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Summary

The global crisis is hitting New Zealand, at a time when a difficult domestic
adjustment is underway. Its economy is among the most indebted in the
OECD. Falling asset prices and a slump in credit demand mean that a process
of debt reduction has started. Nevertheless, persistent, large current-account
deficits and a high external debt render the economy especially vulnerable
in the face of the ongoing global financial and demand shocks. The economy
was already in recession during 2008 and is likely to remain so throughout
2009, before recovering only hesitantly in 2010, as major deleveraging
continues. The banks, though fundamentally sound, are heavily reliant on
foreign borrowing, much of it short-term, and must adapt by diversifying
and lengthening the maturity of their funding. Households, buffeted

by wealth losses and rising unemployment, are beginning to increase

saving from historically low rates. Firms, faced with shrinking demand,

a much more uncertain business environment and tougher financing,

are cutting employment and investment. These forces, along with the

large real depreciation of the exchange rate, should over time encourage a
much-needed shift of resources away from housing and consumption into
tradables production.

Macroeconomic policies are, for now, focused on supporting domestic
demand, although fiscal policy needs to continue to ensure that public
debt stays on a sustainable path. In response to the slowdown, the Reserve
Bank has lowered the official cash rate by 5% percentage points since last
July, to 3 per cent. Fiscal policy is injecting stimulus of some 5% of GDP
during 2008-10. In this light and with the sharp projected deterioration in
public finances, monetary policy should be the primary tool used to provide
further stimulus. Indeed, the much improved inflation outlook allows scope
for further easing. Given the risks to the government’s credit rating and

to market confidence and the heavy dependence on foreign debt funding,
there is little room for more fiscal expansion. It is crucial that the new

Where to contact us? government’s first budget this May delivers a credible consolidation plan.
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Boosting productivity growth is critical for closing the substantial income
gap with other OECD countries. Although the quality of New Zealand’s
regulatory regime is generally high, it has fallen relative to other OECD
countries. Even if a cyclical improvement is likely following the downturn, a
durable pick-up in productivity growth with high employment will require
structural policy changes. Government ownership should be reassessed

to spur competition, notably in transport and energy, and beneficial
infrastructure projects should be undertaken. Regulatory quality and
uncertainty should be tackled, starting with the new Emissions Trading
Scheme and the Resource Management Act. A major goal should be to
create a more welcoming environment for business and labour with fewer
tax distortions to saving, investment and work incentives. Public-sector
productivity should also be increased.

Rising health-care costs are the biggest threat to long-run fiscal
sustainability. Health spending has grown rapidly over the last decade
without significant increases in health outputs. Population ageing will
multiply demands on the system a decade or so hence, in addition to
technology-cost pressures. With the risk of a baseline level of debt much
higher than expected before the crisis, controlling future health (and pension)
costs is even more important. Reforms should strive to improve incentives.
Central control over devolved purchasing agents should be eased, giving
them autonomy and responsibility for efficient allocations. The health sector
should build on existing momentum towards greater District Health Board
collaboration in regional planning and seek to achieve greater contestability
among public hospitals and with private providers so as to stimulate hospital
efficiency. GPs should be given stronger incentives for both prevention and
efficient care. A greater role for private insurance and provision could be
envisaged so as to spur competition and burden sharing. ®
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Like its OECD counterparts, New Zealand’s economy has been badly affected
by the international economic crisis, but it also suffers from long standing
domestic imbalances that were accentuated by the earlier period of excessive
global liquidity and low risk aversion. In the early stages of the crisis, New
Zealand seemed well positioned to escape its worst effects. Its banks had
almost no exposure to sub-prime mortgages or other “toxic assets”. When
the recession began in early 2008 it could be attributed to domestic monetary
tightening, the early stages of an overdue housing market correction and
temporary drought conditions. As international turmoil intensified, however,
it became clear that New Zealand would not escape a deeper recession,

and in early 2009 macroeconomic indicators deteriorated significantly.

New Zealanders had in fact been caught in much the same spiral of global
excess liquidity, surging leverage, soaring asset prices and under-valuation
of risks by lenders and borrowers that had taken hold globally. Households’
indebtedness reached 160% of disposable income — and, in aggregate they
cut their saving, possibly in the mistaken expectation that ever appreciating
house prices would fulfil their future savings needs, notably for retirement.
As already meagre personal saving fell further and business borrowing
increased strongly, even healthy corporate profits and steady government
surpluses were insufficient to finance booming private consumption and
housing investment. Hence, much of the financing came from abroad. The
results were excess demand pressures, a widening in already unsustainable
current account deficits and rising net foreign indebtedness (93% of GDP at
end-2008).

As a commodity exporter, New Zealand had enjoyed record gains in the
terms of trade, especially late in the cycle, and these gains further nourished
its asset-income-spending spiral. The inevitable bursting of the commodity-
price bubble helped reverse this cycle. In addition, the global recession is
shrinking exports - although less so than for many countries - intensifying
the domestic downturn and reducing the economy’s capacity to service its
external debt (mostly denominated in NZ dollars). The largely foreign-owned
banks remain well capitalised, although they are heavily reliant on short-term
foreign wholesale funding. Heightened risk aversion and a global reduction in
liquidity has led to a concern that banks may not be able to refinance foreign
funding lines as they fall due. This underscores the country’s vulnerability
due to its large current account deficit and high accumulated stock of

foreign debt. Stabilising this debt in relation to GDP would require halving
the current account deficit to 4-5% of GDP. Reducing it to a level that would
lessen macroeconomic vulnerability would almost certainly require a larger
adjustment.

New Zealand is paradoxically at the forefront of the OECD in adopting policies
in many areas that have been shown to lead to high per capita income, and
yet it still ranks toward the bottom end of the OECD’s productivity league.
This performance has many natural and hence unavoidable causes, such

as the economy'’s small size and geographical isolation. But the root of the
problem is a structural deficiency in the capacity to produce tradable goods
and services. Raising productivity growth therefore remains the greatest
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medium-term challenge. The new government has recognised this issue and
pledged to catch up with Australian living standards by 2025. This would
imply raising average annual per capita income growth to 3.3% from only
2.1% over the past decade, which in turn would require a much higher rate
of productivity growth, given that labour input is already at very impressive
levels by OECD standards. The crisis should thus be seized as an opportunity to
push forward the nation’s productivity agenda.

The global crisis is contributing to a needed deleveraging by households and
firms. Demand for credit has dropped away very sharply, and lending terms
have tightened somewhat. Overall bank credit is now shrinking, and falling
house prices are impairing households’ net worth. Steep declines in global
commodity prices, potentially amplified by a revival of export subsidies in
other countries, are hurting farm incomes and reducing the overvaluation of
farm properties. Unlike most previous recessions, which tended to start in
the business sector, this one is dominated by a drop in household demand.
Balance-sheet adjustments imply reduced consumption for as long as it takes
to unwind excessive leverage. A second stage of the cycle is now beginning,
reinforced by the downturn in global trade. Lower corporate profitability,
increased uncertainty about the business environment and financing
difficulties are leading to declining business investment and hours worked.
Weakness in labour-market outcomes and in household incomes could
further aggravate the housing correction, intensify the drop in consumption
and put further pressure on businesses. B

Policy makers have moved aggressively to support demand and put a floor
under a potentially vicious downward spiral. In this they have been helped
by greater room for manoeuvre than in most other OECD countries, the

result of relatively conservative monetary policy during the last phases of

the boom and a very low level of gross public debt. The Reserve Bank has
lowered its policy interest rate by 5.25 percentage points since July 2008, to 3%
currently, and has facilitated access to bank liquidity through a series of other
measures. New Zealand displays a structurally higher neutral rate of interest
than most other developed OECD members, a reflection of its structural
imbalances and comparatively high inflation expectations. The Reserve Bank
still has room to go further in responding to deteriorating economic conditions. Despite
widening credit-risk spreads, borrowing costs for households and businesses
are falling relatively sharply, and the currency has depreciated significantly,
which will be critical for external adjustment. Falling core inflation and
easing inflation expectations further increase monetary-policy leeway. This
should help set the stage for an eventual recovery.

Fiscal measures can increase employment and demand fairly quickly by way
of infrastructure projects and the like, provided they can be implemented

in a timely fashion. Tax cuts are less potent as demand boosters but could
bolster confidence and assist balance-sheet adjustments. Already, recent

and planned tax cuts and accelerated infrastructure spending will provide

a fiscal expansion equal to approximately 5% of GDP over the two financial
years ending June 2010. The government has also helped shore up confidence
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in the banking sector by introducing an optional retail-deposit guarantee,
providing explicit depositor protection for the first time in New Zealand’s
history. To help secure access to term funding the government also offered
temporary opt-in insurance for wholesale bank funding. Such policy support
will attenuate the downturn, but substantial downside risks remain. The
banking system’s ability to secure foreign funding is currently reliant on

the government’s wholesale guarantee. The effectiveness of this guarantee
depends on the perceived creditworthiness of the government as guarantor.
Heightened risk around the sovereign credit rating due to a projected sharp
rise in indebtedness implies that, despite the public sector’s net financial
asset position and a still moderate budget deficit this year, there is little room
for further fiscal expansion. If, however, any measures were to be undertaken,
they should be carefully designed to provide timely support, while being
easily reversible, with a path back to a fiscally sustainable position clearly
laid out. In assessing the scope for any further policy stimulus, either fiscal or
monetary, the authorities will need to be conscious of the risks of triggering a
disorderly or severe exchange-rate adjustment.

With the world’s central banks pumping vast amounts of liquidity into money
markets and many Treasuries flooding the international bond markets

with new issues of sovereign debt, policy makers everywhere, including in
New Zealand, need to begin to plan for a withdrawal of stimulus and other
extraordinary measures when the recovery takes hold. While the financial
shock is likely to shrink global potential GDP growth, at least for a time, a
significant output gap is likely to open up. As it begins to close, the overall
degree of stimulus will have to be reined in. Fiscal consolidation is likely to
have to start first in light of the outlook for public finances. Although the
OECD'’s projected low of 2% for the official cash rate would be exceedingly
expansionary in normal times, it will be important to ensure that the
eventual recovery is firmly established before material amounts of monetary
stimulus are withdrawn. The twin challenges will be to avoid moving too soon and
stalling the recovery as against keeping the policy stance too loose for too long, leading

Figure 1.
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to a strong pickup in inflation. Furthermore, once the financial crisis has passed, the
wholesale and retail deposit guarantees should be removed. Consideration should then
be given to implementing a well-structured, self-financing retail deposit insurance
scheme that minimises moral hazard.

The recession, combined with current policy settings, ends 14 years of
continuous surpluses. In December 2008 the Treasury projected, based on
unchanged policies, a period of structural deficits, with gross debt rising to
57% of GDP by 2023. The new government has stated that such debt levels
would be imprudent. As a first step it committed to reviewing the efficiency
of all public outlays, eliminating unnecessary expenditures and cancelling
any unfunded spending commitments of the previous government. A more
substantive response will need to be set out in its first budget in May. This
will be particularly challenging, given the deterioration in the economic
outlook in the intervening months. It is nevertheless vital to present a credible
medium-term programme that will re-establish a structural surplus. Either this surplus
would need to be sufficiently large to ensure significant net public-sector assets before
demographic pressures intensify or else the government would need to begin to scale
back future health and pension spending. Central government spending caps have been
shown to be a particularly successful means of fiscal consolidation in OECD countries
that have adopted them, and should therefore be considered by New Zealand. Adjusting
the revenue baseline for terms-of-trade cycles would likewise help to prevent temporary
revenue increases from translating into permanent spending obligations. B

Whereas New Zealand had a higher living standard than the average OECD
country in the early 1970s, relatively low labour productivity growth since
then has opened up a large income gap relative to the OECD average and an
even greater one with leading countries such as the United States. The poor
productivity performance is explained to some extent by New Zealand’s
special geographic situation, which hinders the transfer of human, physical
and technological capital from abroad, but also to sub-optimal policies in a

Figure 2.
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number of areas. The country appeared to be on the right policy track with
its earlier market-oriented reforms. But the policy focus on productivity
and growth eroded during the years of economic buoyancy, while other
countries advanced. Notably, a large amount of new regulation, at times
poorly designed, coordinated and focused, was introduced. Such measures
have increased the costs of doing business and sent bad signals to foreign
investors. The incoming government has taken some steps to reverse this
trend. First, it established a new ministerial portfolio of regulatory reform.
Second, it is reviewing key regulations thought to have adverse effects on
productivity. Third, it has set up a task force to develop the principles for
future regulatory management. B

Greater international economic integration can reduce the “effective
distance” between New Zealand and its economic partners. To this end, the
government should strive to create the region’s most attractive business
environment. This requires structural policy changes in many areas, from
lowering the costs of moving people, goods, capital and ideas between New
Zealand and the rest of the world to ensuring domestic policy settings make
it attractive to innovate, locate in or do business with New Zealand. Given
that so much of New Zealand’s prosperity is due to its comparative advantage
in commodity exports, it should facilitate maritime trade to the greatest
possible extent with the goal of reducing inbound and outbound shipping
costs to meet the standards set by the OECD’s most efficient members, whose
costs are some 25% lower. Although the ports are corporatised, many have
strong local-authority shareholding, with mixed agendas. Ownership changes
and consolidation around fewer port companies are likely to be integral to enhancing
efficiency in this sector. As well, capital investments can be encouraged by
creating a welcoming environment for foreign direct investment. To do so
New Zealand should eliminate FDI screening requirements, or, at a minimum, shift
the burden to the government to demonstrate harm to the economy before turning
down an investment proposal. Since taxes on capital income are comparatively
high, it should focus its tax-reform agenda, as fiscal conditions permit, on cutting its
corporate tax rate at least enough to match the OECD average. It should also shrink
gaps between the company, personal, trust and portfolio investment entity rates to
reduce investment distortions and shift the tax base away from income and towards
consumption and immobile factors, including housing.

There should be a focus on raising public-sector efficiency by curbing growth in public
expenditures and subjecting existing and new programmes to a rigorous cost-benefit
test that takes into account the economic costs of raising tax revenue. Raising public-
sector efficiency also means limiting government ownership and spending to core
sectors and divesting assets in non-core sectors such as electricity generation and
transport. Infrastructure bottlenecks, particularly in roads, electricity, and
telecommunications may have discouraged investment and constrained
productivity growth. In recent years, however, plenty of resources have
been committed to infrastructure projects, many of which are now in

the works, though it will take some time for the economic benefits to be
apparent. A secure and reliable electricity generation and delivery system
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is crucial to today’s developed economy. Incentives for private investments in
electricity generation and transmission could be sharpened by removing soft price
caps, encouraging the creation of financial markets for hedging risks, and providing
a clear and stable regulatory framework that takes into account dynamic competition
effects. The demand-side response to market conditions could also be made more
flexible through greater use of metering and time-of-day electricity charges. Besides
expanding the infrastructure base to keep pace with the economy, it is also
important to make good use of existing infrastructure. For instance, toll and
congestion charges could help reduce road congestion and provide a market signal for
the expansion of capacity.

New Zealand is to be commended for taking its Kyoto Protocol commitment
seriously, including by being the first country to introduce an all-gas,
all-sector emissions trading scheme. However, because of the importance of
export-oriented, emissions-intensive industries, firms and citizens at large
are unlikely to accept and continue to support environmental policies that
are perceived to unfairly hurt their prosperity, unless similar efforts are
made in other countries. To reduce the impact of pricing greenhouse gas
emissions, the trading scheme gives temporary free allocations to the most
affected industries. However, it still creates uncertainty because investment
is long-lived and the price of emissions when these free allocations expire

is impossible to predict. The new government has announced a full review
of climate-change policy, which is expected to be followed by amendments
to the emissions trading scheme and other relevant policies. To increase
certainty for potential investors, the scheme could make greenhouse gas reduction
targets explicitly contingent on other countries adopting similar policies and targets, or
it could include a cap on the price of emission permits, as a safety valve. Care would
have to be taken to avoid setting the cap too low, which could entail a significant
budgetary risk. Also, once a carbon pricing system is fully in place, the cost of
achieving a given emissions target can be minimised by eliminating emissions-reduction
programmes that are not justified by an externality other than climate change.

The Resource Management Act (RMA) was an innovative piece of legislation
whose basic principles - pulling together all planning/regulatory issues
related to environmental authorisation for new projects while eliminating
jurisdictional overlap - remain uncontested. However, its management and
application need to evolve along with the problems New Zealand is facing in
some areas, notably the scarcity of water and its deteriorating quality. First,
the consenting process, which appears to be mainly driven by the courts, should be
streamlined, and the scope for commercial interests to use objections under the Act as an
anti-competitive tool should be narrowed. The ability for competitors to disguise trade
competition objections as environmental objections should be curtailed, and “security
of costs” required before proceeding with appeals of regional council decisions. Limiting
such appeals to points of law would also reduce the number of spurious objections.
Second, the lack of mechanisms to determine water use or pollution rights
among competing users gives rise to an inefficient allocation of this crucial
resource. Because water management is under their authority, regional councils
must take the lead in establishing local provisions for water trading and for measuring
and consenting nutrient flows so that trading can be established. However, because
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such councils do not have all the knowledge and expertise required to set
limits on such flows or to design markets, the national government should provide
guidance and resources to regional councils as needed. A bill has been introduced in
parliament to amend the Act to deal with a number of these issues. B

As in most OECD countries, health spending has been the fastest growing
component of public expenditure for several decades. This has reflected
health-care technology and demand pressures, the latter exacerbated by
the fact that individuals do not typically pay directly for the services they
receive, while suppliers have enormous influence over demand. Ongoing
medical advances and rising expectations by the public of their entitlements
imply that such pressures will only keep growing. In addition, demographic
ageing is set to push up demand, especially for disability and long-term-care
services. Official projections show that, even with policy reforms, by 2050
public health spending as a share of GDP could double, driving up the public
debt by 80 percentage points of GDP over the 30 years to 2050. This implies the
need for early policy action to contain health-care cost pressures. It also underlines the
urgency of averting the earlier scenario of surging gross debt over the medium term.

New Zealand achieves relatively good health outcomes for comparatively
modest health-care outlays. Since around 2001, however, public health-care
spending has grown at more than double the pace of GDP. Health-care
institutions have at the same time been completely transformed: the prior
market-oriented reforms in the hospital sector were reversed, and a radical
reform of primary care was inaugurated. Most of the increased funding went
to pay for wage awards to hospital nurses and doctors and for capitation
payments to primary-care physicians. But there is scant evidence as yet of
much higher output or quality achieved. Indeed, waiting lists and shortages
have grown, and measured hospital efficiency has declined. While many of
the objectives of the reforms were sound, mistakes were made in design and
implementation. Few tools were provided to achieve their goals: purchasers’
autonomy was restricted, duties were not always clarified, incentives to
seek efficiencies were largely lacking, and yet substantial new funding was
distributed in the hope that it would all be well used. The new government’s
stated commitment to address these shortcomings within the present structure is
welcome.

The 2001 reform reorganised the hospital sector, then consisting of the
corporatised public hospitals and an arms-length national purchaser, into

21 District Health Boards (DHBs) that simultaneously own the public hospitals
and purchase most health-care services for their districts. The diminished
emphasis on competition and profitability, together with a greater appeal to
responsibility and co-operation to achieve results, were popular with both the
public and health professionals. Yet the new arrangements probably went too
far in downplaying incentives. Some adjustment to enhance their role now appears
necessary.

In particular, the amalgamation of the functions of purchase and provision
of services may have distorted incentives, with DHBs tending to direct
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business to their own hospitals, to the detriment of private entry. This
discourages potential efficiency-raising competition and exacerbates supply
shortages. Though top-down budget controls have reduced DHB deficits, some
hospitals remain in chronic deficit. Compounding these problems is a lack

of autonomy by DHBs to spend budgets as they see fit. Perhaps because of
weak internalised incentives in the first place, there is excessive emphasis on
negotiating annual plans with the Ministry of Health and preparing detailed
reports to demonstrate progress in achieving a multitude of objectives.

The Ministry also allocates a high proportion of the DHB budgets centrally,
overturning the principle of local accountability which is the DHBs’ very raison
d’étre. The DHB system is also too fragmented to make capital investment
decisions, where more cross-district rationalisation and specialisation may be
needed to preserve clinical viability in such a small country. ®

Some spontaneous steps in this direction have been taken: for example, DHBs
are co-ordinating their hospital planning and managements regionally. The
existing momentum towards greater DHB collaboration may lead to some mergers and
increased specialisation, which should, in principle, be accompanied by greater internal
contestability among hospitals. If this fails to secure improved purchasing and service
delivery, then a next step would be to instil stronger incentives for efficiency through

a formal separation of hospitals from DHB funders. It would be important to build
public understanding and support for such an institutional change. DHB flexibility and
accountability need to be strengthened. This goal would usefully be served by allowing
each DHB to negotiate its own hospital wages, rather than through multi-employer
agreements. There would also be benefits from paying hospitals on the basis of
prospective costs and volumes within a budget-holding approach. The Ministry needs to
more actively monitor performance while devolving its purchase function to the DHBs.
Bureaucratic reporting burdens should be radically cut. The Ministry can also help by
developing user-friendly databases of best practices, performance benchmarks, public
health programmes of national scope and strategic planning.

The 2001 Primary Health Care Strategy envisaged a primary-care system that
would: i) close existing social gaps in health outcomes by improved access to
care, particularly among the substantial Maori and Pacific Islander minorities;
ii) engage in more preventive care to maintain population health proactively;
and iii) develop integrated, community-based models of care able to better
meet minority and immigrant needs and more efficiently manage the
increasing burden of chronic care. Two instruments were created: Primary
Health Organisations (PHOs); and a switch in method of paying GPs from
fee-for-service to capitation payments based on patient lists. Practices were to
sign up with a PHO in order to obtain capitation payments. Once-substantial
co-payments fell across the board, though by less than doctors’ capitation
payments grew, and consultations increased, although apparently less so for
the targeted groups. Primary-care physicians’ incomes also trended up, and
the subsequent closing of many PHO patient lists may suggest the existence
of cherry-picking to discourage sicker patients and prevent new practices
from entering. The PHOs’ effectiveness as agents of change was highly
variable, while the new models of care generally failed to take hold. To achieve
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the laudable objectives of the strategy, further changes will be required. Practices
should have access to capitation payments directly from the DHBs to avoid restrictions
to competition by PHO “club membership” obligations. The PHOs should be either
eliminated as an unnecessary new bureaucratic layer or else their role and obligations
must be more clearly defined, particularly as regards to facilitating the development
of the new clinical models, with the DHBs using part of their funding to the PHOs as

a lever. Fees should be better regulated by the DHBs but balanced sufficiently with
capitation payments in order to maintain doctors’ intrinsic motivation to exert effort.
The appropriate balance may need to be tailored to the needs of particular groups.

Though the proportion of the population holding supplementary private
insurance is relatively high, it is typically used to circumvent elective

surgery waiting lists, to pay for services not covered by public insurance

or to reimburse primary-care co-payments. As the latter have now been
sharply reduced, the contribution of private funding to health-care costs

has dwindled for rich and poor alike. This in turn has increased demand for
heavily subsidised primary care, perhaps particularly by the “worried well”,
harming equity and boding poorly for the ability of the system to contain
taxpayer costs in the future. The emergence of large, non-transparent deficits
in the Accident Compensation Corporation (ACC) suggests a weakening of
cost control in recent years under public monopoly insurance. In the interests
of both fiscal sustainability and health-care market competition, the authorities should
consider a greater, well-regulated role for private insurance. To improve burden sharing,
the recent move to extend eligibility for lower co-payments to wealthier people could be
rolled back. The contestable parts of ACC should once again be exposed to competition
from private insurers for accident insurance contracts. Private hospitals and auxiliary-
service provision should be encouraged in parallel with the above DHB reforms.

New Zealand is quite constrained in how much it can control medical
professionals’ wage costs because of its open market for their skills. A high
proportion of locally trained doctors and nurses emigrate, while around
half of all practicing doctors and nurses in New Zealand are foreign-
trained immigrants. Heavy turnover of immigrant professionals implies
large recruitment and training costs, however, along with greater risks of
shortages. Imminent ageing of the doctor and nurse populations implies

a scarcity of future capacity, against which sharply rising demands on the
system would greatly increase cost inflation. The number of slots for medical
studies should be increased, and more foreign students should be accepted in the
hope that many will stay on after graduation. To the extent that New Zealand cannot
offer international-level specialist wages, it should work harder to create a satisfying
and innovative clinical environment, giving doctors a high degree of autonomy and
interaction with other professionals in the new collaborative-care settings. B

For further information regarding this Policy Brief please contact:
Alexandra Bibbee, tel.: +33.1.45.24.76.14, e-mail: alexandra.bibbee@oecd.org;
Yvan Guillemette, tel.: +33.1.45.24.90.23, e-mail: yvan.guillemette@oecd.org.
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