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Statement of Responsibility under
Section 26N of the Public Finance
Act (1989)

The Treasury has used its best professional judgements about the risks and the outlook in

preparing this Statement on the New Zealand Government's long-term fiscal position.

This Statement on the New Zealand Government's long-term fiscal position relates to a period of

at least 40 consecutive financial years, commencing with the 2009/10 financial year.
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John Whitehead

Secretary to the Treasury

29 October 2009

Forecasts and projections

In this Statement, the term forecasts refers to data from Budget 2009 that were our best attempts
to predict economic and fiscal variables out to 2013. The best data available at the time, various
modelling and forecasting tools, and the expertise and experience of many individuals were all
used to produce these forecasts. They attempted to factor in the impacts of any policies or events

that, while not in existence at the time, were planned to occur over the next five years.

Projections refer to extensions of the forecast base into the longer term out to 2050. They
apply assumptions, often based on long-term averages, to grow forward variables from their
forecast base. Generally, assumptions are based on current policies. Future policies or events
beyond those incorporated in the forecast base are not normally introduced. Unlike forecasts,
projections should not be thought of as the best current view of likely future outcomes. Rather,
they simply represent potential outcomes in the post-forecast years, which are entirely

dependent on the assumptions lying behind them.



1 Introduction

This Statement is about New Zealand's long-term fiscal outlook
— the government's spending and revenue — and what drives it.
It is also about the country's future and the big issues the public
and government are going to have to think about if we want to
maintain or improve our living standards and public services.

This document shows we simply can't keep doing what we have done without significantly
increasing taxes or debt. We need to look at how to avoid unnecessary costs and what policies
make sense for the long term — which means considering the impact of population ageing and

what will work across generations.

New Zealand has a good record of governments providing information that allows the public to
debate and judge the quality of fiscal policy and actions. Requiring the Treasury to publish this
Statement is another of these mechanisms, and an attempt to make us focus on a much longer

timeframe.

That long-term perspective is something all countries are considering as the developed world
faces major demographic change. New Zealand's shift to an ageing population will accelerate
soon, as the first baby boomers begin to retire from 2011 — and then live more than a further two
decades on average. That is a great outlook for most individuals. However, it simply magnifies the
major fiscal challenge facing government — spending that is a lot higher than revenue, and rising
debt.

Our experience of the past 12 months shows that there is a lot we need to think about. The global
financial crisis and the worldwide recession have reminded us that economic shocks do and will
occur. Economic growth, increasing government revenue and operating surpluses cannot be
taken for granted. When the first Statement on the Long-term Fiscal Position was produced in
2006, it reported that there was time to consider any policy response as the starting point was
"the strong current fiscal position of the New Zealand Government." In 2006, the demographic
and fiscal pressures meant that, 25 years from that date in around 2030, the government's

accounts might move into deficit.

Three years and one recession later, we are facing that future now. The government's accounts
are already in significant deficit and these are forecast to last for a few more years yet. A lot of the

headroom we had, financially and just as importantly in time, has disappeared.

So looking at the big issues of government spending, public debt, the tax we need to pay for it —

and of course our ageing population — is suddenly much more relevant.



This is the Treasury's document. It contains our projections, based on our knowledge of
government finances, policy trends and core statistics on population and it reflects our

assumptions. Governments make policy decisions and what is set out here is not government

policy.

But having already produced one of these documents and set out the limitations of what
economic modelling can do 40 years out, we want this Statement to help this and future
governments and the New Zealand public to think about what the major fiscal challenges are and

what some different ways of dealing with them might be.

It does this by looking at a range of indicators of overall fiscal management such as the operating
balance, debt and tax levels, and the government's balance sheet — and also by looking at a
representative "basket" of public services that are provided to taxpayers. These are different ways
of looking at the same picture and trying to make the issue of government financial management
over time more understandable and real to people. While the modelling is technically rigorous,
our scenarios are illustrative and simply show the possible impact of different choices, actions or

inaction.

We therefore don't want readers to focus too much on the details. This really is a case where the
bigger picture is important. After all, we know that just as households cannot continually spend
more than they earn, too much government spending inevitably means higher debt or higher

taxes and that is the issue this Statement examines.

And behind all of the numbers we recognise that these are major issues about the way we
live and work, the public services we want as a nation, the lifestyle we aspire to and how New

Zealanders and their governments can provide and pay for these.

| know people will react to the information in this document; they will not like some of the
scenarios and options described. I'm sure most of us would like a more positive outlook. But
rather than wish the problems away, what the Statement does is bring together information
about what is happening now, and then projects forward to describe what could happen from
here. It also sets out what can be done so that projections of public debt rising to 223% of Gross

Domestic Product (GDP) do not occur.
Three key points come through.

We need to make choices about what the government buys, total spending and taxes.
Managing long-term fiscal challenges will require tough choices and trade-offs to be made about
government spending and taxation. In the end, it is the aggregate cost of everything we are
doing that matters. Some areas can have more funding and some less — but we have to control
the growth in new spending each year if we do not want high debt or taxes. This is particularly
important as demographic change is permanent and the ageing population will place increasing

pressure on government spending.



Growth helps, but it will not completely solve the problem. Economic growth helps raise
national wealth and individual incomes, and is an important goal in itself. Policy reforms that
support higher productivity and faster economic growth will be an element of dealing with the
long-term fiscal problem, and improving public sector productivity is particularly important.
However, relying on growth alone will not be enough. Some government spending is linked to
increased growth, through wages and pensions. And more economic growth will not provide all

the tax needed to deal with the level of public spending.

Early, gradual changes can help. Planned and incremental change is far more likely to

be positive and successful than a drastic reaction that is forced on New Zealand. All of the
projections of exploding debt start with small fiscal problems that grow rapidly larger. But this
same pattern — like compounding interest — also occurs in reverse with positive fiscal actions. And
strong fiscal settings, like having debt under control, provide more flexibility when things do go

wrong. As we've been reminded by recent history, negative shocks do happen.

The choices we make as a country about what the government provides, and how, are critical.
What we spend now on education, roads, superannuation, prisons, health, benefits and long-term
care is the result of decisions taken by policy makers. The choices about spending and revenue
we make now will determine not only the services currently provided and how they are paid for,

but will also shape New Zealand's future.

This Statement does not attempt to provide advice on which specific policies governments should
adopt to address New Zealand's long-term fiscal situation. However, in the interests of stimulating

debate, under various sector headings we do canvass some ideas that could be considered.

The impact of the economic shock means New Zealand, like most countries in the developed
world, has had to make important decisions to deal with recession and rising unemployment,

and deficits and rising debt. On top of those challenges, the government has the enduring task of
doing what it can to raise living standards and improve social outcomes and of continually making
choices about what public money should be spent on, how services should be provided and how

much tax is raised and in what way.

That's a difficult task. | hope this document helps frame the issues, generates discussion and

debate and perhaps begins to provide the shape of some answers.
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John Whitehead

Secretary to the Treasury






2 Key issues

m The long-term fiscal outlook has deteriorated significantly since 2006. In 2006, when the first
Long-term Fiscal Statement was produced, net public debt was projected to reach just above
100% of GDP in 2050. Now, if government spending returns to historic patterns, it is likely to
reach more than 220% of GDP midway through the century.

m The major change between 2006 and 2009 has been that the government's budget is already
in deficit (by $5.9 billion in the Crown Financial Statements). In 2006, it was projected to
remain in surplus for roughly another 25 years.

Figure 2.1 — Net debt’
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m Around half of the difference between the 2006 and 2009 projection is due to the lower
revenue and increased expenses associated with the 2008/09 recession and the downward
revision to economic growth and revenues over the next few years. The remainder is due to

increased costs in existing programmes and changes to government policy over the past three
years.

m New Zealand's nominal (including inflation) economic growth averaged 5.2% a year over the
past 15 years. Spending increased 6.3% a year in that period. Health spending increased 7.6%
a year, justice 7.0% and education 7.2%.

m Dealing with budget imbalances means spending less, taxing more or borrowing. Government
deficits require borrowing and increased debt to finance them — debt builds debt. The long-term

fiscal problem is "solved" if governments have budget surpluses over time.

m The government is currently issuing around $250 million a week in debt.
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m Tax and debt can be used to manage fiscal challenges, but both can increase long-term fiscal

pressures:

— Debt transfers costs to future taxpayers, adds interest costs and means the country is less
well placed to deal with shocks.

— Higher taxes can limit growth — meaning a smaller economy and lower revenue.

m Achieving higher economic growth means a larger economy and higher national incomes, but on its

own growth will not solve fiscal problems because of the linkages between growth and spending.

= Demographic change adds to the long-term fiscal pressures. We are facing a permanent
change from a younger to older population as people live longer and have smaller families. The

baby boomers do not cause this trend, but they do accelerate it.

m By 2050, the total population is projected to have grown by around 25%, while the number
of people aged over 65 is projected to have increased by around 150%. By mid-century, the
number of people 85 and older will have grown by about 400% — to 330,000 from 67,000 now.

These changes will accelerate over the next few years.

Figure 2.2 — People aged 65 years and over
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m There has been a major change in life expectancy at birth over recent decades. Over the past
55 years it has increased by about two years every decade. Although this rate is projected to
slow, a person turning 65 in 2050 would still expect to live an additional 24 years, 4.4 years

more on average than a 65-year-old in 2008.

m Population ageing is important fiscally because 25% of government spending is currently spent

on the 12% of the population aged over 65.

m The first baby boomers will receive New Zealand Superannuation (NZS) from 2011 and the

numbers of new superannuitants will peak in the late 2020s.

m Population ageing is likely to cause a slowdown in economic growth because of the shift to a

relatively smaller working-age population.
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result, the basket of services starts to grow again, but it does not return to its 2013 level until just
before 2050.

Having a slightly higher net debt target (say 40% of GDP) does not materially change the picture,
with the basket of services increasing only a further 6% by 2050. This is because the higher debt

level results in higher financing costs, leaving less money to spend on goods and services.

Achieving this sort of change in spending patterns is certainly possible, but realistically it would
need to involve changes in the mix of services provided by government as well as delivering

current services better.

Figure 6.4 shows how spending across the sectors changes under the two scenarios. Our
assumptions about NZS and benefits mean that these components are the same in both scenarios.
This means that growth in the other components under the sustainable debt scenario is more
constrained than in the historic trends scenario. For illustrative purposes, we continue to let the
different demographics affect the various components, but scale back the services per person in
each spending area by the same proportion relative to the historic trends scenario. Our assumption
is that future governments would apply constraints across spending areas relatively equally, apart
from demographic pressures. Future governments may choose to allocate available funds differently

due to changes in societal preferences or as-yet unknown factors affecting the cost of services.

Figure 6.4 — Spending — sustainable debt and historic trends

% of GDP
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Under the sustainable debt scenario, education and other spending decline as shares of GDP, relative
to 2009. Health increases as a share of GDP, due to the relatively larger impact of demographic
changes on health care, but the growth is much lower than under the historic trends scenario. Debt
servicing costs remain stable, reflecting the constraint on debt over the long term. The conclusion

is that, given current policy settings, NZS continues to grow at the expense of other public services,
such as health and education. This raises questions of intergenerational fairness, given that services
for other age groups will decline over the next 15 years and grow only slowly thereafter — and as

mentioned, the projections assume rising tax rates through to 2023.




Public sector productivity

The cost to deliver a given level of public services is determined by input costs (eg, wages,
physical assets, technology systems and consumables) and productivity — how efficiently inputs
can be converted into outputs such as hospital operations. Public sector productivity is poorly
measured in New Zealand and around the world. Better information on public sector productivity
would make it easier to identify less effective policies. Nevertheless, based on the information we
do have, our baseline assumption is that annual productivity growth in the public sector (0.3%)

is about one-fifth of economy-wide labour productivity growth (1.5%). This relatively low rate of
public sector productivity growth is due to both the nature of the services (which tend be labour
intensive with less scope for technological advances) and the operating environment (one without

competitive market pressures).

If public service productivity is lower than economy-wide productivity, then public services will
become more expensive relative to other goods and services in the economy. This is because,
over the long run, wage rates are likely to be similar across both the private and public sectors,

with those wages growing in line with economy-wide productivity.

A more productive public sector could be an important part of the solution to our long-term

[+
(3]
issues, by getting more for the money that is spent; but this would mean significant change. The ]
sustainable debt scenario implies, because spending across government is constrained, that the g
state sector workforce will have virtually no growth over the next 40 years. The challenge for the &

State sector is to deliver better public services without more resources.

A lift in public sector productivity would have a positive impact on the notional basket of services
that could be delivered to the average New Zealander for a given level of spending. A 0.5
percentage point increase in our baseline assumption for annual public sector productivity growth,

if sustained, would result in around 20% more public services per person after 40 years.

Figure 6.5 — What individuals receive from the Government — inflation-adjusted
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To have a significant impact, most improvements in the fiscal position will need to come from the
major spending areas such as health, education, justice and superannuation. How such gains
might be achieved in these main spending areas is discussed in more detail in section 7. But

even in the core public sector there is potential to think about how to deliver more, for less. This
includes government departments which account for around 18% of core government spending and

employment (with $12 billion in annual operating expenditure and 44,600 employees in 2009).

The international management consultancy McKinsey suggests there is potential for public

sector productivity improvements in various countries of 15% in the next 10 years from doing the
same tasks in new ways, learning from the private sector and overseas experience.'® It suggests
benefits can be realised without major system changes through operational and business process
improvement and shared services, such as streamlining finance, payroll and administration
functions across government. In most cases, these solutions have not been employed in New
Zealand, but the impact they can have is significant. For example, an initiative of the Canadian
Government merged more than 70 services from a number of agencies into a single, customer

service organisation. Savings of around $500 million per year were realised by finding efficiencies."’

But achieving these gains is difficult, requiring full backing from the government and wide
application across the State sector. This could mean greater centralisation or collaboration and

a shift in the way the public sector management system has operated, as the current structure
tends to provide public sector chief executives with considerable freedom to manage their
departments. Making a difference over the long term would require additional productivity gains to

be found year after year, and productivity to be in focus over a long time horizon.

Another major way the government can lower the cost of public services is to focus on what is
delivered and to test policies and programmes more rigorously for their effectiveness — and to
stop those programmes that are not shown to be cost-effective. This may involve looking at who
receives services — for example, whether they are targeted or not — and whether the government

is best placed to provide them.

We have choices about such things. In the end, what services are delivered, and how, are the
result of policy decisions. For example, the government used to provide telecommunications

services and now there are several private sector providers instead.

But policy choices and the public debate do not necessarily focus on improving productivity. This
is because too often the public debate does not sufficiently differentiate between what is spent on

purchasing inputs, and the outputs and outcomes that result from this spending.



7 Specific policy areas

The previous sections outlined the aggregate long-term fiscal issues. This section looks into the

main spending areas in more detalil.

Health

m The government spent $12.4 billion on health in 2009 — around 20% of core Crown
expenditure or 6.9% of GDP.

m Since 1994, spending on health care has grown at an average of 7.6% a year, in nominal

terms.

= Around half of public health spending is on public hospitals. The remainder goes to a range
of services, including primary care, pharmaceutical prescriptions, residential care, disability
support, mental health and public health services — many of which are provided by a range

of privately-owned providers.

m Since the early 1990s, 80% of all health spending has been publicly funded. Private
spending such as patient copayments for GP visits, prescriptions or insurance, accounts for
the remainder."?

Over the past 60 years, publicly-funded spending on health care has more than doubled as a
share of GDP, rising from around 3% in 1950 to 6.9% in 2009. In dollars per person, the amount
spent by the government has risen from $550 per person in 1950 to $2,870 per person in 2009
(2009 dollars). Figure 7.1 shows how health spending per person has grown faster than GDP per

person over this period — particularly since the mid-1990s.

Figure 7.1 — Health spending and GDP per person — inflation-adjusted
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Figure 7.2 shows that, although total spending on health care (public and private) has been
growing faster than GDP in the majority of OECD countries (ie, above the solid diagonal line),
New Zealand is one of a minority of countries where total health spending has been growing

at more than twice the rate of GDP (ie, above the steeper dashed line). However, New Zealand
spends less per person on health care than many OECD countries in absolute terms, reflecting

our relatively low national income per person.

Figure 7.2 — Health spending (public and private) and GDP — inflation-adjusted 1997 to 2007
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The variation in the level and the rate of growth of health spending, both through time and across
countries, suggests both are partly the result of choices about what is delivered through health

systems, and how it is delivered.

Drivers of health spending

Population ageing affects health spending as older people tend to need more health care,

but the effects of population ageing on health spending have been relatively modest in recent
decades — accounting for no more than 10 to 15% of the real increase in spending per person
since 1970."31* Although this ageing effect will become progressively more important through the
2020s and 2030s, it is not projected to become the dominant driver of spending growth. The main
drivers of health spending have been and will continue to be income growth and technological

change — both of which affect the demand for, and the cost of supplying, health care.

Economy-wide productivity growth drives the long-run cost of labour, which is the major input in
health care services. Since productivity gains tend to be relatively low in labour-intensive service
industries, such as health, the real cost of delivering health care rises. Higher incomes also tend

to be accompanied by higher public expectations of the range and quality of health services.



Public expectations of the health system increase as technology progressively extends the range
of possible treatment options. For example, treatments for heart disease have evolved from bed
rest and aspirin in the 1950s, to a range of treatments that include coronary bypass surgery

and angioplasty now. New treatments provide real benefits to patients but tend to involve new
spending with relatively high unit costs. Although technological innovation can lead to a decline in

the cost of a service, overall spending can rise if the use of the service increases.'®

In recent years, government policy choices to expand services and increase existing entitlements
have been a major driver of the growth in health spending. For example, discretionary policy
initiatives between 2002 and 2008 accounted for at least half of the increase in health spending —
in addition to increases to manage price and volume pressures — and increased the overall cost

of labour.'®

The institutional arrangements within the health system — how services are funded, and how and
where they are delivered — also matter for spending growth. The government relies on agents at
all levels of the health system, including District Health Boards (DHBs), Pharmac and clinicians,
to allocate resources and manage cost pressures. The way these people are organised and

motivated affects how efficiently resources are used, and how spending pressures are managed.

These factors suggest that much of the growth in spending lies within government control. Health
systems are complex and there is no simple solution, but along with the key decision about how
much new money is allocated to health each year, the Government has significant control over

how the system is organised and how resources are used.

Health spending scenarios

Under the historic trends scenario, health spending would grow by 5% a year, increasing from
6.9% of GDP ($12.4 billion) in 2009 to 10.7% of GDP in 2050. This projection illustrates the need
to address the strong underlying spending pressures in health care — in both the short and long
term. For example, if health care spending continued to receive recent increases of at least 7%
per year, it would consume over three-quarters of the total $1.1 billion allocated for new spending
over the next few budgets. Clearly, the rate of spending growth observed over the past decade is

unsustainable given the fiscal constraints facing the government.

Under the sustainable debt scenario outlined earlier, spending on health care grows at an
average of 4.3% a year, reaching 8.1% of GDP by 2050. Figure 7.3 shows that these increases

would be much lower than recent spending increases.

37
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Figure 7.3 — Annual nominal growth in health spending — sustainable debt
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Options for managing spending growth

The government, as the dominant payer, has the ability to set the budget for health spending — an
essential part of a strategy for managing spending growth. But living with a lower rate of spending
growth would require improvements in system performance, including ongoing productivity gains.
It would also mean managing demand for services. This need not mean poorer health outcomes,
since international comparisons indicate that using resources well can be just as important for the

effectiveness of health care as the overall level of spending.'”

System performance improvements

An important part of securing more health care from the limited resources available involves the
allocation of those resources. Funding decisions need to be consistently based on evidence of
the relative cost-effectiveness of an intervention. The government may choose to make greater
use of agents to weigh up difficult choices about which treatments to fund — in the same way that
Pharmac is charged with maximising health outcomes within the pharmaceutical budget. This

would require improvements in information, analytical capability and clinician engagement.

Contractual arrangements should incentivise service providers to develop and implement more
cost-effective ways of delivering care, and thereby secure productivity gains. The OECD has
identified scope to improve the contractual relationships that DHBs have with their hospitals
and their primary care providers.'® That the health system has secured significant productivity
gains in the past also suggests this is possible — for example, technological developments and
administrative practices in hospitals enabled the average length of stay to be halved between
1989 and 2001."® Cross-country comparisons also show the sorts of improvements that are
possible and how we might do things better, as do the differences in performance between

districts within New Zealand.2%2



Work force constraints mean that the skill mix used to deliver services will have to change, as will
the location of some services. The increasing specialisation of hospital services means that some
DHBs struggle to afford to maintain certain skills. Uncertainty about the financial and clinical
sustainability of some specialist areas will require hospital services to be increasingly planned

on a regional and national basis. This raises questions about the best way to coordinate regional
and national service planning, and about where such decisions should be made. A recent report
by a Ministerial Review Group has advocated some of these planning responsibilities being
centralised. It also identified opportunities to secure efficiency gains through increased joint

procurement among DHBs, including clinical supplies and back office services.??

Getting more for the health dollar and using resources more wisely is also linked to improvements
in the quality of care that patients receive. For example, a greater focus on safety initiatives would
benefit patients, while potentially saving the resources used to treat adverse medical events.?3
Similarly, minimising the wasteful use of resources will involve addressing inefficient processes,
which could mean, for example, that patients are less likely to find that their medical records or

test results are not available at the time of appointment.2

Managing demand —

39

The government can also actively manage the demand for public health services. To begin with, it
can encourage better use of community-based primary care — through contractual arrangements with

providers — with the aim of reducing unnecessary, and relatively expensive, hospital admissions.

Dealing with future demand pressures will also require the government to manage public
expectations as to what the publicly-funded health system can do for people. This will involve a
debate around the range of care that the public system provides, versus areas where individuals
will need to finance their own health care. A greater role for the private financing of health care
could mean higher patient copayments for some services, with public funding being increasingly
targeted on the basis of need and ability to pay. Greater private financing could lead to greater
use of private insurance. However, subsidies to private insurance have not been associated with
lower costs or fiscal savings in other OECD countries, and are unlikely to help manage the growth

in health spending in New Zealand.?®

Spending more on the prevention of illness can improve individual and societal health outcomes,
but evidence suggests that it does not help restrain demand or overall spending. This is

because preventive measures tend to be delivered to more people than would ever develop

the targeted condition, and because people living longer generally develop other ailments that
increase lifetime health care costs. Some forms of prevention, such as childhood immunisations,
can provide good value for money. But the cost-effectiveness of prevention depends on how
interventions are designed, in particular whether the focus is on people with the greatest potential
to benefit. Preventive measures still need to be assessed alongside other possible interventions,

so that the benefits and costs can be compared within the context of budget constaints.2®
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Justice

m The government spent $3.1 billion on the justice sector in the year ended June 2009.
m This is 4.8% of core Crown spending and 1.7% of GDP.
m The main justice sector agencies are:

— New Zealand Police — about 40% of total justice sector spending in 2009

— Ministry of Justice (including Courts and the Judiciary) — about 30%, and

— Department of Corrections — about 30%.

The justice sector has been one of the fastest growing areas of major spending — averaging
7% a year from 1994 to 2009.

Crime is costly to society, both in terms of the cost of crime to victims, and the cost of the
response to crime. The burden of crime also falls disproportionately on different parts of society,
particularly Maori.?” Policy decisions in the justice sector take into account objectives that are
beyond the economic and fiscal, such as punishment and rehabilitation. However, given the fiscal
constraints faced by the government, increasing consideration will need to be given to whether

policies meet the government's objectives in the most cost-effective way.

The justice sector agencies form a system or "pipeline" in which policy or operational changes in
one part of the system can have a major impact on the other parts. While the main agencies in
the sector are separate, costs are driven by the way that police operations, sentencing policy and

the decisions of independent actors (such as judges and the Parole Board) interrelate.

One of the challenges of managing justice sector spending is that the agency which has

the biggest influence over the number of people entering the system (Police) does not bear
the fiscal consequences of sending more people into the system (which are primarily borne

by Corrections). If the volume of offenders in the justice sector increases, the agencies that
are earlier in the pipeline can pass these increased volumes onto the next agency with little
immediate consequence for their own operations. This can result in agencies seeking extra
resources for volume increases, rather than aiming to reduce the volume of people coming into

the sector.



Figure 7.4 — Criminal justice sector — main agencies
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Spending in the justice sector doubled in inflation-adjusted terms, from 1994 to 2009. The
increase in spending has not been linked to recorded crime rates, which have been broadly
stable over the same period. Rather, cost growth has been driven primarily by the decisions of

governments.

In 1999, New Zealand imprisoned 150 people per 100,000. In 2009, the imprisonment rate has
increased to 195 people per 100,000, and under current policy settings this rate is forecast to
reach 225 per 100,000 by 2017. Our imprisonment rate is the fifth highest in the OECD and is

significantly higher than rates in Australia, England, Ireland and Canada.?®

Figure 7.5 — Imprisonment rates
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The cost of imprisonment

m It costs just over $90,000 a year to keep a person in prison. This compares to:
— $18,000 a year for a person on a home detention sentence, and
— $7,000 a year for a person on a community detention sentence.

m Building prisons is currently projected to cost about $915 million over the next decade.
Running those prisons once they are built will have an ongoing cost of up to another

$150 million a year.

These recent increases in spending have occurred while crime rates have remained broadly stable.
The stability in the overall crime rate masks trends in specific types of crime. For example, recorded

violent offences have been increasing over time, largely due to family violence offences.?®

Figure 7.6 — Crime rate
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If justice sector spending were to increase by another 7% in 2011, it would take $230 million of
the total $1.1 billion allocated for new spending in Budget 2009. This is more than 20% of the new

spending allocation, when the sector represents only 5% of core Crown spending.

The sustainable debt scenario suggests that the justice sector would have to grow by an average

of 3.6% per year over the next 40 years — about half the average growth rate in recent years.

Options for managing spending growth

It is not clear that further increasing our imprisonment rate would be the most effective way to
reduce crime. Studies of the impact of imprisonment rates on crime rates have produced mixed
results. Some studies have shown that, while imprisoning more people can reduce crime, the
size of that impact diminishes as imprisonment rates increase. Other studies suggest that, when
imprisonment rates reach a certain level, further increases can lead to increases in crime rates.°

Given that New Zealand's imprisonment rate is already one of the highest in the OECD, and



recent increases have had little impact on recorded crime rates, it is unlikely that further increases

in our imprisonment rate will be the most cost-effective way to achieve lower crime rates.

There are steps that we can take to minimise spending pressures in the justice sector in the short
to medium term. As imprisonment rates are a major cost driver, one step could be a review of
sentencing practices to ensure that we are not increasing the rate at which low-level offenders
are imprisoned. The justice sector is also looking at ways to use courts, police and prisons more

effectively.

In the long term, investing in reducing the number of people who enter the criminal justice system
would likely provide better value for money — and better societal outcomes — than locking up more
people. The Ministry of Justice has already undertaken to address the drivers of crime. Potential

areas to focus on to reduce crime include the impact of alcohol on offending, and interventions for

at-risk children.

Some level of public and political consensus about the future direction of New Zealand's criminal
justice sector could reduce growth in spending. Political consensus has been a significant factor

in both Finland's and Canada's success in reducing their imprisonment rates.
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Education

= In 2009, the Government spent $11.5 billion on education.

m That is about 18% of core Crown spending, and 6.4% of GDP. This is divided into:

early childhood education — about 10% of the total in 2009

primary and secondary schooling — about 45%

tertiary education about 40%, and

departmental and other expenses — about 5%.5%'

m Since 1994, education spending has grown at an average rate of 7.2% per year.

Education is important to New Zealand's long-term economic and fiscal outlook, both as a major
area of government expenditure, and for the significant role skills and research can play as a

driver of long-term productivity growth.

If education expenditure is effective, it can help boost New Zealand's future workforce skills,

and labour force participation rates. Education can help drive innovation and build international
connections that create new economic opportunities.®? The challenge in education policy is to
balance the potential long-term pay-offs from well-designed government expenditure against the

immediate costs and ongoing need to improve the cost-effectiveness of spending.

Government spending on education has grown faster than the New Zealand economy and total
government revenue over the long term. This is shown in Figure 7.7, as education spending has
increased from just above 2% of GDP in 1950, to just above 6% in 2009. Education spending has
also grown quickly over the past decade, particularly in the early childhood area. After adjusting
for inflation, spending on education almost doubled from 1994 to 2009, rising from $5.9 billion to
$11.5 billion (in 2009 dollars).

Figure 7.7 — Education spending and ratio of students to workers
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As shown in Figure 7.7, demographic trends have not always played a large part in the long-term
trends in education spending. Despite a recent increase in birth rates that will push school rolls
back up somewhat in the next 15 years, the number of people under the age of 25 will remain
relatively stable over the next 40 years and the proportion of young people in the population will
decline steadily. However, participation rates in education have been increasing over time, and if
this were to continue it would contribute to cost pressures. Managing these costs is important to
the long-term fiscal outlook as slower spending growth in areas such as education and benefits,

which do not face demographic pressure, could help to offset pressures in other areas.

The policy choices that governments make are a major driver of education spending because
these policies can affect participation rates, average per-student costs and the share of total costs

that is paid by the government. For example, policy decisions in recent years have:

m increased inflation-adjusted per-student or per-child costs in all sectors of the education
system — driven mainly by real wage increases for teachers and other staff, lower staff/student
ratios and group/class sizes and increased funding for other costs such as property and

overheads, and

m shifted costs from individual learners and their families to the government — eg, the 20 hours —

free early childhood education policy and interest-free student loans.
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After accounting for participation growth and inflation, education spending per student has

increased by around 27% since 2001.

Countries tend to spend more on education as their economies grow. At around 6% of GDP,
government spending on education is higher than most OECD countries because we have a
relatively young population and high participation rates in education at all ages. Comparing
countries' per-student spending relative to per-capita GDP, New Zealand sits around the OECD

average.®3

Early childhood education

Participation in high-quality early childhood education (ECE) can have measurable positive effects
on children's long-term development, educational achievement and future economic success.
This is true especially for children from low-income families and children whose parents have low

levels of education.3*

Between 2001 and 2009 government spending on ECE increased by more than 220%. While
participation has increased, the growth in government spending has largely been to fund quality
improvements (eg, higher numbers of registered teachers), and to shift costs of participation from
parents to government (eg, the "20 Hours Free ECE" policy introduced in 2007). The average
per-child cost of ECE to the Government has risen sharply. From 2001 to 2009, inflation-adjusted

spending per full-time enrolment increased by about 75%.%°
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Schooling

Inflation-adjusted spending per student in schools has increased by more than 20% since 2001.
This has been driven by increases in wages for teachers and other school sector workers, and
increases in staff numbers to enable additional non-contact time for teachers. A minor driver of
average per-student costs has been the growth in student numbers in the more expensive senior

secondary school years.

For extra expenditure to improve outcomes, it must be aligned with system improvements. Many
expensive attempts around the world to improve schooling have failed to deliver increases in
students’ skills. International comparisons show little, if any, relationship between per-student
expenditure and the overall quality of schooling and student achievement. This does not mean
that money does not matter, but that the amount of funding seems to matter less than the quality

of the system into which it is channelled.®®

It is difficult to measure productivity in education, as outcomes for students can be hard to
measure and difficult to attribute to particular causes. Education outcomes depend on many
factors both inside and outside institutions over long time periods. In terms of measurable
changes in learning outcomes in recent times (ie, student achievement) we can show a marked
improvement in school leavers' qualifications following the introduction of the new National
Certificate of Educational Achievement (NCEA) system.®” The NCEA involves a new set of rules,
measures and incentives, which has offered students more flexibility and opportunity to complete
qualifications. Arguably, introducing the new qualifications system has had a greater impact on

the measure of student achievement than any increase in education spending.

International achievement studies at school age show a fairly stable pattern over time. New
Zealand students perform around the international average levels in earlier years of schooling.

In secondary school, the average score of New Zealand 15-year-olds has been near the top of
the OECD since 2000 in the three measured areas of reading, mathematics and science. The
proportion of students achieving at the highest levels is amongst the best in the OECD. But we
also have one of the highest levels of variability in student achievement — with students from low-

income families being over-represented in our "long tail of underachievement".3®

Tertiary education

The number of students in tertiary education has grown by more than 20% from 2001 to 2009.
Almost all this growth has been in wananga, polytechnics and industry training programmes
offering sub-degree-level qualifications. Counting funding to institutions, as well as funding to
students (student loans and allowances), inflation-adjusted expenditure per full-time student has

risen by around 30% since 2001.3940



Options for managing spending growth

Over the past 15 years, education spending has grown by an average of 6.3% per year. In the
sustainable debt scenario, to avoid increases in tax or debt, or reduced growth in other spending

areas, we assume education spending grows at 2.8% per year.

Because government policy choices are a major driver of education costs, there is a wide range
of options available to adapt to a lower rate of spending growth. In doing this, there are difficult

trade-offs between different education objectives (eg, economic, social and cultural).

If government education spending is to be constrained without compromising student

achievement and the future skills and productivity of New Zealand's workforce, we will need to:

= improve the productivity of the education system — using limited funding more efficiently to

achieve the same or better results, and/or

m reduce the quantity of publicly-funded education services — by shifting more of the cost of
education services from the government to individual students and families, and targeting

government support to those who will benefit most.

A mix of both options is likely to be needed.
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There is potential to make better use of limited resources while maintaining or improving —
education results by learning from international experiences, and drawing on the growing body

of research about what makes a difference to student achievement. However, productivity gains L
will be difficult to achieve where education providers' inputs (staffing, time, property and other

resources) are tightly regulated and/or continually increased in inflation-adjusted terms. Greater

productivity requires increasing flexibility around these areas, strengthening performance

incentives and improving institutional design.

Reducing the quantity of publicly-funded education does not need to compromise overall
educational achievement. A more targeted approach could improve access and equity while
reducing costs. This may mean more targeting of ECE subsidies, tertiary student support
and tuition subsidies and possibly having higher subsidies for students who will progress

and complete their studies. Because untargeted subsidies drive up overall demand, they can
mean that those from more disadvantaged backgrounds are "crowded out". For example,
while the untargeted 20 Hours ECE policy has led to increased overall demand for places in
early childhood centres, there is little evidence that this programme has improved access and

outcomes for those who would benefit more over the long term.
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Productivity options

Flexible resourcing

Reducing constraints on staffing ratios, class sizes, staff deployment and the structure of
teaching programmes. For example, research shows that smaller class sizes are a relatively
expensive and ineffective option, although there can be benefits for disadvantaged children

in the early years of schooling if very small classes can be sustained for several years.

More flexible remuneration systems — that allow providers to reward high-quality teaching
and allow wages to reflect differences in the balance of supply and demand across different

parts of the teaching workforce.

Enabling greater mobility of students and staff between providers and sub-sectors (eg,
between early childhood education and primary schooling or between high school and

tertiary education providers).

Strengthening performance incentives

Having accountability and funding systems that recognise and reward providers for

retention, achievement and completion rates.
Recognising and rewarding innovation in the delivery of education programmes.

Providing better information and choice for students and their families about education

providers and the range of options available.

Institutional design

Improving efficiency in operations and the uses of assets across the education sectors, by
strengthening governance and management systems, and allowing providers to combine

for staffing, procurement, capital investment and planning.



Benefits

m Over $11 billion (6.5% of GDP) was spent on benefits and transfer payments in 2009. This

figure excludes NZS but includes Working for Families (WFF) tax credits.

= In June 2009, around 298,000 people were receiving one of the four main income-tested

benefits. This represents 6.8% of the total population or 11.0% of the population aged 18 to 64.

m Over the past decade, the total number of people receiving these benefits has dropped.
The number of unemployed has declined significantly, but there has been steady growth in
Sickness and Invalid's Benefit numbers. More recently, the number of people unemployed is

increasing because of the recession, but should fall again as the economy recovers.

m Over 384,000 families were recipients of the more than $2.5 billion spent on WFF tax

credits for the entitlement year ended March 2008.

m Between 1994 and 2009 the average annual growth in the expenditure on non-NZS benefits
and transfers was 4.7%. As a share of GDP, the figure has slightly declined over this period,
from 7.0 to 6.5%. A major factor behind this reduction is that benefits are indexed to inflation by

convention.
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The benefit system comprises the following main income-tested benefits:
= the Unemployment Benefit (UB), for people who are able to work but do not have a job
m the Domestic Purposes Benefit (DPB), mainly paid to sole parents caring for children —

m the Sickness Benefit (SB), either for those with short-term conditions that prevent them from
working now or for those with longer-term health problems that limit the number of hours they

can work, and

m the Invalid's Benefit (IB), paid to people who are unable to work because of permanent and

severe health restrictions.

Table 7.1 — Recipients of the four main income-tested benefit types

End of End of End of Growth Growth

June 1999 June 2004 June 2009 1999 to 2004 2004 to 2009

Unemployment 150,706 69,771 51,036 -563.7% -26.9%
DPB 109,516 109,526 105,182 0.0% -4.0%
Sickness 33,022 44,128 54,892 33.6% 24.4%
Invalid's 51,173 72,342 87,158 41.4% 20.5%

Source: Ministry of Social Development

As well as these benefits, a number of transfers are provided to assist those in financial need.
The most significant of these, outside of those delivered mainly via the tax system, is the

Accommodation Supplement.
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Targeted financial assistance via tax credits is provided to people with dependent children
through WFF tax credits. The total cost of WFF was around $2.7 billion in the year to 30 June
2009.

Transfers via tax credits to families with dependent children have become larger in value and
more widespread in recent years. In 1998, an earlier form of payments, also mainly delivered via
the tax system and which targeted the same groups as WFF does, went to 280,000 families, with
an average annual receipt of $3,500. In 2008, WFF was received by more than 384,000 families
at an average annual amount of $6,500. Over the intervening decade, the number of recipient
families grew by 37% and their average receipt by 84%. Currently, a working family with three
children, all aged under 13 years, would still receive some amount of WFF tax credits provided

their annual income is below $106,000.4!

There have been quite different trends around the main income-tested benefit types. UB numbers
have dropped sharply in recent years. From a peak above 160,000 at the beginning of the
decade, numbers fell steadily over the ensuing years to around 18,000 by the middle of 2008.
They have since climbed to around 59,000 at the end of August 2009, reflecting the impact of the

economic recession.

DPB numbers have also declined in recent years, from a high around 115,000 in early 1998, to
around 97,000 in the middle of 2008. However, they have recently increased to around 107,000 in
August 2009, reflecting a combination of a temporary rise in the number of young women having
children and the impact of the recession. Like the UB, it is probable that DPB numbers will fall

again as the economy recovers and more jobs become available.

SB numbers were around 10,000 (0.3% of the population) in the mid-1980s, but have risen
markedly since then. While SB numbers appeared to stabilise during the latter half of the 1990s,
this proved to be a temporary lull in growth and numbers have grown steadily to around 55,000
(1.3% of the population) by the middle of 2009.

Growth in IB recipients has been ongoing for more than 30 years. From around 10,000 (0.3% of
the population) in the mid-1970s, numbers receiving this benefit have increased, as a percentage

of the population, by nearly eight times to more than 87,000 by mid-2009.

There are many factors that have contributed to the growth of both SB and IB, such as the impact
of an ageing population, increasing recognition and treatment of a wider range of conditions

and removal of older age group work test exemptions from UB. Due to these factors and others,
addressing the growth of SB and IB will not be easy. However, given they are two of the major
factors driving up non-NZS welfare expenditure, it is an issue that could be considered among the

mix of options to reduce overall spending.



Options for managing spending growth

This section considers two possible options for reducing benefit expenditure: changes to the rates and
coverage of WFF tax credits, and reducing SB and IB recipient numbers and their subsequent growth.

This would potentially allow more to be spent in areas like health and education.

The rationale for including changes to WFF as one of the potential options examined is that
stopping the inflation indexing of the abatement threshold would mainly impact families around

the centre of the income distribution, rather than those on the lowest incomes.

The SB and IB option has been chosen because these two benefit types have displayed continual
growth in numbers well in excess of overall population growth. If the numbers on these benefits could
be reduced, or even if the growth in numbers could be reduced, more than just cost savings would
be achieved. Getting people off benefit and into work will help those individuals, possibly in more
ways than just financially. It will also boost the labour force at a time when an ageing population may

see labour force participation and the average number of hours worked declining.

Projections of benefit expenditure are driven by recipient numbers, population growth and the
indexation regime for benefit payments. Assuming these income-tested benefits are adjusted

annually for inflation, as they have been, at least since 1991, their cost is shown in Figure 7.8.
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This is our assumption in both the historic trends and sustainable debt scenarios. This figure also
depicts a scenario, applying the same drivers, where the costs of both WFF tax credits and SB
and IB are reduced from 2013 onwards. For WFF, this is achieved by ceasing inflation indexation
of both Family Tax Credit rates, the biggest of the WFF tax credits, and the WFF abatement
threshold.

Reducing SB and IB numbers is more challenging. The scenario assumes that combined numbers
are reduced, from around 140,000 now, to around 100,000 by 2013 (about where they were in
June 2002). After that, they grow in line with the population. Achieving this would involve a complex

mixture of changes to policy, services and employment support and training.

Figure 7.8 — Benefit spending*
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Alternative indexation options

Inflation indexation of benefit rates, using annual growth in the CPI, maintains the real purchasing
power of beneficiaries. This enables them to buy the same bundle of goods and services as prices
rise. However, it does not allow them to increase their overall consumption over time, as is the
case for workers, whose wage growth will generally be higher than inflation, or for superannuitants,

whose public pension is indexed to the average wage.

While simply maintaining the real purchasing power of beneficiaries is not out of line with what
has happened in New Zealand over the past decade, it is worth considering the fiscal impacts
of alternative, higher-indexation regimes. Figure 7.9 shows projections of benefits under two

alternative indexation options, along with the current inflation-indexation regime.

Figure 7.9 — Benefit spending
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Nominal wage growth indexation could be applied to benefits, in the same manner as for NZS. This
results in the real spending power of beneficiaries being around 66% higher than its 2013 level by
2050. This compares to no growth in spending power under the existing CPI indexation assumption.
Another option, lying between the indexation options of inflation and wage growth, is to apply a rate
1% higher than inflation growth to benefit rates each year. As a consequence, while spending on
benefits still falls relative to GDP, beneficiaries do not fall as far behind workers and superannuitants
as under the current regime, with the real spending power of beneficiaries being around 45% above
its 2013 level by 2050.

There is a fiscal cost if the rate of indexation is increased. This cost could be in terms of letting
debt rise, or increasing taxes to pay for the extra spending. An alternative is to reduce spending in
other areas. Indexing benefit payments to CPI inflation + 1% or indexing to nominal wage growth
would result in the basket of publicly-funded services being respectively around 10% and 14%

lower than in the sustainable debt scenario.




Superannuation

m Spending on NZS was $7.7 billion in 2009.

= Demography is a key driver of superannuation spending. There are 522,000 people
receiving NZS now. This is projected to grow to 1.3 million in 2050, causing the cost to rise
from 4.3% of GDP in 2009 to 8% in 2050.

m Much of this shift occurs in the next 20 years.
m Our public pension system is unique in the OECD, particularly in its universality.

m NZS's present structure has focused on preventing poverty in old age. A couple receives
66% of the net national average wage (33% each = $14,229 each before tax); there are

variations around this depending on a person's circumstances.

Compared with publicly-funded retirement schemes internationally, NZS is simple and easy to
understand and efficient, with a low administration cost. The flat rate aspect of NZS means that
lower-income earners are assured of post-retirement incomes comparable to their pre-retirement
earnings. For higher-income earners, it provides a certain baseline from which they can plan
further saving. It is a protection against lack of income due to increased longevity: if you outlive

your savings, you will still receive a base income.

NZS differs from public pension schemes in almost all other countries in several ways:

m paid to all residents aged 65 and over (subject to a relatively short residency test)

= indexed annually, effectively to average weekly earnings

m taxed along with all other income

m no income test

m no requirement to retire from paid work

m no asset test

m unrelated to past earnings' history

= not contributory, and

m almost impossible to access before 65.
Most importantly, given long-term issues about the labour market, a person can receive
superannuation and still remain in work. Since the late 1990s, NZS has not been income- or
asset-tested, which means there is no extra tax on earnings beyond age 65. As a result, NZS
tends to discourage early retirement, and since 1999, it has been unlawful for an employer to
require the retirement of an employee solely on the basis of age. Participation rates of those older
than 65 rose through the 1990s and have continued moving upwards to among the highest in the

OECD. Nevertheless, while there are few formal impediments to working beyond 65, participation

rates for both males and females tend to halve at 65.
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The main issue with NZS is its long-term affordability. Shortly after the present pension system
was introduced in 1977 (accompanied by a lowering of the eligibility age from 65 years to 60
years, and a rise in the payment from 65% of the average wage to 80%), the fiscal cost rose to
around 8% of GDP. The subsequent lowering of the relativity with wages and raising of the age of
eligibility through the 1990s, fewer retirees and a growing economy have brought the ratio of total
payments of NZS to GDP closer to 4%. But the accelerating ageing of the population suggests
that by mid-century the ratio will return to 8%, or more. Unless there is policy change or an
acceptance that this would mean increasing public debt, funding this would require cutting other

expenditure, or lifting tax rates.

Role of the New Zealand Superannuation Fund

In 2001, the government created the New Zealand Superannuation (NZS) Fund, and until
this year had added about $2 billion a year to the NZS Fund. The Fund was designed to help
smooth the future cost of NZS over time. Current tax dollars have been placed in the Fund,
where they earn investment returns. The Fund will eventually be used to help cover some of
the cost of paying NZS — about 8% of the net cost of NZS in 2050. The Government's decision
to suspend contributions to the Fund (as outlined in the 2009 Fiscal Strategy Report) does
not change the level of NZS payments. The contribution holiday means that when payments
to the Fund resume they will likely be larger, the point where the Fund is drawn down starts a
few years later and more of the NZS payments will need to be covered by tax at the time it is
needed. Without the contribution holiday, the Fund would have covered about 11% of the net
cost of NZS in 2050.43

For many New Zealanders, NZS (along with the similar Veterans Pension) is the major source of
retirement income, so the adequacy of this income also needs to be considered. International and
national reports rate NZS highly in achieving the objective of the prevention of poverty in old age.
Using the 50% of median threshold, Figure 7.10 shows that the poverty rates for New Zealanders
aged 65 years and older are lower than other OECD countries. This is because the 50% median

is below the value of NZS.



Figure 7.10 — Poverty rates*
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Based on this measure, the OECD has noted that New Zealand has "successfully erased poverty
among the elderly".*® A more comprehensive assessment, however, requires comparisons at
other thresholds. With poverty rates using a 60% threshold for 20 European countries and New
Zealand, New Zealand goes to the opposite end of the spectrum, reporting the highest poverty

rate at 34% for those aged 65 and over.*®

A 2007 report released by the Ministry of Social Development suggest that older people in New
Zealand generally have adequate incomes that provide them with a reasonable standard of
living.#” This assessment varies with population subgroups and is not so positive for older Maori
and single people, especially single women. The adequacy of NZS payments is reflected in the
low levels of poverty and hardship among the older population. The report says this conclusion
also depends on the high levels of mortgage-free home ownership among current retirees. It is
important, the report notes, that future generations of older people enter retirement as home-
owners — either mortgage-free or with small mortgages — because mortgage-holders and those

who live in rental accommodation are among the most disadvantaged.

Options for managing spending growth

Earlier sections have discussed the kinds of adjustments that are likely to be required in other
government spending areas to ensure a sustainable long-term fiscal position. Some of these
changes will require significant shifts in the way government services are provided and in
expectations about what services will be provided. Changes to eligibility and entitlements for NZS

that reduce its total cost would reduce the extent to which other public services would have to adjust.

Many countries have reacted to the fiscal effect of ageing on publicly provided pensions by

announcing or introducing changes to the age of eligibility and indexation regimes in their
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pensions. These reflect similar debt, spending and demographic pressures we are facing in

New Zealand.

This section looks at three aspects of NZS — the age of eligibility, indexing, and targeting —
to illustrate possible types of changes and their relative effects on the balance between the

affordability of superannuation and income adequacy for older people.

The eligibility age

When New Zealand's old age pension was introduced in 1898, the average person might have
expected to start working at 15 years, life expectancy was around 60 and the retirement age was
65. In 2009, we typically do not start working until 20 years or so, have a life expectancy of 80 and

a pension age of 65.

Table 7.2 — Life expentancy and pension age

1898 1977 1990 2009 2030 2050
Life expectancy 60 74 76 80 83 85
Pension age 65 60 60 65 65 65

9§

Sources: The Treasury, Statistics New Zealand

Many countries are lifting their pension ages beyond 65 years: Australia and Germany to 67; the
United Kingdom to 68; and Denmark to 67. Along with Norway, Iceland and the United States, that
brings to seven the number of OECD countries that already have or plan to have pension ages

above 65.

The Danish system

Denmark is the only country so far to enact legislation indexing the eligibility age to
increases in life expectancy. This change takes effect with a long delay. One old-age scheme
in Denmark is a universal old-age pension that has a residence test, but no work history
requirement. The eligibility for this pension will rise by six months each year from 2024 to
2027, so that the pension age increases from 65 to 67 years. Thereafter, increases in the
eligibility age will be tied to increases in life expectancy, with any increase required to be
announced five years in advance. By 2045, the age is expected to reach 68.3 years. Similar
changes are planned for an early retirement pension, where the present eligibility age is 60.
The goal is for the early retirement age to be raised so that life expectancy from that age,
measured at age 60, will be 19.5 years. Thus, the Danish reform does not split the increased
life expectancy between the working years and the retirement years, but fully raises the

eligibility age for increases in life expectancy.*®

In its 2009 Budget, the Australian Government announced that it would move the age for
receiving the pension from 65 to 67 between 2017 and 2023, giving future superannuitants at

least eight years to adjust their saving and working patterns. We model the effects of a similar



change here that also includes an additional six-month lift in the eligibility age each time life
expectancy at 65 rises by six months. This would mean the eligibility age would reach 69 by the
late 2040s.

A rising pension age may encourage more people to work a bit longer — they may work shorter
hours or do a couple of part-time jobs. This means more output, more tax dollars and more time
to save for retirement. The effect on GDP is relatively small but growing through time so that by
2050 GDP is 2.5% higher.

The modelled rise in pension age to 69 by 2050 produces a fall in the ratio of NZS to GDP by 1.5
percentage points. While this scenario reduces the potential number of NZS recipients, the size of
the weekly NZS payments to people is not changed and the overall affordability of the programme is

improved.

Figure 7.11 — NZS spending
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Source: The Treasury

Adopting these changes would mean that the basket of publicly-funded services in 2050 would be

about 11% above 2013 levels, instead of 2% in the sustainable debt scenario.

An argument against proposals for lifting the pension age is that it is unfair on people with lower
life expectancy (for example, Maori, or males in general). This depends on views of what the
universal pension is about — social insurance to prevent poverty in old age, an entitlement or
income replacement. Life expectancy and other demographic indicators for males and Maori have
been converging to those of non-Maori females over the long run. Despite the recent slowing of

this convergence it is assumed that these long-run trends will continue.

Superannuation indexing

Any change to labour productivity growth (output for each hour worked) will typically feed through
to GDP growth and wage growth and then to NZS payments. This is a feature of the current

system — retired people receive rising NZS payments because of the link to wages. If NZS
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payments were instead indexed to inflation only, then recipients would be able to buy the same

bundle of goods and services, but not an increasing one.

Inflation indexation from 2017 would reduce the fiscal cost of NZS to 5% of GDP in 2050 and the
ratio of NZS to the average wage would fall to almost half of what it is now. The NZS payment in
2050 with CPI indexation would be around 23% of the average wage, down from around 40%
now. This is about the same proportion of the average wage as universal pensions in a group of
other OECD countries such as the United States, Denmark and Germany (some of these are
means-tested). Again, these changes would free up significant resources to provide publicly-
funded services across the entire population. CPI indexing would see the basket of services grow
steadily from 2023, so that by 2050 it would be nearly 20% higher than the 2013 level. Indexation
of CPI + 1% would see the basket of services grow 8% above the 2013 level by 2050.

Figure 7.12 — What individuals receive from the Government — inflation-adjusted

Cumulative % change
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Source: The Treasury

Targeting superannuation

The final scenarios deal with income or asset testing around NZS payments. Abandoning
universality would complicate the superannuation system and encourage people to shelter
income so that it was not included in the pension calculation. It is, however, only in the past 30
years that we have not had some form of income or asset testing, and even then the surcharge
from the mid-1980s to the late 1990s was a form of income testing. Targeting is a feature of public
pensions in most of the OECD countries such as Australia, Canada and the United Kingdom. A
robust abatement regime would provide the opportunity to target payments towards people with

more limited resources, or direct more money elsewhere.

In this scenario, those with higher income are paid less NZS. For three-quarters of the people
65 and over, NZS made up more than 80% of their weekly income in 2007.4° For the remaining

top quarter of income earners, NZS was only 20% of their income. Here we model scenarios in



which superannuitants in the top income quartile will either have half or all of their NZS payments

reduced by an income test. This is phased in over five years, starting in 2017.

Figure 7.13 — NZS spending
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Reducing half the NZS of people in the wealthiest quarter of those aged 65 years and over has a
similar effect on the basket of publicly-funded services as the CPI + 1% indexing scenario, as the
basket is 8% above the 2013 level in 2050. If the wealthiest quarter of retirees were to forgo all of
their NZS entitlement, then the fiscal savings could be used to increase the basket by 16% above
its 2013 level.

The scenarios show that far greater gains in NZS affordability are achieved in moving indexation
to inflation than by the changes to the age of eligibility we have modelled. Conversely, labour

market gains (and tax revenue) are likely to be higher with changes to the age of eligibility.

The latest change to the New Zealand pension and savings system, the automatic enrolment
KiwiSaver scheme of private individual accounts, may eventually play a significant role in
providing retirement income for middle-income earners. By 30 June 2009, it had 1.1 million
members, or about half of the labour force under 65. A New Zealand study showed that 23% of
workers had private pensions in 1990. By 2004, only 14% of the labour force was covered by
private schemes.®° This fall may be a consequence of the success of NZS at poverty prevention

over the past three decades and of changes to the taxation of pensions.

If KiwiSaver ensures that more people have greater private savings (and for some this is
debatable), this could allow changes to both indexation and the eligibility age. A greater level of
private provision for retirement would provide governments with an opportunity for restructuring
NZS to reduce its fiscal cost. This could enable NZS to maintain its role in providing an adequate

income floor for keeping poverty in old age at a low level.
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Assets and liabilities

m The government's balance sheet comprised $217 billion in assets and $118 billion in
liabilities, as at 30 June 2009.

m The government's net worth is projected to fall from 56% of GDP in 2009 to 31% in 2013,

reflecting the impact of the recession.

While the fiscal outlook is primarily driven by taxation and spending flows, changes in asset and

liability values also matter for the Government's fiscal position.

A broader measure of the Government's fiscal position than net debt is net worth, the difference
between the assets and liabilities on the balance sheet. The balance sheet is made up of assets,
debt and non-debt liabilities such as obligations to people under the accident compensation
scheme. The Government's net worth is projected to almost halve as a percent of GDP over
the next five years, due to rising debt as the Government absorbs much of the impact of the

recession on its balance sheet.

Figure 7.14 — Total Crown net worth
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Maintaining a net worth buffer over time enables the government to absorb future shocks. The
government holds assets for a variety of reasons, but these need to be managed in a manner

consistent with achieving the government's fiscal objectives.

Some assets have largely commercial objectives. State-owned enterprises comprise $45 billion

of assets and Crown financial institutions (such as the NZS Fund and Accident Compensation
Corporation) hold $34 billion of financial assets such as share market investments. Managing these
commercial and financial assets to achieve commercial rates of return will be beneficial to the long-

term fiscal position, as well as the performance of the New Zealand economy.



New spending on capital initiatives, just like operating expenditure, will be constrained by long-
term fiscal pressures. Planned new capital expenditure allowances are projected to be $1.65
billion until 2015, reflecting the Government's infrastructure investment policy. After that, the
capital allocation, under both main scenarios, is projected to reduce to $950 million a year and
grow with inflation beyond that. This compares with new capital spending allowances averaging
$2.1 billion in the Budgets from 2000 to 2008.

The available amount of new capital spending will impact on the level of capital assets that the
Government holds for non-commercial purposes, such as prisons and hospitals. This emphasises
the importance of disciplined capital investment decisions and, where appropriate, learning from
the private sector to most effectively manage those capital assets. Capital-intensive sectors may
require wider institutional reforms to manage to a constrained capital expenditure growth path (for

example, criminal justice policies impact on the need for new prisons).

Managing future shocks to the balance sheet

The recent global financial crisis and subsequent global economic recession have had dramatic
impacts on the balance sheets of governments across the OECD. It is likely that another sharply

negative economic shock will occur at some point over a 40-year horizon, particularly given that
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many of the global and domestic imbalances that existed prior to the current shock still remain.
Providing a buffer against such potential future shocks is one rationale for ensuring that the

Government's debt is managed down to prudent levels.

The projections assume that the rate of economic growth reaches and remains at trend over
the period from 2016. This implies that macroeconomic shocks are symmetric — upturns and
downturns average out. Even if this is the case, the response of policy makers may not be.

Increased spending (and lower taxes) in downturns to smooth economic activity may not be

matched by spending restraint (and higher taxes) during upturns.

Furthermore, the risks for the New Zealand economy could be weighted to the downside. For
example, the New Zealand economy has vulnerabilities stemming from high levels of external
debt. If these imbalances do not unwind smoothly, adverse economic scenarios could be
envisaged where a sharp and painful current account reversal occurs as foreign investors

withdraw their capital.

The Crown's balance sheet is exposed to a wide array of other risks — for example, the market
volatility of its financial assets and liabilities, as well as off-balance sheet exposures such as
explicit and implicit contingent liabilities. An explicit contingent liability is the government's
deposit guarantee scheme which, in the event of failure of financial institutions, could represent

a call on the Crown of some portion of the $130 billion facility. Implicit liabilities include risks that
governments could be expected to take on the liabilities from other parts of the economy, such as

natural disasters.
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Climate change

m The economic and fiscal effects of climate change are uncertain and are not explicitly

modelled in these projections.

m The Emissions Trading Scheme (ETS) is assumed to be broadly fiscally neutral over time.

Climate change represents a key area of uncertainty. Potentially, climate change could affect
New Zealand in two main ways: the effects of physical change in the global climate; and the effects

of New Zealand's international climate change commitments and domestic policy.

The physical effects of climate change could be significant. International models predict the
consequences for New Zealand will be temperature increases and more marked seasonality,
including increased rainfall in the west and drier conditions in the east during winter and spring.
Climate change will, by and large, not create new risks, but may change the frequency and
intensity of existing risks and hazards.®' The 2007 Stern Review indicated that 2 to 3°C warming
could result in the equivalent of around a 0 to 3% loss in global GDP, though the relative effects
on New Zealand's economy from physical climate change are likely to be less.5? Physical climate
change in other countries may have an impact on New Zealand; for example, by increasing

migration, or shifting trade balances.

New Zealand ratified the Kyoto Protocol in 2002, committing to an emission target of 1990 levels

for the first commitment period of 2008 to 2012. Current negotiations for future climate change
commitment periods could have significant economic and fiscal implications. The economic
implications include the direct costs of meeting an emission target through mitigating emissions

or purchasing carbon credits, and the wider growth implications for different sectors of the

economy. Economic modelling by the New Zealand Institute of Economic Research (NZIER) and
Infometrics has indicated that the total economic costs of a 2020 target of between a 10 and 20%
reduction below 1990 emission levels could be around 2.5% of GDP from 2020.%2 There may also
be expectations for government to provide additional funding to mitigate emissions and adapt to
climate change, both here and in aid for developing countries. In the long term, the Government has

a goal of a 50% reduction in net emissions below 1990 levels by 2050.

The ETS is the government's primary mechanism for achieving emissions reductions domestically.
Recent ETS amendments are likely to leave the Government with a net fiscal cost over the first
commitment period (2008 to 2012), although the Government has indicated an intention to make

the scheme fiscally neutral over the medium to long term.



The introduction of an ETS, and hence a price on carbon into the economy, is expected to have
different impacts on different sectors in the economy. There could be significant adjustment

costs under certain circumstances, particularly if areas of traditional strength in the New Zealand
economy (eg, agriculture) are particularly affected. Overall, the net costs of adjustment will depend

on the degree of innovation in the economy, which a price on carbon should stimulate.
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8 Combined scenarios

In the following combined scenarios we look at the impact that various policy changes could
make to the long-term fiscal outlook. There are numerous policies or options that could be looked
at, and different ways of measuring the effects of change. For simplicity, the three options we look
at are all measured in terms of changes to the sustainable debt scenario, which is referred to
below as the base case. At one level, this assumes that governments will continue to follow the
principles of responsible fiscal management contained in the Public Finance Act (1989), meaning
that they will act to ensure that debt remains manageable. At another, it is useful as this scenario
highlights that there are significant discussions to be had and choices to be made about what

sorts of things, and how much, the government provides.

As with the other scenarios in this document, these are illustrative examples of changes that

could be made, not policy proposals.

The public sector productivity scenario

This scenario projects how the basket of services to the average New Zealander could be
increased by broad-level changes to government policies and the way services are delivered
through the public sector. It shows the effect of spending an average $2.3 billion (3.1% of core
Crown expenses, excluding debt financing costs) less per year than in the base case over the
next decade by stopping less effective programmes, and doubling productivity growth across the

public sector from the base case assumption of 0.3% a year to 0.6%.

As discussed in section 6, higher public sector productivity growth — if it can be achieved — has a
marked impact on the level of publicly-funded goods and services that can be provided for a given
level of spending. In addition, while the lower government spending over the next decade means
a lower level of services initially, it results in lower debt and hence reduces debt servicing costs —
resulting in even larger gains over the medium term. Overall, the basket of goods and services is

17% higher than its 2013 level by 2050, compared to just 2% in the base case.

Figure 8.1 — What individuals receive from the Government — inflation-adjusted
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Source: The Treasury
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Achieving the doubling in public sector productivity growth projected in this scenario would be a
significant challenge. It would require sustained effort by government to rigorously test the quality
of its expenditure. It would also require system improvements, so that institutions making spending

decisions on delivering services are incentivised to ensure resources are used efficiently.

The demographic scenario

This scenario projects what would happen if the cost of the demographic changes was redistributed
between the two areas most affected by population ageing — health and superannuation. In the
base case we model that superannuation policy continues as at present and maintaining stable debt
is achieved by allowing tax to increase through fiscal drag over the next 14 years, and by reducing

the amount of other public services delivered to New Zealanders.

In this demographic scenario, we project what would happen if one aspect of that basket, health
services, was to receive extra spending through an adjustment to the age of eligibility (increased
to 67 by 2023 and then indexed to longevity) for NZS as well as indexing the entitlement to
1% above inflation (CPI + 1%), instead of the average wage. This still slightly increases the

purchasing power of NZS each year.

Figure 8.2 — Health spending
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As a result of these policy changes, the cost of NZS is 2.3% of GDP lower by 2050 than in the
base case. As Figure 8.2 shows, transferring the savings from NZS to health means that the level
of health spending would be significantly higher than the base case, and almost as high as it is

in the historic trends scenario. This does not mean that the historic trends scenario is a target
level of health spending, but shows the effect of this type of policy change. Although this change
represents NZS recipients receiving a lower overall entitlement at a slightly later age, these same
recipients also benefit from a relatively higher level of health services because health spending

per person tends to be higher among older age groups.



The rebalancing scenario

Aside from the partial pre-funding provided by the NZS Fund, NZS is largely a pay-as-you-go
system, whereby NZS costs at any point in time are funded from taxes at that time. As shown
in the tax section, using just taxes to fund the increased government spending associated with
population ageing would require a significant increase in taxes, and would be likely to have
significant negative consequences for growth, which would mean reduced incomes for people

and less revenue for government spending.

This rebalancing scenario considers a policy mix of increased taxes and reduced NZS and
benefit costs to try to meet the fiscal challenges — as an alternative to the base case, where
spending on public services is constrained so that debt remains at sustainable levels. It models
a situation where people pay slightly more tax overall, and assumes a long-run tax-to-GDP ratio
of 31% instead of the 30% projected in the base case. It assumes that the eligibility age for NZS
is lifted to 67 progressively from 2017 to 2023 and then linked to longevity thereafter. It also
assumes a reduction in the generosity of WFF and tightens the eligibility criteria for sickness and
invalid benefits. In particular, we cease the inflation indexation of Family Tax Credit rates and the
WFF abatement threshold, as well as reducing total sickness and invalid beneficiary numbers to
100,000 by 2013, down from nearly 140,000 currently.

Figure 8.3 — What individuals receive from the Government — inflation-adjusted
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The lower NZS and benefit costs and the higher tax revenue provide more money to be spent
on other goods and services. Roughly half the fiscal improvement is from the NZS and benefit
changes and half from increased taxes. The result is that the basket of services is projected to
be 23% above 2013 levels by 2050. However, while the increase in tax in this scenario is smaller
than in the scenario discussed in the tax section, it is still likely to result in lower GDP than in the
base case.

67



89

9 Conclusion

This Statement shows that aggregate spending and revenue determine whether the fiscal position
is sustainable, and that various policy mixes can achieve this. At this stage, we do not know the
exact mix of policies that will be required by future generations of taxpayers, nor do we know what
shocks the economy will experience over the decades ahead. However, some changes are likely

to be better than others for our future welfare and fiscal sustainability.

The three combined scenarios in section 8 illustrate the trade-offs implicit in living with lower
spending growth than we have previously had. Without significant public sector productivity gains,
lower spending growth will mean fewer services per person. Yet, continuing to increase public
spending ahead of revenue produces a debt situation that is even more challenging. Similarly,
raising taxes to cover the shortfall could have serious economic consequences. While lower
spending in some areas may diverge from current public expectations, the alternative of higher
levels of public debt would impose costs on everyone through higher debt servicing costs, taxes
and interest rates. Ultimately, this spiral will restrict our future prospects and harm the living

standards of generations to come.

As a society, we should be discussing the challenges and choices, and associated trade-offs,
that must be faced to ensure a sustainable fiscal future. This document provides some general

conclusions that can inform these discussions.

m Make early changes. The longer adjustments are delayed, the larger those adjustments will
need to be in future. A number of adjustments, starting early, would be sufficient to maintain
the fiscal position. Making early incremental policy change reduces the risk of eleventh-hour

decision-making, and gives people time to adjust.

m Keep debt under control. If current policies lead to increasing debt, the resulting financing
costs can quickly spiral out of control. Future generations will find it difficult to set their own
spending priorities, or meet unforeseen challenges, if a large part of future revenue is required

for servicing debt built up by previous generations.

m Encourage workforce participation. Demographic shifts mean all developed countries will
be competing for labour and skills. Policies that encourage people to enter work, to stay in
New Zealand or to return after their overseas experience, will help grow the economy and the
tax base. Particularly important will be tax settings that spur employment, and policies that

encourage older people to continue paid work that suits them.

m Focus on growth. Stronger economic growth means the country and individuals will be
wealthier, resulting in a larger tax base. Decisions about fiscal settings should consider the
impact on growth — this is particularly relevant for the overall level and mix of spending and tax.

Many publicly-funded services contribute to economic activity in the private sector, so ensuring



the right services are delivered as efficiently as possible can contribute to a more productive

economy. However, while stronger growth helps, it will not solve the fiscal problem.

m Keep spending under control and lift public sector productivity. This would involve

governments pursuing an ongoing strategy that includes:

— Reprioritising within existing spending — discontinuing poor value spending and reprioritising
the existing $64 billion spending base towards relatively more cost-effective services. All
policies should be open for examination, since excluding some areas reduces flexibility and
means that larger changes in spending will have to come from other areas, or from higher

tax and debt. Reprioritising existing spending can also reduce demand for new spending.

— Setting a high threshold for new spending — any new spending being based on clear
evidence of cost-effectiveness. It is easier not to introduce a poor-quality programme than
to remove an existing one. Public sector chief executives have an important role in ensuring

governments receive robust advice on the cost-effectiveness of policy initiatives.

— Securing a cost-effective mix of price, volume and quality for services — striving to get the
same service for a cheaper price, targeting entitlements based on need or ability to pay and

ensuring the quality standard is fit for purpose.

— Looking at institutional arrangements — ensuring that institutions, including those that make
spending decisions or deliver services for the government, are incentivised to use resources

in cost-effective ways and manage spending pressures within current resources.

— Managing public expectations — publicly debating what services the government can
reasonably afford to provide, and to whom, given the negative economic consequences of

higher taxes or debt.

Fundamentally, a sustainable fiscal position requires that spending and revenue not to deviate
from each other for long periods. Returning from our current position of deficits to one of
surpluses will require tough decisions about reprioritisation, which will then need to be followed
by equally hard decisions further out. The trade-offs become harder and the changes required get

more severe as each year of inaction passes.

This is not a case for despair, but for beginning to act soon. The largest single driver of the fiscal
position is the policy choices governments make on behalf of society, which means that we have

the power to make the necessary changes.
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Appendix 1 — key assumptions

This appendix contains a list of the key demographic, economic and fiscal assumptions used in
the Statement.

There are distinct periods of time in the projections, with different underlying assumptions.
The forecast period covers 2009 to 2013. The figures in this period are based on the forecasts
published at the Budget 2009 Economic and Fiscal Update. The figures for the 2009 year have
been updated for the 2009 actuals, published by the Treasury in October 2009. The projection

period runs from 2014 to 2050. The assumptions listed below apply for the projection period.

Demographic assumptions

The projections use Statistics New Zealand's mid-range Series 5 demographic projection,

produced for the Treasury (March 2009), which contains the long-run assumptions of:
m total fertility rate of 1.9 children per woman

m life expectancy at birth rising, at a slowing rate, to 88 years for females and 84.5 years for

males in 2050, and

= annual net migration of 10,000 people.

Years gained from longer life expectancy are assumed to result in additional healthy years of life;

the incidence of disability is assumed to reduce.

Labour force participation rates are based on these population projections and Statistics New
Zealand's long-run labour force projections.

Economic assumptions

The economic assumptions below are applied over the projection period. There is some degree of
recovery to these long-term assumptions in the early years of the projections, where the long-

term rates or levels have not been reached at the end of the forecast period.

Unless otherwise stated, the long-run values for key economic variables apply to both of the two

main modelling approaches — historic trends and sustainable debt.



Variable

Annual value (long-run)

Economy-wide labour productivity growth 1.5%
Inflation 2.0%
5-year nominal government bond rate 6.0%
Unemployment rate 4.5%
Average hours worked per week 38 hours
Public sector input price growth (inflation-adjusted) 1.2%
Public sector productivity growth 0.3%
Non-demographic demand growth, under historic trends (inflation-adjusted) 0.8%

Other long-run economic assumptions include:

= inflation-adjusted wage growth in the private sector matches labour productivity growth, and

m public sector wage growth matches wage growth in the private sector.

Fiscal assumptions

Many of the fiscal assumptions vary between the two main modelling approaches — the historic

trends and the sustainable debt scenarios.

Variable

Treatment

Debt

Under the historic trends scenario, net debt is a residual of long-run spending and
revenue projections.

Under the sustainable debt scenario, the level of net debt is imposed as a fiscal
constraint. The level of net debt follows the 2009 Fiscal Strategy Report projections,
peaking at 36% of GDP in 2017 and falling to 31% of GDP in 2023. Net debt continues
to trend lower thereafter, reaching the long-run target of 20% of GDP by 2050.

Tax revenue

Tax revenue is linked to growth in nominal GDP. Under both scenarios, fiscal drag
on PAYE tax causes the tax-to-GDP ratio to rise to 31% by 2023. This ratio is then
returned to a long-run average of 30% and held at this level for the rest of the
projection period.

New Zealand
Superannuation

Demographically adjusted and linked to net wage growth, via the "66% wage floor".
The latter refers to the net (after-tax) weekly NZS rate for a couple being constrained
to lie between 66% and 72.5% of net average weekly earnings.

Benefits

Demographically adjusted and linked to inflation.

Other expenditure

Under the historic trends scenario, other expenditure grows by:
m demographic growth (growth of the relevant population)

= inflation

= inflation-adjusted public sector price growth

= inflation-adjusted non-demographic demand growth (an estimate of non-
demographic volume growth based on historic trends), and

m partially offset by public sector productivity growth.

Under the sustainable debt scenario, new spending (via the operating allowance) is
set at $1.1 billion, growing with inflation until 2023 — as outlined in the 2009 Fiscal
Strategy Report. Thereafter, new spending is set at a level consistent with meeting the
long-run debt objective of 20% of GDP, given the revenue assumptions (see above).
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Variable

Treatment

Finance costs

A function of debt levels and interest rates.

Capital allowance

$1.65 billion in 2014 to 2016. It then drops to $955 million in 2017, and increases with
the rate of inflation over the rest of the projection period.

New Zealand
Superannuation
Fund

Consistent with the Fiscal Strategy Reportin Budget 2009, contributions to the Fund
suspended until 2020. Contributions begin again in 2021, and are consistent with the
New Zealand Superannuation and Retirement Income Act (2001).

Emissions Trading
Scheme

A fiscally-neutral impact is modelled in the projections. The fiscal impact of the ETS
depends on several highly uncertain factors, most notably future carbon prices

and New Zealand's emissions targets from future international climate change
agreements.

A more detailed outline of the assumptions used in the modelling will be available in an

accompanying technical paper.
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