact of world economic factors on New Zealand’s
of trade has been a major factor in the improved receipts. At the same time, serious recession in the N
Zealand economy has acted to suppress the demand for imports. Import volumes will increase WA
economic recovery (it is possible that the reduction in import volume signals a permanent upward shits

domestic savings).

The causes and rate of growth of New Zealand’s external debt are examined in de

Assessment. Infograms 12.4 and 12.5 are updated from that report. Infogram 124s

external debt since 1974 and the contributing factors. Infogram 12.5 shows the autho
indebtedness trends on two scenarios labelled 'status quo' and 'base case'. The pathof t
can be seen to have fallen much more rapidly, since March 1987, i
confirms that the growth of external debt is indeed under control and that present poli
should ensure a continuing reduction. This clearly depends, however,ona continuation ©

rseas debt since 1985 has been the

The fundamental cause of the levelling-off of net ove 5
the

national savings — both governmentand private - relative to income. The reductionin
the government’s firm monetary policies have been major factors in this.
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. Infogram 12.4

Chapter Twelve

Net Debt
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The fall in the government’s own net overseas debt has been implemented through the decisions of
government not to undertake overseas borrowing other than to roll over existing liabilities, and to sell assets
and retirea portion of outstanding official debt. At the same time, official internal debthas tended toincrease
asaresult of the government’s continuing financial deficits. In the longer term, sustained viability in the na-

tion’s external accounts can only be achieved by actions and policies which maintain higher net savings by

individuals, the business sector and government, thus cementing in the improving external balance trends.
or and individuals as by the government, asset

Until this problem is addressed, as much by the private sect
sales or other causes of reductions in the debt figures can only represent a shifting of obligations from one
balance sheet to another or, at best, a temporary respite from the current high costs of debt servicing.

Long-term Objectives

Restructuring of the New Zealand economy has made good progress towards satisfying what were
described at the start of this chapter as the facilitating conditions which help achieve the ultimate objective
of satisfying long-term economicand social objectives. Itis now time to examine the progress made towards
satisfying the objectives themselves. These objectives are outputand productivity growth, and employment

and real income growth.

The reasons why these objectives are seen as desirable can be briefly stated. Output growth contributes to
material wellbeing --animportant componentof overall social wellbeing. Productivity improvements mean
that fewer resources are needed for given output. The resources saved can be either ‘conserved’ (for
example, leisure, natural resources, the environment) or put to other productive uses. Furthermore,
productivity improvements help maintain competitiveness with overseas producers. '

:
Employment growth provides jobs for a labour force which is projected to continue expanding for at least
the next ten years, even on ‘low’ growth demographic assumptions. (The increases projected by the
Department of Statistics for the twelve years from 1989 to 2001 range from 153,000 to 246,000, or from9t0
15 percent of the present labour force of approximately 1,680,000.) Further, employment growth enables
steady reduction in the present level of unemployment. The importance of employment as a major factorin
both material and social wellbeing needs no stressing.

Real income growth gives the average citizen more purchasing power over everyday goods and services:
It also enables resource provision for supportinold age, for the maintenance of health, for improved p
servicesin general, and for investmentin education and improvements and additions to the physical capitat
stock. It can also, if the threatened changes in the global natural environment emerge, provide the reSOREES
for amelioration of and accommodation to the changes.

Growth in real per capita income also maintains the living standards of New Zealanders relative t0
of other countries. The ranking of countries in terms of GDP per capita canbe seenas putting too muctt
on the material aspects of wellbeing. But growth in real income can also be seen as a m?asur_e o8
adaptability of a country’s citizens, of their ability to create and innovate. Furthermore, a static economyt
liable to lose many of its more talented citizens to more dynamic and invigorating economies:

Output and Productivify Growth

The output and productivity performance of different industries and sectors ar€ examin‘—f‘:h l?ba ir
Chapter Four on goods markets, comparing growth in the five-year period to 1987/ 88, WitS
preceding five years. To summarise:

decade to 1987/88:

- Real GDP grew on average about 2 percent per annum over the
8 g p pe thappe aringto ac

the market sectors of the economy grew slightly faster,with grow
nificantly in recent years.
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Chapter Twelve

Atbroad sectoral level, growth has been highin the Primary sector . artly thr,
of the capital stock (for example, not maintaining fertilizer applicaptionyleve(;:)g- hi;:ﬁf:&?
markedly in the services sector, broadly defined:; fallen significantly in manufa'cturing with
growth almost halving in the 1982/83 to 1987/88 period compared with the Previous five
years.

try level, growth has been particularly stron
ing; transport and storage; communications; finan

Growth has been poor in general in manufacturing industries, and in the large trade, restaurants and hotel
industry grouping.

g in paper and publish-
ce and business services.

Of the high-growth industries it is probable that the performance of three at least —
communications and finance — ¢

transport,
an be attributed to the effects of regulatory re
eral economic restructuring,

manufacturing sector,

Turning now to productivity growth:

service industries -- notably
manufacturing, while the experience of individual firms and

unfavourable up to 1987/88.

uctivity is the nhecessary prior condition for a long-term improvement in real income. Initia]
inprod uctivity can, however, result from reduced use of labour, capital and other inputs for
: es’;°“'PUt. This is clearly what has been happening for much of industry thus far in the restructuring

; P’OVements

SV

g Employment has fallen significantly in the primary industries (high prod uctivity growth) and
in the manufacturing sector (slowing output and productivity growth),
Employment growth has been

hance and business services, and community and
Vity performance of al] these industries has been
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The consequence of slow employment growth and a naturally increasing labour force has been the 1987/88
upsurge in unemployment. The extent of recent growth in numbers of unemployed is discussed in Chapter
Seven. Recent forecasts by both official and private sector agencies suggest that unemployment will remain
high for the immediate future.

Tosumup brieﬂy:the improvements in productivity from restructuring have so far mostly been provided

by a labour-force shake-out. The combination of employment growth and real income growth will only be
achieved when real output growth recommences.

Summary and Impediments to Further Progress

The restructuring policies of the last five years have had, with a few qualifications, substantial successin
achieving those preliminary objectives seen as facilitating the achievement of long-term social and economic
goals. Included in these are the macroeconomic goals of low inflation, and better fiscal and external balance,
The only qualifications about this success are:

E that the improvement in the external balance is at least partly a result of improvements in the
external environment, and of domestic recession

- that low inflation and fiscal balance are achievements which need a continuing high priority
amongst government objectives if they are not to be lost.

The Economic Monitoring Group believes also that the restructuring process has had beneficial attitudinal
effects. There is less inclination to look for government intervention and support, and more inclination to
apply resources and effort to genuinely productive purposes. There is some, though not yet conclusive,
evidence of more flexible response to ongoing economic change. :

This success with the intermediate objectives has not yet been matched by success in achieving the longer=
term objectives, of growth in output, productivity, employment and real incomes.

The policy challenge is that of moving ontoa growth path based on an improving productivity performance,
with output growth sufficiently high to increase employment and reduce unemployment. The recent repor '-'
of the Planning Council’s National Sectoral Programme, Prospects: Economic and Sectoral Trends to 1997
shows a possible path which the economy might follow which would achieve this. GDP growth s proj
at3.5 percentfrom 1992 to 1997 (p.57). On the assumptionsin that report, this leads to unemployment fall
to 4.6 percent in 1997, after peaking at 6.5 percent in 1992. This is achieved without significant pressure O
the balance of payments.

The present over-riding policy question is whether such agrowth path will henceforward developof itsOW
accord, now that a stable macroeconomic framework is well on the way to being restored and ma
generally made more competitive, gradually drawing back into productive use those feso“"ces‘
unemployed, especially labour? Or whether the policy phase of restructuring is as yet incompleté: &
further changes required?
The difficulties at the moment are, firstly, that unemployment is concentrated amongst the more “o ¢
and/or inexperienced members of the labour force. This is a potential constraint on gr oW, i
industries requiring skilled labour. General growth, together with further freeing-up of the l?b‘?n
would lead to some absorption of less skilled labour through the expansion of consumer service :u
and also through the projected expansion of forestry-based and tourism industries. Such oppor for ¥
unskilled employment can be particularly important as a stepping-stone into the labour fo;c.eb
people. However, it is probable there will continue to be a relative decline in the proportion of)8 or §
for unskilled persons, and even in those industries requiring less skilled labour, there 15 &l
training, leading to a more adaptable workforce.
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Chapter Twelve

A crucial question js how far should government intervene to improve the skill-levels of the workforce, on
the assumption that unskilled persons are myopic about futyre job Opportunities, and given the difficulties
in forecasting labour-force requirements,

The second difficulty is that the present exchange rate level, and high nominal anqg real interest rates area
deterrent to output expansion and investment for many producers, particularly in the tradeables sector.
(Although the recent terms of trade improvement has benefitted some of these industries and external
competitiveness hag improved significantly since mig 1988.)

In this situation the achievements in restoring macroeconomic stabil; ty are easy to overlook. They are, as
just discussed, very substantial, although there js aneed to ensure that they are Mmaintained,
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Chapter Thiteen

CHAPTER 13

Social Objectives and Outcomes

Economic gains are pursued for social purposes. The inter-relationshi

p of economic restructuring and
longer-term social objectives and the ‘social’ outcomes of restructuring

so far are discussed in this chapter,

First, long-term social objectives are set out with their and some general
discussion of the pro, is is followed by a more detailed analysis of social

xperienced from economic restructuring, and the
differential impact on diffe

rent groups in society.

The ln’rer—relc’rionship of Social and Economic
Objectives

€ expense of economic efficiency
to be realised. Th

utional con
€conomic

can impair economic performance sufficiently for the social
€ converse is also true. Pursuit of income maximisation without regard to

Sequences for example, can destroy the social cohesion and cooperation necessary for
performance.

! al"e a wide range of possible social objectives. Social Policy Options (J. Davey, New Zealand Planning
eeps 72 PP-1-5) listed 13 dis

tinct objectives of social policy. The discussion here is based around the
B 7, Participation and choice, and fairness. Participation and choice encompass the opportunity for
ey 2landers to work in an area suitable for their capabilities, ensuring Maori have adequate scope

|
ing :ls) and Providing for all New Zealanders to participate in decisions affecting their lives. Fairness is
esta nity’s standard of fairness.

lishing a distribution of income to meet the commu

151




The Economy in Transition: Restructuring to 1989

Access to Worthwhile Employment

Full employment is an economic objective. It is also a social objective. The benefits from work-force
participation, through widened social contacts, enhanced self-respect, etc, need little demonstration. But
perhaps mostimportantis therole of full employmentin ensuringa fairer distribution of income and wealth.
To quote from the Planning Council’s recent publication For Richer or Poorer

“Access to paid work is one of the most important determinants of the income level of individuals,
and through the accumulation of savings and creditworthiness isalsoa major determinantof people’s
wealth”.

The social objective of full employment is wider in scope than the economic. It extends to ensuring equal
access toemployment opportunity, that for example, there should not be discrimination in employment on
grounds of race or gender. The social objective also encompasses policies intended to remove impediments
to some groups entering the labour force, such as the provision of child-care facilities so as to allow women
more choice in employment.

As progress towards the goal of full employment is likely to be slow in the immediate future social policies
aimed atameliorating the harmful social effects of long-duration unemployment, particularly for first-time
labour-force entrants, must continue to receive considerable priority over the next few years.

Equal Opportunity and Resources for Maori Development

For historical reasons, well-documented in Planning Council reports, in the work of the Royal Commission
on Social Policy, and many other sources, Maorilag behind non-Maori in economic terms. Taking the longer
perspective, there has been good progress over the past 50 years in reducing economic differences between:
Maori and non-Maori, as well as the gaps on other social indicators, such as health. However, the gaps aré
still substantial and the effect of the country’s poor economic performance in the last 20 years has bee
slow down, or even reverse, the earlier progress. Restructuring to a better-performing economy is the best
long-term guarantee of Maori obtaining those resources which will lead to further progress towards raciak

equality.

Participation

The opportunity to participate in decision-making is an important aspect of social wellbeing. In a senses
course a ‘market economy’ does devolve much decision-making to the individual. But for those
decisions for which the market-placeis not the most suitable mechanisman important social objective
decisions should be informed, and taken, as much as possible by the individuals affected or by PEiss
accessible to them.

This is the argument for devolution of decision-making authority, a process now gaining mo‘?ee‘;a :”
areas such as local government, health and education. Although less advanced, the devolution OFFEE
to iwi authorities is also being developed.

A Fair Distribution of Income and Wealth

Trends in average incomes are discussed in Chapter Seven. A detailed analysis of appafe“: hsa
distribution of income, between individuals and between households, follows later. Bf{eﬂ)'ﬁon_
using Household Expenditure and Income Survey data, indicates some shift in the dm?cu i
income inequality over the last few years. This is in terms of pre-tax incomes, anfi is Pfesf g
largely by the increase in unemployment over the period. The question of the “fairness ©
greater inequality, or equality, is also touched on in the subsequent discussion.
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Chapter Thirteen

Qins and Losses

Regulatory reform in the transport sector illustrates these points. The direct and indirect gains i
efficiency, better service, and lower prices are spread widely through the community and probably

substantial for the economy as a whole, For the individual consumer, however, the gains will be sma] and
not identifiable as the outcome of reforms, The losses - i i i i

nincreased

changes in the Provision of

Shifts in Relative Prices

The prices of non-tradable commodities,
fradeable 8oods and services, Other
i average Pre-tax wages.

mainly services, have increased, on average, relative to those of
price changes include the relative shift Upwards in interest rates, and

rvices Tax (GST) in October 1986 partly
s in other indirect taxes, and the increased emphasi

hasis on user-pays charges for govern-
vices, have also had significant effects on relative prices.

) et.o Telative price changes are changes in the provision of a
ing c::lt:le closure of many post offices, particularly affecti ng rura
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S than it would otherwise be
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Shifts in Relative Real Incomes

These include shifts in income between those employed in different sectors of industry, and between those
in employment and unemployment. Changes in the tax structure in recent years, the most significant of
which were in October 1982, October 1986, and during the 1988 /89 tax year have produced shifts in after-
tax income, between those at different points in the income scale, and with different income sources. Shifts
in relative incomes may or may not be offset by shifts in relative prices,and in service-provision, etc. Relative
shifts in real income are the net outcome from all these effects.

Differential Impact on Regions

The economic impact of restructuring has varied greatly from region toregion. Regional economic impacts
can be investigated in considerable detail. For present purposes a broad categorisation is sufficient. The
regions are examined in two broad categories, major urban — the Auckland, Wellington, and Christchurch
urban areas, and non-urban — urban areas with populations up to 150,000 (Hamilton, Dunedin) and the
rural areas.

The economies of these two categories are of course interlinked. However resources such as labour and
capital in the short term have a degree of geographical immobility, and land permanently so. Thus policies
impacting more on one set of regions than the other will cause different trends in employment and income,
and also cause inter-regional migration. The non-urban regions have both benefitted and lost from the
process of restructuring so far.

Benefits include the more rational pricing structure being put into place, gradually bringing prices more into
line with world prices for tradeable goods. To the extent that non-urban areas are oriented to export
markets, this will encourage the growth of profitable export industries, and reduce the costs passed on to
those industries by protected domestic producers.

The more efficient transport industry which has emerged from restructuring over the past decade is also of
benefit to those in the non-urban regions. However, the consequences of a more efficient transport sector:
in terms of the location of secondary and service industries, and of employment, are ambiguous. In somé
cases greater production is encouraged in the non-urban areas, for both the domestic and export markets:
In other cases, more efficient transport can lead to industry concentrating in the larger urban areas.

Costs are linked in particular to the pressures that the primary and primary-processing industries;
particularly agriculture and forestry-based, have been under. These are the rapid elimination of primaf
sector subsidies, the strengthening of the exchange rate, and the lay-offs from the new state-ownes
enterprises particularly the Forestry Corporation. (See case study on Forestry Corporation labour chang!
p.?) Other pressures have included the elimination, or potential elimination, of cross-subsidies favou!
rural areas, for example in postal services and electricity distribution. Finally, cut-backs in some servicag
or their elimination, such as postal and postal-banking services, have borne more heavily on rural areés
Extra costs in some regions, in the interests of financial efficiency, lead to gains for other regions.

Two principal statistical sources are used to examine the different experiences of the regions. These®
unemployment data, and expenditure data, as shown by retail sales.

Regional Unemployment
Judging from the Household Labour Force Survey figures (see Infogram 13.1), unemployment "atese y,

fairly similar throughout New Zealand in early 1986, although Wellington’s unemployment oy
somewhat lower. Through the remainder of 1986 until late 1987 a gap opened between the majol”.urba aff
on one hand, and the rest of New Zealand. This was due essentially to a fall in unemploymentin Ui
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CORPORATISATION OF THE FOREST SERVICE _
THE IMPACT ON EMPLOYMENT

The changes have had a significant impact in terms of lost emplo yment opportunities. These have
been felt most in regions such as the central North Island ang Bay of Plenty, and also Particularly by
Maori, given the Substantial Maoyi workforce in the sector.

2000

0

1986 1987 1988

February (QES) or March Quarter (HLFS)
Source: Department of Labour, Department of Statistics
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urban areas, more especially Auckland, and an in

crease in the ‘rest of New Zealand’. From late 1987

onwards, there has been a general increase in all regions. Infogram 13.2 shows, however, that the “rest of

New Zealand’ share of total unemployment has fallen since 1987. Unemploym

entin Auckland, and its share

of the total, has increased significantly over the past year.

Infogram 13.1

March 1986

March 1987

March 1988

March 1989

%
(000s)

%o
(000s)

%
(000s)

%
(000s)

UNEMPLOYMENT BY REGION

Auckland Wellington  Christchurch Rest of
New Zealand
4.0 29 4.4 4.6
29 3.1 3.5 52
(14.0) (5.6) (6.3) (41.1)
35 4.2 4.6 6.2
(17.0) (7.5) (8.5) (47.6)
7.5 6.0 59 7.9
(34.8) (10.7) (10.6) (60.2)

Source: Household Labour Force Survey, Department of Statistics

Infogram 13.2

Regional Unemployment as a Proportion of Total Unemployment

1986 - 1989
Rest of New Zealand  Aucklend Wellington Chrlatchurch
== (94%%%%|

March 1986 March 1987 March 1988 March 1989

Source: Department of Statlstics
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The trends described appear consistent with unem g largely determined
by a combination of ‘business cycle’ effects for the

Put changes in industries
of greater importance to non-urban New Zealand — agriculture, forestry, and related manufacturing and
service industries,

Using data from the unemployment register, it is possible to inve
Infograms 13.3 and 13.4 draw on this source for Gisborne whose une

stigate regional trends in more detail.
of all employment districts. Info

mployment rate is amongst the highest

gram 13.3 shows a more than tenfold increase in registered unemployment

through the 1980s, with the increase accelerating from 198, Expressed as a Proportion of the national tota]

inInfogram13.4, the Gisborne figures show againarising trend, peakingin the period from late 1986 toearly
1988. The ratio has fallen, however,

over the year to March 1989, suggesting some improvement in regions
such as Gisborne relative to the rest of the nation,

Retail Expenditure

Of the individual regions, the decline the last year in Auckland and Welli

over
Christchurch appears, however, to be still showi trend. Recovery over the past year is more

Ing an upward
marked in the remainder North Island region than in the remainder South Island.

nemployment, It is consistent also with the
claim that the ‘pain’ of restructuring has been borne in the firstinstance by primary and primary-processing
industry, most of which are in the smaller centres,

ajor urban areas, or
t the effects of the cyclical downturn are being felt more there, while Primary-based industry has seen
arecovery in export markets, Perhaps also

the productivity gains in primary and processing industries are
bearing fruit, although this is difficult to establish as yet.

mployed had risen to 20 percent (see From Birth to Death I 1989, p.52), this was
1

lves asune
already high level of 14 percent at the time of the 1981 Census. Even in 1976 the rate of
Ployment for this 8roup was 6 percent,

t youth unemployment is far too high, and that prolonged periods of
fih eip OYment for sizeable proportion of young people can disadvantage those affected for the remainder
R llﬁ?ﬁmeS, and risks making some permanently ‘unemployable’,
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Infogram 13.3

Registered Unemployment in the Gisborne Employment District
1980 - 1989

0llllllll|Lllllll llllllllllllllllllll

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

Years refer to March quarter
Source: Department of Labour

Infogram 13.4

Gisborne Unemployment as a Proportion of the NZ Total
1980 - 1989

%
356
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25F p
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Years refer to March quarter
Source; Department of Labour
/
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Infogram 13.5

Retail Trade by Region
1982 - 1988
Auckland Welllngton Christchurch  Rest of North Is, Rest of South |,
ERe—— —— s am aseseses L b A )
40% share of total retail trade
- S e =~
30 . \\-
W
1] 8 3
\ 20§ 4
w 15 -ﬁ—‘N_-~——\—_‘\-’\_‘-\—--\"'—'-‘\.—"*‘—“\-—""-
| O T RS E T m s T s S
5k 3
o 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1
1983 1984 1985 1986 1987 1988
Years refer to March quarter
Source: Department of Statlstics

Infogram 13.6

Retail Trade - Urban/Non-urban
1982 - 1988

Nom-urban Urban

% share of total retail trade

70
L
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:

10k Urban = Aucikland, Wellington. and Christchurch 2

Non-urban = Rest of New Zealand
1 1 1 1 1 1 {1 1 1 1 1 1 1 1 1 I 1 1 1 1 1 1 I

1983 1984 1985 1986 1987 1988

Years refer to March quarter
Source: Department of Statistics
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Infogram 13.7

Unemployment Rates by Age

1986 ~ 1989
March 1986 March 1987 March 1988 March 1989
[ 77, EXXXXA
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15-19 20-24 25-29 30~34 35-39 40-44 45-49 50-54 55-59 60-64 65+ Total

Age groups
Source: Department of Statistics J

Infogram 13.8 presents unemployment data for selected age groups from 1986 to the present. Salient
features from the infogram include the high unemployment rates, now exceeding 15 percent for teenagers,
the still-high ratesin the twenties age group, and up to and including the thirties age group, the lesser recent
increases in teenage unemployment compared with those in the next age groups up - from 35 percent of the
total in March 1986, teenage unemployment dropped to just over 25 percent in March 1989.

The infogram also shows the substantial increase in unemployment in almost all older age groups over th
past year. Unemployment amongst those aged 35 and over, from being a relatively stable 25 percent of th
total, increased to almost 30 percent in March 1989. In absolute terms, unemployment for this older group
rose from 19,800 in March 1988 to 34,400 in March 1989.

The data show the undesirably high level of youth unemployment. But it is also clear that this has b€
present for some years, since at least the mid 1970s. Although industry and other restructuring policieSP
1984, have increased youth unemployment, this age group wasalready bearing the brunt of unemplo
It is interesting to note that teenage unemployment as a proportion of total unemployment has
between 1986 and 1989. (This is in part accounted for by higher retention in formal education.) Th‘:’
unemploymentamong young peoplecan for the most partbe attributed toimbalancesin the eCO"Omjl’
developed through the 1970s and early 1980s, specifically, economic growth too slow to absorbnew
force entrants (those born in the baby-boom years), inappropriate skills for the jobs available an
wage-levels insufficiently responsive to the developing surplus of inexperienced labour-

The recent increase in unemployment for the older group is accounted for predominantly by the redSS
in the labour force in the manufacturing sector.
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Infogram 13.8

Shifts in the Age Composition of

the Unemployeq
1986 - 1989

15-19 20-24 25-34 35+
BXXRRR

" e A A",

AVATLOL

March 1986 March 1987

March 1988 March 1989

Source: Department of Statistics

Differentiql Impact by Educational Attainment

In terms of labour-market outcomes by

passed School Certificate in only one or two subjects. The
Ment rate in these categories has increased

substantially over the three years to December 1988, Clearly,
MOt of those unemployed because of restructuring,

are lacking in formal educational qualifications,

t;many yearslendersin general received negative real rates of return on loaned funds, in that the inflation
i e"Cf_?eded the interest return. This Was even more true when measured post-tax. Conversely borrowers
0ed, in that outstanding debt was being eroded by inflation.
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Infogram 13.9
Unemployment Rates by Highest School Qualification
1986 ~ 1989
No Qualification or School Cert. 6th Form Cert,
School Cert. 1 or 2 papers 3+ iaﬁm to Bursng

% of labour force with given qualification

. B /)
March 1988 March 1989

4

C P W e~ ® 0 B
L]

March 1986 March 1987

Source: Department of Statistics

This new policy setting has major advantages for the economy as a whole. At the macroeconomic level it
should encourage savings and lead to a better internal and external balance, between expenditure and
production as a whole. At the level of the individual business, or household, those projects which promisé
high returns but also high risk, need no longer be squeezed out by the credit-rationing practices formerly
prevalent.

For the business, individual or farmer, already carrying substantial debt however, the new policies have I
seemed less attractive. Here we will focus on the home purchasers.

Infograms 13.10 and 13.11 show the shift upwards in mortgage interest rates from 1984 to 1987, and
increase in the home ownership and rental sub-group Consumer Price Indexes, both increasing much Mot
rapidly than the ‘all groups’ CPI from about the same period. (Rent controls were phased out in 1984/8%
and the increase in interest costs is reflected also in upwards pressure on rents.)
Infogram 13.12 shows housing expenditure in recent years, by types of housing tenure. The two categO=
of most interest are those renting, and those owning a house with a mortgage.

The upward surge in both rentals and interest rates has had a significant effect on expenditure Pﬂ:t:o
those affected. Between 1983/84 and 1987/88, the proportion of total expenditure required to meete
costs shifted upwards almost 4 percent for tenants, and over 4 percent for mortgagors. In real ord
represents an increase in housing costs of around 20 percent for both these tenure Cateﬁ :
comparison, housing expenditure by those owning a house mortgage-free, mainly on rates aor
nance, fell from 17 to around 15 percent. If the expenditure of those renting and those with f:)‘r
compared to those mortgage-free, we find that whereas in 1983/84 renters were the same a5 mt ;
and mortgagors double that of mortgage-free, by 1987/88 renters expenditure was 40 percen

mortgagors more than three times higher than mortgage-free households.
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T
Mortgage Interest Rates

1980 - 1989
Average of All Reglstared New Mortgage INZDOS)

Infogram 13.10

New Firat Mortgages - Major Finance Institutions RB

N2

% per annum
25

011:11:1:.1-11:

| N T el L 1 | Lokt 2 ¢ Lol 1 1 1

1380 1981 1982 1983 1384 1985 1986 1987 1988 1989

Years refer to March
Source: Department of Statiatics, Reserve Bank

Infogram 13.11

Consumer Price Indexes for Housing
1981 - 1989

All Groups Rentals Home Ownership
AESeEEe—

Index

Years refer to March quarter
Source: Department of Statistics
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Infogram 13.12

Rent
Paid
Percent of households
surveyed (%) 247
Rent $ 42.74
Mortgage payments'
Total housing
expenditure $ 48.65

Total net expenditure $ 287.96
Housing as % of total  16.9
Percent of households
surveyed (%) 234
Rent $ 64.27
Mortgage payments' $

Total housing
expenditure $ 64.82

Total net expenditure $ 353.35

Housing as % of total  18.3

Percent of of households

surveyed (%) 23
Rent $ 83.20
Mortgage payments'

Total housing

Housing as % of total  20.6

expenditure $ 91.482

Total net expenditure $ 444.882

Rental Owned
Free with
Mortgage
1983/84
5.0 373
50.22
18.11 104.02
271.26 434.09
6.7 24.0
1985/86
5.7 36.0
70.34
1.14 139.84
311.49 532.67
0.4 26.3
1987/88
3 37
104.10
15.40 195.11
338.48 685.47
4.5 28.5

HOUSING EXPENDITURE BY TENURE

Owned
without
Mortgage

33.0

49.35
289.76

17.0

34.9

55.48
354.11

15.7

37

64.48
432.15

14.9

Source: Household Expenditure and Income Survey, Department of Statistics

Notes: 1. including repayment of principal
2. Survey averages adjusted upwards by $39.55 to remove effect on rent-payin
of a ‘freak’ surveyed household which had a very large capital inflow

g household averages
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100.0

68.03

342.29

19.9

100.0
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Overall, restructuring policies haye borne hard on those renting and those with substantial mortgages,in
relation to income, On the other hand, and perhaps more so than elsewhere, the policy objective of reducing
inflation is being met, Promising future relief in terms of falling interest rates,

Impact on Maori

Infogram 13.13

MAORI EMPLOYMENT 1986 TO 1989
(000s)
March March March March Percent Growth
1986 1987 1988 1989 1986 to 1989
Males
Maori 59.3 57.1 46.7 426 -28.2
Total 909.2 909.3 881.2 843.2 -7.3
Females
Maori 39.6 40.4 36.9 31.4 -20.7
Total 635.8 648.8 647.3 622.2 -2.1
Total
| Maori 98.9 97.6 83.6 74.0 -25.2
| Total 1545.0 1558.1 1528.5 1465.5 -5.2
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In general the Maori workforce is concentrated in those industries with less-than-average employment
growth in recent years, in particular in industries such as forestry, food, etc, which have been strongly
affected by restructuring. In terms of occupations also, the Maori workforce is more strongly represented
in those broad occupational groupings which have been growing more slowly.

Over the past three years while the total rumber of New Zealanders inemployment has fallenby 5.2 percent,
Maori employment has fallen a staggering 25 percent, or by almost 25,000 (see Infogram 13.13). Most of this
decline in Maori employment has not shown up in unemployment. The number of Maori reported as
unemployed by the Household Labour Force Survey (see Infogram 13.14) has increased but only by 4,700.2
The bulk of the decline must be explained by a combination of other factors including migration to Australia
and elsewhere, increased participation in education, and ‘discouraged’ workers permanently leaving the
labour force.

1986 Census data confirms that the Maori unemployment rate is more than twice the rate for all New
Zealanders. Even in 1986, almost one-fifth of Maori females in the labour force were unemployed and
seeking work, either full-time or part-time.

There is, on present projections, potentially a serious problem of worsening Maori unemployment, on top
of already excessively high unemployment, as the economy shifts further towards an employment structure
different from that of the Maori workforce. If Maori unemployment s tobe contained, and made to converge
towards non-Maori unemployment rates, a high degree of industry and occupational mobility will be
required of Maori, more so than for non-Maori.

Infogram 13.14

MAORI AND EUROPEAN UNEMPLOYMENT
(rate and number)
Maori European :

March 1986 % 12.3 3.4

(000s) (13,900) (45,300)
March 1987 % 111 3.4

(000s) (12,200) (45,500)
March 1988 % 129 4.0

(000s) (12,400) (54,100)
March 1989 % 201 59

(000s) (18,600) (78,100)

Source; Household Labour Force Survey, Department of Statistics

2 The Household Labour Force Survey asks respondents to identify their ethnic origin and reports the fes“lf‘;;‘y
categories: European, Maori, Maori-European, Pacific Island Polynesian, other and not-specified. A broader &
of the impacts of unemployment by ethnic origin would be useful but the size of the HLFS sample and the ‘: g; ‘
system do not allow reliable interpretation for the smaller categories. Two points are however worth 10
unemployed are predominantly ‘European’ (78,000 or about two-thirds of the total in the March 1989 S}";’gréh 1987
has beena sharp rise in unemployment among PacificIsland Polynesians in the last two years, from 2,600in |

to 7,500 or 17.2 percent of their labour force in March 1989.

166



———— Choptermhineen

Impact of Increased Housing Costs

A greater proportion of Maori-headed households fall in the categories of home-owners with a
or renting, some 80 percent as compared with about 65 percent forall households. As discussed ea
are the households most affected by higher mortgage rates and rentals,

mortgage
rlier these

A household headed by a Maori has about one PErson more on average, across all tenure categories, than
the average for the whole population. For both Maori and non-Maori, the highest average number of
Occupantsis found in dwellings owned with a mortgage. Approximately 82 percentof those living in Maori.
headed householdslive in a dwelling which is either mortgaged or rented. The corresponding figure for the
whole population is 72 percent.

Itis clear that the greater difficulties of Maori in the labour marketare due toa combination of factors. These
include the greater youth of Maori, on average, and a pattern of skills and occy pations which do not match
developing job opportunities.

between them and non-Maori in economic wellbeing. That migration was accomplished with little
assistance from the rest of the community, although helped by the full-employment economy of the time.

Maori are now faced, more than are non-Maori, by the need fora second ‘migration’, in rather more difficult
€conomic circumstances, now taking the form not of geographical mobility, but of mobility to new

ﬁ"‘-’d Mainly in the primary and manufacturing industries. Also the decline in full-time jobs and the
Med increase in part-time jobs has probably been more favourable to women than to men.
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The unemployment statistics lend some support to this view. Since the mid 1980s unemploymentrates have
risen more strongly for men. The male unemployment rate, as defined in the Household Labour Force
Survey, is higher than the female rate (7.5 percent against 7.1 percent in the March 1989 quarter).

In the deregulated economic environment workers need to be more adaptable and responsive to change.
They may need to be more geographically mobile, to learn new skills and to be more entrepreneurial and
prepared to go into business on their own account.

Women seeking to combine home and child-care responsibilities with paid-work commitments may have
more difficulty in meeting some of these requirements. Years out of the workforce may mean that
substantial retraining is needed. Women are probably less geographically mobile than men on average and
have moredifficulty in raising the capital and putting in the long hours which establishing abusiness usually
requires.

Overall there is little available evidence to suggest that the restructuring process has had more negative
consequences for women than for men. If anything the reverse appears to be true.

Impact of Restructuring on the Distribution of Income

Itis generally possible, given adequate data, to say whether the distribution of income, or wealth, withinan
economy has become more or less unequal, (though there are difficulties when there is greater equality over
one part of an income distribution, and less over another part).

Itis not possible, however, within the assumptions of economics, to say whetheragiven incomedistribution
is equitable or not, and therefore whether a change in an income distribution is a change in the direction of
greater fairness, or the reverse. Such a statement requires a value judgement, made by the individual, or
obtained in some manner for society as a whole.

In this section the available empirical data on shifts in recent years in the distribution of income are
examined. The principal data sources are the Household Expenditure and Income Survey (HEIS), and the
quarterly indexes of Real Disposable Income (RDI), both from the Department of Statistics. The RDIindexes
are in fact based on HEIS information, but the principal indexes are for full-time wage and salary earners
only, that is excluding the unemployed, part-timers, and the self-employed.

A more detailed discussion of trends in income distribution is contained in the Planning Council’s 1988
publication For Richer or Poorer, and also in various reports from the SEBIRD project, concerned with the
redistributive impact of government revenue-collecting and expenditure activities.

Pre-tax Distribution of Income

The Department of Statistics has published for some years from HEIS data estimates of the income levels
which split the surveyed population into ten equal groups (deciles) in order of increasing income- The
measures are in terms of ‘regular’ income, which includes, in addition to normal income from earning®
rents, interest, dividends, etc, income from benefits such as national superannuation, the domestic pUl’P"Se;
benefit, unemployment benefit, etc. This is done for each of heads of household, all persons aged over 1
years and households in total.

A Lorenz curve for household income, from this source, is displayed in Infogram 13.15. The curve Sh":ai
the cumulative proportion of total income accounted for by all deciles up toa given point. It can be seen ts f
if the curve is not far below the 45° diagonal it shows a relatively equal distribution of income, whered

it is curved more downwards and to the right the income distribution is less equal.
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Infogram 13.15

Household Income Distribution

1983-84 1987-88

A Cumulative % of income

80 -

7
<
e

6 1 2 3 4 5 6 7 8 9 10

Household deciles
Source: Department of Statistics

Some caution is appropriate in using these HEIS data. In particular, the decile estimates are subject to

sampling error. Also, approximations are used in estimating average incomes within each decile, which are
most subject to error in the top and bottom deciles.

The curves compare household ‘regularincome’ distributions between 1983 /84and 1987/88. As canbe seen
there has been a tendency towards an increase in (pre-tax) income inequality over this four-year period,

although the shift does not appear large visually. (A similar shift is apparent for the incomes of heads of
household, not shown here, but not for all individuals over age 15).

accounted for by each decile, in the two years. This shows a fall in relative incomes for all deciles up to the
fifth, and an increase in the top deciles.

There are undoubtedly a number of factors behind these estimated shifts, with for example, changes in

nefit levels, including national superannuation, relative to other income possibly being significant. It is
Probable, however, that restructuring has played some part in the shift towards greater income inequality,
through increased unemployment and also through relative income reduction for those employed, or self-
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Infogram 13.16

Household Income Distribution by Decile

1983-84 1987-88
[ === XX
%
25
20}
158
0

5 6

Household declies
Source: Department of Statlstics

Post-tax Distribution of Income for Full-time Wage and Salary Earners

In addition to the shifts in pre-tax income, including benefits, there are shifts in real after-tax income
resulting from changes in direct and indirect taxes and their differential impact. The principal data on these
are provided by the Real Disposable Income (RDI) indexes. These are indexes of movements in after-tax
income for five income quintiles, deflated by movements in the CPI to give measures of real purchasing

power.

The indexes, it should be noted, exclude the self-employed, the unemployed, and the part-time employed
and assume the expenditure pattern is the same across all income ranges.

Infogram 13.17 shows the path since 1980 of the top, middle, and bottom quintiles. The individual quintlle
indexes, after peaking in early 1981, fell fairly steadily through the period of the 1982 /84 wage-price freeZ
and continued to fall to mid 1985, asinflation accelerated from the beginning of 1984. There was thena Sm’gf
recovery to 1986 following which the indexes havebeen fairly stable, ata level about 8 percentbelow the19
peak. (This is for after-tax incomes. Movements in the pre-tax real product wage are discussed elsewheré:

The exception to this general trend is the top income quintile, which registered nearly a 15 percent gal;’\ m
after-tax income when personal income tax scales were restructured in October 1982. The gap has na "'°t ol
since, buthas notbeen eliminated. Other significant influences, though less so, were the gains for‘th? bo ¢ the.
quintile from the tax and benefit changes at the beginning of 1985, and the gains for the top qumhl?‘ ar .
time of the introduction of GST in October 1986. The latest tax changes, from October 1988, show a fu

relative increase in the index for the top quintile.
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Infogram 13.17

Real Disposable Income: Selected Quintiles

1980 -~ 1988
Bottom 20 Percent Middle 20 Percent Top 20 Percent

Index

800 lllljl!lllllllllllllllllllllllllll

1980 1981 1982 1383 1984 1985 1986 1987 1988

Years refer to March quarter
Source: Department of Statistics

The movements between the quintiles should, however, be interpreted with somie caution., First, the fact that
the indexes happen to commence in the first quarter of 1980 does not imply any special sanctity about their
ratioatthatdate. Second, itis clear thatchangesin the personal tax-scaleareresponsible for occasional major
shiftsin relative after<tax incomes, notably in October 1982, butalso in 1985, 1986 and 1988. In between these
shifts, however, there tends to be a gradual erosion of the relative income advantage of the upper income
groups. This is almost certainly due to the phenomenon of “fiscal drag’, or ‘bracket creep’, where inflation
combined with fixed tax scales causes a gradual increase in average tax rates, more particularly for those
higher up the tax scale. In this context, tax reductions favouring higher income 8roups can be seen as
correcting for the distributional impact of inflation. Again, the indexes are for wage and salary earners only,
and while higher-bracket tax rates have also fallen for other income earners, the various steps to widen the

tterns, and hence to be affected equally by price inflation. It is certainly not the case that expenditure
Patterns are constant across the income range, and it could well be that the purchasing power of persons on
lower incomes has worsened relatively, for instance because of the more rapid escalation in housin g costs
N in other prices, and possibly the greater incidence of user- pays policies on the lower paid.

pvera]l the picture shown by the RDI indexes is consistent with most of the changes in relative after-tax
‘Ncomes being a result of occasional major tax-scale (and benefit) changes, with fiscal d rag taking effect in
the?nteweMng periods. The most significant changein relativity was in 1982, that is before the restructuring
Periog, Concentrating on the Post-1984 period, the gap in post-tax real incomes initially narrowed, and then,
in late 1986 and again in late 1988, widened.
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Conclusions

The emphasis in the preceding discussion has tended to be on the ‘losses’ rather than the ‘gains’ from
economic restructuring. At this stage of the restructuring process, the losses are particularly noticeable in
terms of increased unemployment which bears particularly harshly on certain identifiable groups such as
the young, the less-skilled, and Maori.

It is worth stressing therefore that there have been gains as well as losses in the outcomes so far from
restructuring. For instance cheaper goods and services are available as a consequence of deregulation of
industries such as transport, and the reduction of border protection and the removal of export subsidies. In
general these gains are very wide-spread, butare small and difficult to identify for each individual gaining.
Losses, on the other hand, are more unequally distributed, and often very noticeable.

The population groups discussed in this chapter as containing a relatively larger proportion of ‘net losers’
have been particularly vulnerable to three impacts of restructuring;

- the initial impact of restructuring on export- and import-competing industries, leading to em-
ployment losses in these industries, and concentrated at least initially in the non-urban parts
of New Zealand -- reductions in border protection, the removal of export subsidies, and a
strong exchange rate resulting from firm monetary policies, have all contributed to this

- the increase in financing costs, including those of home mortgagors, as a result of the firm
monetary stance

- the general increase in unemployment, concentrated amongst the less experienced and /or less
skilled, following from the ‘deflationary shift’ in monetary and fiscal policy over the last five
years.

As noted earlier, Maori are disproportionately represented in each of these categories.

The first and second of these impacts can be seen as interim consequences of the restructuring process,
which have now largely worked through. For the primary sector, exporters in general, and mortgagors,
there areindicators that the gains from restructuring are beginning to, or will shortly, become more evident.

That is not the case for the third impact, that part of the increase in unemployment attributable to
restructuring. Again the expectation is that a more efficient and more flexible economy will generate faster
sustainable growth and increased employment. Two difficulties, however, are that:

- the low skill levels of many of the unemployed is itself a barrier to growth and to the creation
of new job opportunities

- there is a possibility that even on a higher growth path, there will continue to be a relative
contraction in job opportunities open to unskilled workers, and hence either continuing 'struc
tural’ unemployment, or else jobs available for the unskilled at pay rates so low compared wi th
the rest of the community as to conflict with social objectives of ‘fairness’. |

This raises an ethical question. Restructuring is intended to benefit the whole community -- and shoul_d do
soby improving the efficiency of the community’s economic base. Butsome groups, including the unskilled,
the young and Maori, are bearing an unfair, disproportionate share of the costs. Unlessitis argued that these
groups were disproportionately responsible for the need for restructuring, does the community not OWe
them compensation for the costs they are bearing?

. . . . 1d
In general it is not possible to compensate directly the losers from each economic change, To do 50 wot

. . X . " ter
in many cases defeat the purpose of the change - by removing the incentive to shift resources Of ;l st
behaviour. But it is possible to provide indirect compensation by assisting the most vulnerable to a5
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f new Opportunities. In some cases that g being
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CHAPTER FOURTEEN

Conclusions and Policy Implications

Progress So Far

The intermediate macroeconomic objectives of lowered inflation, internal fiscal balance, and external
balance have largely been achieved. In the field of microeconomic policy there has been a very considerable
‘freeing-up’ of the economy, through a wholesale elimination or reduction of impediments to market forces.
In some areas, such as tariff protection and the labour market, the rate of change has been slower, but still

provided by a less regulated market-place are being taken.

Progress towards the longer-term objective of a faster-growing, full-employment economy is less apparent.
Productivity has increased in some industries. But to date the “deflationary shift in macroeconomic policy
settings, pursued in order to restore macroeconomic balance, has outweighed the positive effects of
restructuring. In consequence unemployment is higher than it would otherwise have been, and new invest-
ment in fixed assets is depressed. Investment is the key to the shift to a high-growth, full-employment
economy. At present it is being held back by depressed domestic demand and the financing difficulties
caused by the high debt to equity ratios of many businesses. This is further compounded by continuing high
interest rates. Also, thereis some continuing uncertainty about government’s policy intentions, particularly
in the area of taxation. More positively, even with the existing capital stock, profitability is improving,
certainly in manufacturing, and there has been a positive shift in attitudes to export prospects, aided by the
recent improvement in New Zealand’s international competitiveness.

However, the endeavour to put the economy onto a long-term, higher growth, full-employment path has
S0 far been at the cost of an increase in current unemployment levels.

That cost is largely being borne by three sectors in the labour force -- Maori, the young and the unskilled,
or those with skills less in demand. Changes in policy which could reduce some of the economic and social
COsts of restructuring are discussed later. The EMG considers, however, that the ‘restructuring’ policies of
recent years have been in general appropriate, and indeed essential, to reverse the steady long-term dete-
rioration in New Zealand’s economic performance. Policy changes should be changes in emphasis, not
changes in direction.

General Considerations

:I'he benefits from changeare often widespread, and while sizeable for the economy in total are small for each
"dividual reci pient, for example, reductions in the cost of consumer goods and producers’ materials as a
"esult of lower tariffs. The costs of change, however, can be more concentrated, as for example, unemploy-
Ment amongst the less skilled.
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The costs of restructuring should not be evaluated in terms of the total cost of the misfunctioning of an
economy at a given point in time, for example, by taking the total present level of unemployment as an
indication of the cost of restructuring. Rather it is the incremental cost associated with the changed policies,
the increase in unemployment compared with what would otherwise have occurred (that is, compared with
the counterfactual situation) which is the true measure of the cost of the policies. Itis difficult to assess what
in fact the counterfactual situation would have been. It is clear, however, that the long-term trend in
unemployment had been upwards. Also, that certain policy changes were inevitable by 1984. In particular,
there was strong pressure on New Zealand to phase out direct assistance to exporters in the form of export
subsidies and farm subsidies. Also itis improbable that the fiscal deficit would, or could, have been allowed
to continue at the level prevailing in the years up to 1985, or that overseas debt could have been allowed to
continue increasing at the same rate as seen in those years. In other words, some of the macroeconomic
policy changes associated with restructuring would in any case have occurred.

The time elementis important. The costs which doaccompany restructuring arejustified on the grounds that
they are outweighed by ongoing benefits in the future. The expectation is that this will be true for most
people. But there are some, those for example suffering long-duration unemployment or bankruptcy
because of restructuring, for whom the present costs outweigh potential future benefits.

This is not a sufficient argument for halting the restructuring process. Expected gains for the community as
awhole if substantial enough, will justify proceeding with a policy, even though costs are unequally shared.
Also, a good proportion of the costs of restructuring have already been borne. It is an argument of course
for trying to reduce the size and duration of those costs. The scope for this is discussed under policy
requirements and options.

Policy Requirements

To many New Zealanders this generally positive assessment of restructuring will be surprising given the
immediate evidence of costs. But the whole purpose of restructuring is to shift away from short-term
tinkering towards tackling the longer-term structural decline in the New Zealand economy. Some general
consideration should be noted.

Within existing policies, the broad macroeconomic objectives of low inflation, and external and internal
balance, are important for achieving a better economic performance than in the past. They should continue
to be major policy objectives. In the longer term greater year-to-year flexibility may be tolerable on the
objectives of fiscal and external balance, but in the immediate future the room for manoeuvre is constrained
by the debt built up from past deficits.

In the area of microeconomic policy, the EMG supports the continuation of present policies, with borc_iel'
protection being further phased-down, and likewise in the domestic economy positions of privilege being
opened to competitive pressures.

Policy Options for the Future

For the future the overall objective is to move as rapidly as possible onto a growth path higher than in the
past, with output growth sufficiently high to bring about a return to a full-employment economy- Some
current impediments to the spontaneous development of such a growth path are discussed in Ct}apte‘:
Twelve. The macroeconomic impediments are those affecting business confidence and investment mteﬂt
tions and hence are currently discouraging output and investment expansion. These include cun'e‘:e
macroeconomic policy settings as they impact on economic activity through, in particular, the exchz?nge rai
and interest rates. They also include some current uncertainties about government policies, in partict at
fiscal objectives and taxation policies.

eOf

The microeconomic impediments include those likely to delay achievement of the longer-term objectlV
a full-employment, high-income economy, in particular labour-market inflexibility.
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Macroeconomic Policy Options

Disinflationary monetary policies have led to much of the initial cost of restructuring falling on tradeables
producers and persons employed in those industries. A strong exchange rate and high interest rates both
contributed to this. Interest rates, in real terms, remain high. However the exchange rate has weakened
significantly over the past year, and the competitiveness of New Zealand producers, aided by the fall in
inflation, has been much enhanced. High interest rates are now probably seen by exporters and import-
competing producers as more of an obstacle to economic expansion than is the exchange rate.

An easing of monetary policy in order to reduce interest rates has been widely advocated. The problemsare,
first, that such a policy, particularly if resulting in a further weakening of the exchange rate, could lead to
a resurgence of inflation and, second, that the impact on the credibility of government’s disinflationary
policies might be such as to lead to an increase rather than reduction in long-term interest rates.

It is doubtful therefore whether an easing of monetary policy alone would be the right course to follow.
Rather the preferable course is to further reduce the fiscal deficit, so easing the competition of the public
sector with the private sector for funds, and thence interest rates. Firm monetary policies would need to be
continued, however, to prevent any rapid resurgence in inflation stemming from an exchange rate fall.

Reducing the fiscal deficit is important, not only for assisting in the implementation of monetary policy as
just mentioned, but for ensuring that we achieve equity between present and future generations. The deficit
can be reduced either by reducing expenditure or by increasing taxation. Progress has been achieved since
1985, mainly by increasing taxation. Total expenditure has continued to increase, major factorsin thatbeing
debt-servicing costs and unemployment benefits.

The EMG endorses the current thrust of policy that the best means of controlling government expenditure
is by thorough scrutiny of its quality. The continuing reform of the public sector, with its emphasis on
evaluating the services provided by government departments against their cost, and an equally careful
evaluation of whether grants to individuals and agencies achieve sound social returns, is likely to be much
more beneficial in the medium and long term than are arbitrary cuts. What social services should be
provided, and whether they should be secured by transfers to individuals or agencies or provided directly,
should be decided as aspects of the issue of securing the best possible outcome from New Zealand'’s
resources. The absolute size of government is unimportant relative to securing an effective use of resources.

The medium-term fiscal objective, as discussed in Chapter Twelve, should be to reduce the ratio of
government debt to GDP. This implies that for 1989/90, there should be a substantial surplus on the non-
interest budget balance, and a deficit of not more than about 2 percent of GDP (or $1400 million) on the Net
Financial Balance. The information available to us now suggests that this will not necessitate any further
increase in taxation immediately but will require continuing tight control on government expenditure.

The EMGbelieves that the policies which have been adopted will restrain debt-servicing costs, and itexpects
the total cost of unemployment benefits to fall before very long. There will then be greater scope for deciding
whether resources should be used for public provision of social services or left for private decision-making
through reduced taxation.

In the meantime, however, reduction of the debt to GDP ratio should remain a major objective of policy.
There are difficult trade-offs required in making this judgement. Maintaining tax revenues at a level needed
to reduce the debt ratio is itself a deterrent to new investment. Given that monetary policy should remain
targeted at inflation, an even faster reduction of the deficit would give more relief from high interest rates.
Whether the choice is to accept the present level of the fiscal deficit or reduce it further, it is the view of the
EMG that policy credibility requires that government should determine expenditure levels by sound
decision-making, avoiding both waste and arbitrary cuts.

Ingeneral, the government has gained considerable credibility for policy consistency and achievement over

the last few years, notably in areas such as phasing-down border protection, and the reduction in the fiscal
eficit,
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Consistency has been less evident in the field of taxation. Announced changes in the tax system have been
modified subsequently in several instances (and there is some concern that the sheer rate of change may

~ prove a burden for some).

The prolonged uncertainty over the taxation of superannuation and pension funds has left institutions
unsure of their direction, and has been a factor in the collapse of the commercial property market and slow
recovery of the sharemarket.

It is important for investment decisions that uncertainties be resolved, and ideally a tax structure be
established which is unlikely to undergo major change under successive administrations.

Microeconomic Policy Options

Thatlabour-market flexibility has many dimensions is emphasised in several places in this report. (The topic
isto be extensively explored in Planning Council reports and seminars over the coming year.) In the shorter
term the relevant rigidities are restrictive work practices, tax and benefit structures which act as disincen-
tives to seeking paid employment, and obstacles in the present institutional structure to ‘industry’ and ‘firm’
agreements aimed at improving productivity with benefits shared between workers and employer. The
Industrial Relations Act 1987, appears to have led to some increase in labour-market flexibility. There
should, however, be ongoing reviews of the operation of the Act to establish the changes needed for the
future. -

Longer-term rigidities, obstructing progress towards a full-employment, high real-wage economy, are
caused by the low level of skill acquisition of much of the labour force. There is a significant imbalance for
a proportion of the labour force, which includes large numbers of young people and Maori, between the
skills they possess and the skills sought by prospective employers.

Even with greater wage flexibility such imbalances could take a long time to eliminate. Also, the outcome
could bea full-employment economy, but one not providing the desired outcome of high real wages for the
workforce in general. Skill upgrading is the alternative, or rather complementary, route to eliminating
labour-market imbalances and restoring full employment as well as contributing to faster income growth.
This will take time, however. Also unemployed and/or unskilled labour force members often lack the
resources to take advantage of training opportunities, even where there are clear incentives to do so. For
those already employed, ‘upskilling’ will largely depend on in-house training. So far as government
intervention is required it should be aimed at eliminating obstacles and reinforcing the incentives toacquire
appropriate skills.

New Zealand needs a more adaptable labour force in general. This involves the maintenance and probable
further development of policies aimed at the unemployed as well as the employed, such as access to training
opportunities, assistance with job-seeking and relocation, etc. Apart from the economic aspect, such policies
areimportantin maintaining long-term expectations of a full role in society for those suffering long-duration
unemployment.

Prospects for the Future

The many economic policy initiatives that have occurred over the past decade enable New Zealand tt(e’
respond more quickly to the changing external environment. The aim of restructuring to P’?mgd
adaptability and flexibility, as advocated by the EMG in Strategy for Growth, has thus largely been achle‘t’haé
There are some policy issues where further improvement is desirable. While it is certainly important ng
these matters are addressed, they should not be seen as being of such importance that they are preven

the restructuring policies from working.
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Indeed there is clear evidence that the policies are working. At the microeconomic level there has been a
significant acceleration of change and at the macroeconomic level very substantial progress has been made
towards the achievement of the intermediate objectives of low inflation, fiscal balance and external balance.
At the same time, however, the aggregate level of economic activity has continued to stagnate and
unemployment has grown to unacceptably high levels. A large part of the latter can be explained as an
inevitable result of earlier policies and some of it should be seen as evidence of desirable change in the
structure of the economy. However, the policy thrust of the past decade will clearly not have achieved its
ultimate goals until sustained economic growth appears and unemployment is substantially reduced.

In considering when these goals are likely to be achieved, it must be realised that the restructuring policies
are only enabling —- they set the environment within which individuals act. Government of itself cannot
cause sustained growth at full employment. This requiresindividualsand firms to increase their investment
and savings and to look for new business ventures and new markets. All of these initiatives require confi-
dence in the economy and in the stability of policy. As growth starts to reappear and the effects of the
financial crash fade, so confidence should return. Provided the integrity of the policy framework is
maintained, New Zealanders will be well placed to benefit from the changes that have taken place.
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APPENDIX ONE

The Concept of Contestability

For industries whose costs per unit output fall with increasing scale or scope of operation, the potentially
most efficient market structure in a relatively small economy, can consist of one or only a few firms.
(Possible examples include electricity transmission, air and rail transport, and banking.) It can be difficult
to enforce competitive pressures and prevent the exploitation of monopoly or oligopolistic power in such
instances. However, recently developed theory suggests that in some circumstances it is sufficient for the
market to be contestable. That is, the mere threat of entry by a potential competitor can restrain exploitation
of market power.

The principal theoretical conditions for contestability to be effective are that the potential competitor has the
same cost structure as the actual producer(s), and is able to enter and exit from the market costlessly. Even
if these conditions are only approximately achieved, it is plausible that there should be some restraining
effect.

This has been one of the factors motivating the reduction in barriers to merchandise imports and the
opening-up of banking and air transport to overseas entrants. For some sectors it is not easy to apply
contestability pressures, for example, cement (high transport costs for imports) and retail banking
(requiring heavy capital investments). For others capital costs of entry are less significant, for example, non-
retail banking, or at least are not substantial enough to prevent actual entry, as with the entry of Australian-
owned Ansett Airlines to the domestic air-travel market in competition with Air New Zealand. That there
is still dispute on the effectiveness of contestability is illustrated by the following quotation on the United
States domestic airline industry.

“While the recent studies differ in their approaches, they all reach the same general conclusion that actual
competition is a more powerful force for efficiency and low fares than is potential competition. It has been
found, for example, that in many cases it took actual competition for a route to stimulate an established
carrier to reduce fare levels and then, normally, only to the level of the new entrant. Moore’s work found
that while air fares fell between 1976 and 1983 this was only because of theintroduction of actual competition
On many routes and, further, this actual competition must involve several carriers. (A single competitor or
even two is insufficient for an airline to be forced to price at minimum cost.) The findings of Morrison and
Winston are very similar. They find thata single potential entrant has no significant effect on fares and that,
indeed, an operator must be confronted by at least three potential competitors before pricing behaviour is
affected. Furthermore, three potential entrants have the same effect on market behaviour as one actual
competitor. While these developments castsomething of a shadow over the extent of contestability of airline
markets, they donot providea case of rejecting it as a basis for reforming economic regulation. Firstly, while
the studies we have cited indicate that potential competition exercises only a weak constraint over the
actions of airlines, its existence does, however, seem to have produced benefits.”

(Button, Kenneth J., and Morrison, Steven A., “The Effects of Reforming the Regulation of U.S. Domestic
Civil Aviation”, The Royal Bank of Scotland Review, Number 158, June 1988, pp-45-46.)
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APPENDIX TWO

Exchange Rate Concepts

There are a number of ‘exchange rate’ measures in use for different purposes. ‘

Real Exchange Rate (RER)

The RER is the ratio of an index of prices of non-tradeable commodities to an index of prices of tradeable
commodities. Tradeable commodities are those goods and services which are either exported or imported,
or are potentially exportable or importable given a change in supply or demand or market price. Non-
tradeables are the remaining commodities — generally services.

The importance of the RER is that shifts in it over time indicate whether domestic resources are likely to be
drawn to the production of non-tradeable or tradeable commodities. Suppose an objective of policy is to
improve the balance on external transactions. A fall in the Real Exchange Rate -- a relative rise in the price
of tradeable commodities - will attract more resources into export- and import-competing production.

A fall in the nominal value of the New Zealand dollar (see below) will contribute to a RER fall, but the shift
will be transitory if the fall results in increased domestic inflation.

Reserve Bank Trade-weighted Exchange Rate Index (TWI)

Exchange rates for the New Zealand dollar are quoted in terms of many foreign currencies. The TWI takes
the exchange rates for the most important of these currencies, and weights them in proportion to their
respective importance in New Zealand’s transactions with the rest of the world. The TWI measures the
‘nominal’ exchange rate -- not adjusted for changes in relative inflation.

As the infogram shows, the TWI fell steadily through the early 1980s. Because this was offset by New
Zealand’s higher domestic inflation, the RER remained relatively stable.

Index of International Competitiveness or Real Effective Exchange
Rate (REER)

This is an index designed specifically to measure changes in the relative competitiveness of domestic and
overseas producers, on both the New Zealand market and on overseas markets. (Different versions of the
Index can be tailored to different commodities and markets).

The index shown here is that constructed by the Bank of New Zealand. It takes the ratio of New Zealand

Output prices to overseas producers’ output prices, and then adjusts for shifts in the nominal exchange rate.
Arrise in the index shows a loss of competitiveness and a fall shows an improvement.
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Infogram 1

Alternative Measures of Exchange Rates
1980 ~ 1988

Real Exchange Rate Trade-Welghted Exchange Rate Index Real Effective Exchange Rate

Index

4
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1980 1981 1982 1983 1984 1985 1986 1987 1988

Years refer to March quarter
Source: NZPC, Reserve Bank, BNZ
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APPENDIX THREE

Effects of Deregulating the
Finance Sector

The material here is a summary of a more extensive Planning Council case study.

The policy changes affecting the sector were: the abolition of most direct regulatory controls on interest rates
and credit extension in 1984; the abolition of most controls on foreign exchange transactions; and the
opening of the banking industry to competition, including from overseas banks.

The finance sector has undergone accelerated change since the regulatory reforms.

The market structure of the sector changed rapidly -- from four registered banks before 1984 to 15 in
November 1988, including many from overseas. New Zealand institutions expanded their representation
and business overseas. Non-bank financial institutions expanded their range of financial services, although
since the sharemarket crash and consequent liquidity difficulties for some, there has been a move back to
‘mainstream’ institutions. There have been a number of mergers and takeovers to form institutions more
capable of competing with larger overseas banks. Overall there has been a blurring of the boundaries
between various types of financial institutions.

Output has increased substantially, as has employment in the sector.

The range of services has expanded. This is as a result of increased demand for existing and new financial
products in the new and volatile market environment, and also as a result of the increased links with
overseas markets. Competitive pressures, and the labour-intensiveness of much banking activity have
continued to impose pressures for further automation. This is reflected in an upsurge ininvestment in plant
from $52 million in 1977 /78 to $447 million in 1986/87.

Data for the 1970s suggest a higher earnings margin for New Zealand trading banks than for banks in other
developed economies. Up until 1987 /88 value-added and profit margins for the sector increased following
deregulation. Possible reasons for this include the rapid expansion in demand which has outweighed the
increase in competitive pressures; increased costs of servicing fixed investment; and possibly the absence
of fully competitive markets in some parts of the sector.

The first surge of post-reform expansion is completed, and there is likely now to be more pressure on prices

for services. Combined with continuing pressures to automate, it is probable this will lead to labour-force
retrenchment, and a continuing tendency to larger institutions.
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Chronology of Significant

Microeconomic Policy Changes

The policy changes and other developments listed below are drawn from the Reserve Bank Bulletin, Bollard
and Buckle (1987), Galt (1989), and OECD Economic Surveys of New Zealand. The list here is to highlight
major developments. More detail is available in the sources quoted.

Separate chronologies are given under each of the major headings below.

Trade Policy and Liberalisation

Border Protection

1938

1969
1979

1981

1984
1984 (December)

1985

1986
1987

1988 (July)

Import licensing introduced to meet balance of payments crisis.

National Development Conference recommends that import licensing be phased out
and replaced by tariffs.

Intention announced for a proportion of import licenses to be put out to tender, and for
more flexible administration of the existing system.

Import license tendering begins. The intention was for an increasing proportion of
licenses to be put up for tender each year, and for tender premiums to provide bench-
mark measures of ‘tariff equivalents’ of import licenses.

Agreementreached between governmentand manufacturers to phase out importlicens-
ing and replace it with tariff-based protection.

New motor vehicle industry plan allows greater access for imported vehicles and com-
ponentry.

Acceleration of tariff and import license reductions.

Import licensing to terminate by 1988, except for products within coverage of industry
plans.

Tariff structures reviewed. Programme for tariff phase-down and equalisation announ-
ced, involving substantial cuts over the four years from July 1988.

Import licensing ends for most goods.
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Trans-Tasman Trade

1966

1983

1985 onwards

Other

1981

New Zealand-Australia Free Trade Agreement (NAFTA) signed. This agreement liber-
alised trade in certain product areas, notably forestry. Extension to other product areas
required mutual agreement.

Australia-New Zealand Closer Economic Relations Trade Agreement (ANZCERTA)
signed. Much broader in scope than NAFTA, with only a small number of commodity
groups specifically exempted from coverage. Otherwise license and tariff barriers to
trans-Tasman trade are to be phased out by the 1990s.

The reduction of barriers to trans-Tasman trade accelerated beyond the original sched-
ule under ANZCERTA, and commodities not originally covered are brought within its

scope.

New Zealand accedes to GATT subsidies code -- this required the elimination of the
existing system of export incentives.

Assistance to Industry and Consumers

Assistance to Export Industries

1962 and 1963

1976

1978

1981

1984 (June)

1984 (August)

1984 (October)

1985

Export incentives introduced applying to ‘non-traditional’ markets and products -
gradually expanded over succeeding years. (To an estimated fiscal cost in excess of $400
million in 1983/84.)

Livestock Incentive Scheme -- to encourage increased livestock numbers.
Supplementary Minimum Prices (SMPs) subsidy scheme.

This put a ‘floor’ under prices received by farmers for traditional pastoral produce
exports. Their objective was to reduce risk and thereby encourage increased investment
and production by the farm sector. In subsequent years, SMP payments became very
substantial for some sectors of pastoral farming.

New Zealand signs GATT code on Countervailing Duties. An undertaking was given
the United States that export subsidies not qualifying under GATT rules would be
phased out by 1984.

Abolition of SMP payments -- from end of 1983/84 season.

The Export Performance Tax Incentive (EPTI) to be phased out from April 1985 on 2
three-year timetable.

Abolition of fertiliser and fertiliser transport subsidies announced in Budget. Reserve
Bank concessional interest rates to be increased to market rates.

The Export Market Development Tax Incentive (EMDTI) to be phased out by 1990.
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1986

1988 (March)

Other

1975 (December)

1976

1984 (November)

Producer Board debt with the Reserve Bank is substantially written down.

Phase-out of EPTI completed.

Subsidies on milk and bread reduced, and electricity, rail and postal chargesincreased,
closer towards true cost of supply.

Maximum retail price scheme revoked. Bread, flour, eggs and butter consumer subsi-
dies abolished.

A sweeping elimination of various consumer and producer subsidies and incentives
announced in the Budget, either taking placeimmediately, or being successively phased
down.

Regulatory Structures and Reforms

Transport Industry

1977

1978

1983

1984

1984

1986

1987

1987

1988

The distance limit on transportation of goods by road in competition with rail increased
to 150km.

Road-user charges introduced --a major step towards user pays for heavy road vehicles.

Distance limit on goods transportation in competition with rail is removed, but with a
fee for distances beyond 150km.

A quality licensing system for road transport operators replaces previous quantity lic-
ensing system (under which areas, routes and prices were subject to control).

The Air Services Licensing Act 1983 replaces quantity licensing by quality licensing for
air services.

The permit fee on road transportation of goods, where competing with rail beyond
150km, is abolished.

Minimum price limit on petrol prices, in existence since the 1930s, abolished.

Domestic air-routes opened to competition with Ansett New Zealand commencing
operations.

Remaining price controls on petrol pump prices abolished.
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Financial and Foreign Exchange Regulation

1976
1979
1979

1981

1982 (March)

1982 (June)

1983 (April)

1983 (April)

1983 (September)

1983 (November)

1984 (Feb - May)

1984 (July)

Limits on deposit interest rates relaxed.
Controls on foreign investment in New Zealand eased.
Forward exchange trading liberalised.

Financial services regulations amended to limit increases in lending interest rates by
financial institutions.

Suppliers of finance proposing to institute new specified financial services required to
give the Reserve Bank notice in writing of the price they propose to charge.

A fixed exchange rate regime replaces the former ‘crawling peg’ regime.

Credit guidelines impose a limit of one percent growth per month in lending by a wide
range of financial institutions.

New Zealand’s international credit rating reduced from AAA to AA+ (Standard and
Poors’). Reasons cited included the increasing government deficit.

Tendering system introduced for government stock.

Tight regulations imposed on interest rates, including an 11 percent ceiling on first
mortgages.

Interest rate controls progressively extended and tightened, and regulations introduced
penalising finance companies with lending growth in excess of guidelines.

The New Zealand dollar devalued 20 percent.

1984 (July & Aug) Controls on interest rates abolished and the credit growth guideline removed.

1984 (October)

1984 (Oct - Dec)

1985 (February)
1985 (March)

1987 (April)

1987 (October)

1989

Credit rating (Moody’s) for New Zealand reduced from AAA to AA.

Exchange control regulations and restrictions on overseas borrowing, and on the access
of overseas companies to New Zealand capital markets progressively abolished.

The ‘compulsory ratio system’ for financial institutions abolished.
The New Zealand dollar floated.

Institutions of suitable status, including overseas organisations able to apply for banking
licenses.

Sharemarket prices fall world-wide. New Zealand sharemarket suffers its biggest ever
one-day fall.

Reserve Bank of New Zealand Bill proposes greater autonomy for the Reserve Bank, anci
sets its primary objective as ‘achieving and maintaining stability in the general level 0
prices’.
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Changes in the Taxation System and the Composition
of Government Expenditure

1982 (October) A rationalised income tax-scale introduced with far fewer steps, and tax cuts particu-
larly in the top income bracket.

1984 (November) Budget announces removal of various subsidies and incentives.

1986 (July) The government assumes responsibility for major projectand producer board debt
worth $7.2 billion.

1986 (October)  Goods and Services Tax (GST) of 10 percent on almost all commodities introduced,
accompanied by reductions in personal income taxes and benefit increases.

1987 (June) Budget announces plans for sale of government assets to pay off public debt.

1987 (December) Wide range of economic reforms announced, including plans for a single personal tax
scale (later abandoned), an acceleration in public asset sales, reduced company taxrates,
and the removal of tax exemption for long-term contractual savings.

1988 From 1989 the Government’s balance date is to change from 31 March to 30 June.

1989 Increase in GST to 12.5 percent from July and a ‘cap’ in nominal dollar terms on govern-
mentexpenditure in almost all categories. The company tax rate isincreased toequal the
top personal income tax rate. The expected fiscal savings amount to $1.5 billion. (Total

savings of $2 billion are the estimated requirement to reduce the fiscal deficit for 1989/
90 to the Minister of Finance’s target of one percent of GDP.)

Prices and Incomes Policies, and Labour Market
Institutions

1982 (June) A twelve-month wage-price and rent freeze imposed, covering also interest rates and
other fees and charges. (The freeze was later extended to 1984.)

1983 (December) Industrial Law Reform Act has the effects of making unions voluntary organisations
(repealed in 1984).

1984 (July) Three months price freeze announced following general election and 20 percent dollar
devaluation.

1984 (September) Economic Summit held, with representatives from various sectors.
1984 (October)  New wage-fixing rules announced allowing greater flexibility in bargaining.
1987 (August) Labour Relations Act (1987) comes into effect.

1987 (December) State Sector bill introduced, concerning terms of employment and negotiation proce-
dures for state employees. The act came into force from April 1988.

1988-89 Discussions are held between government and the unions on the development of a
‘Social Compact’.
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f Agency Reforms and Other

1979 (September) Plans announced to proceed with a number of major growth projects (think-big) based
on the utilisation of Maui natural gas.

| 1981 (September) Approval for synthetic petrol plant at Motunui.
1981 (October)  Go-ahead given for New Zealand Steel expansion at Glenbrook.
1986 Commerce Act 1986 comes into effect.

1986 (May) Statementon Government Expenditure Reform outlines plans to change a number of de-
partmental trading organisations to corporate structures.

1987 (April) Nine new state corporations (SOEs) come into existence.
| 1987 (June) Plans announced in Budget for sale of government assets to pay off public debt.

1987 (October) ~ New Zealand Steel sold. Sales of other state-owned enterprises including Petrocorp, Air
New Zealand, and Post Bank, have followed.

1988 Government Budget lists the principles and procedures for the sale of government
businesses.

1989 Wide-ranging reforms are implemented for the education system.

1989 A new structure of local government comes into effect.

L.
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