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Foreword

FMF Occasional Papers are designed to make available to a wider audience essays on particular
matters of moment or currency.

About the wider interest and urgency of the matters discussed by Donald Brash there can be
no question. South Africa has suffered from four decades of institutionalised racialism. Economic
inequality is great, unemployment is high, yet perceptible movement towards removal of these
ailments through economic growth is barely visible.

Reform in South Africa in the early-1990s was indeed remarkable. But liberalisation on the
social front has not been accompanied by deregulation on the economic. Indeed, the reverse has
often been the case. Yet we know from increasing volumes of evidence that high living standards
and economic freedom go hand-in-hand.

Brash (in Chapter 1) mentions some of these studies. Even more recently the 1998 Index of
Economic Freedom? sponsored by the Heritage Foundation and the Wall Street Journal further
reinforces Brash’s contention. It argued — based on Paul Romer’s “new growth theory”? — that
economies can experience permanently higher rates of growth by adopting the right policies, and
depressingly, poor policies are equally permanent in their outcomes. But having outlined the theory
the Index then asks if countries which had adopted the right (or wrong) policies had met the
predictions. They had. Why then did politicians persist with inappropriate policies? The Index uses
Mancur Olson’s theory? of institutions and incentives to explain. Those in control of decisions or
policy influence must benefit, as well as the populace, from wise policies. If they benefit more from
foolish policies then the country will descend into a vicious spiral of impoverishment benefiting
policy-makers only rather than a virtuous circle of enrichment benefiting all. As Henry Kenney# put
it: “Special interests with a vested interest in protection may be so strongly entrenched that they will
survive the most vigorous attempts to dislodge them. The increasingly rigid labour market in South
Africa is becoming a classic example of the power of rent-seeking groups more concerned with the
redistribution of a slowly growing national output than with increasing its size.”

Brash highlights the reasons for New Zealand’s success. In some areas South African policy-
makers can be content that they have matched New Zealand’s high standards. But they have not
achieved the package of reform the New Zealanders have achieved.

For example and seriatim:

financial market liberalisation

—  exchange controls persist in South Africa; price, wage and dividend controls persist in
South Africa

trade

—  Quotas persist in South Africa

agriculture and industry

—  subsidies continue in South Africa although in some areas of agricultural intervention
South Africa is in advance of New Zealands

labour

— to the contrary South Africa’s labour market has become increasingly regulateds

1 Johnson BT, Holmes KR, and Kirkpatrick M (1998) 1998 Index of Economic Freedom, Heritage Foundation,
Washington DC and Wall Street Journal, New York.

2 Romer P (1986) ‘Increasing Returns and Long Run Growth’, Journal of Political Economy, Vol. 94, pp.1002-37.

3 Olson M (1996) ‘Big Bills Left on the Sidewalk: Why Some Nations are Rich and Others Poor’, Journal of
Economic Perspectives, Vol. 10.

4 Kenney HF (1998) From Poverty to Prosperity, FMF Briefing Paper No. 37, Free Market Foundation,
Johannesburg.

5 For a fuller discussion see Dittmer N (1998) The Meat Board “Carve-up”, FMF Monograph No. 22, Free
Market Foundation, Johannesburg.



taxes

— South Africa already has a flat tax, but at income tax level has shown little intention of
reducing the rates or reducing the steepness of progressivity

housing

—  South Africa does not provide housing vouchers” which can be used by the poor to
subsidise house purchase or rental in private- and public-sector housing markets alike

education

—  South Africa has not moved to repayment through the tax system of university grants to
students

health care

—  the purchaser-provider split has been talked about in South Africa, but it is only half-
heartedly adopted if at alls

government departments

—  the financial independence and accountability described here is not present in South
Africa?

Reserve Bank

- incentives to hold inflation down, linked to salaries of officials, are not present in South
Africa; a cut in officials by 50 per cent has not occurred in South Africazo

privatising

— unlike South Africa this has been rapid and widespread. (Some, like electricity, were
first split up to provide competition for custom after sale.)

fiscal and monetary policy

—  like South Africa’s GEAR, New Zealand has hardly put a foot wrong in macro-
management. But the small number of pages devoted by Governor Brash to macro
relative to micro policy show how important reform is in the latter areas.

A striking, but no longer a surprising fact, is that there is a close correlation between deregulatory
reforms, leading to economic freedom and so to economic growth. We now (almost) all agree that
increased investment and productivity improve growth. We now (almost) all agree that an economy
open to international trade is beneficial and we (almost) all agree on the need for prudent fiscal and
monetary policy.

But it is at the micro level where people most obviously interact in the market place. It is there
that people can most obviously react to and in turn influence market incentives. It is at the micro
level where New Zealand’s remarkable reforms have been most revolutionary. It is at the micro
level that South Africa has been most sluggish (e.g. privatisation) or reactionary (e.g. labour).

Neither the FMF (which has no corporate view), nor its Directors, members or staff
necessarily agrees that New Zealand’s reforms be transferred unmodified to South African soil.
Indeed, the footnotes to this foreword suggest many South African-specific variations. However,
the current South African amalgam of inequality, lack of economic growth, increasing trends
towards rigidity in the labour market, all while benefiting a new governing elite, suggests that the

6 For a fuller discussion see Baird CW (1998) Unjustifiable Dismissal — The Economics of an Unjust Employment
Tax, FMF Monograph No. 19, Free Market Foundation, Johannesburg.

7 For a fuller discussion see Dewar D (1996) The Urban Housing Issue, FMF Monograph No. 12, Free Market
Foundation, Johannesburg.

8 See Reekie WD (forthcoming) The South African Health-care Dilemma, Occasional Paper 5, South Africa
Foundation, Johannesburg.

9 For a fuller discussion see O’Dowd MC (1998) South Africa as an “Open Society”?, FMF Monograph No. 20,
Free Market Foundation, Johannesburg.

10 For a fuller discussion see Garrison R (1998) Chronically Large Federal Budget Deficits, FMF Monograph No.
18, Free Market Foundation, Johannesburg.

n For a fuller discussion see Perlmann CS and Zarenda H (1997), Is Privatisation a Public Good?, FMF
Monograph No. 15, and O’Malley T (1998), Privatisation: A UK Success Story, FMF Monograph No. 21, Free
Market Foundation, Johannesburg.



New Zealand experience is well worthy of wider circulation and debate. We are, therefore, grateful
to the Institute of Economic Affairs in London for their permission to reprint this already influential
Paper.

W. Duncan Reekie

Bradlow Professor

University of the Witwatersrand
Publications Editor, FMF



Preface to original edition

New Zealand was for many years a prosperous society. Largely agricultural, it exported a
substantial part of its output, mainly to the United Kingdom. The first shipment of frozen lamb from
New Zealand to the UK left in April 1882, and by the 1890s the trade was booming. At the end of
the 19th century, New Zealand (with, it should be said, a very small population) had one of the
world’s highest incomes per head. Some half century later, in the 1950s, when wool prices soared,
New Zealand’s income per head was again in the top 10 in the world.

A process of decline then set in, which did not start being reversed until the 1980s. In his
fascinating Hayek Lecture, the fifth in that series, Dr Donald Brash, Governor of the Reserve Bank
of New Zealand, examines the final years of decline and traces the course of recovery so far.

This Preface aims first to set out the most striking points of Dr Brash’s account, and then to
use that account, first, to suggest some general lessons for economic liberalisation and, second, to
draw some lessons for economic policy in the United Kingdom.

The background to reform

An important aspect of reform in New Zealand is that not only have policies been changed, but the
processes by which policy is determined have themselves undergone fundamental reforms. By
making these processes more ‘transparent’ — a term often used in New Zealand policy-making —
these reforms have been embedded, made hard to reverse, probably close to the maximum extent
possible in any democracy which does not have a formal constitution.

What was there to be reformed? What was the background to these changes? In terms of the
ratio of public expenditure to GNP there had been a rapid climb in the 10 years before 1984, the
year when the reform process accelerated. The ratio climbed by 10 percentage points, to about 45
per cent — a peak for New Zealand since the end of the Second World War, but not as high as in
some countries. In Belgium, Denmark, and Sweden, the ratio exceeded 60 per cent, and a few
others had figures over 50 per cent.

Nor was New Zealand unique in the extent of detailed intervention in the economy —
although, as Dr Brash points out, it contained some truly startling examples of such intervention,
most notably perhaps that a doctor’s prescription was required to allow the purchase of margarine.
The New Zealand economy was among the most protectionist in the OECD area, and it was unique
in that group in relying extensively on import licensing. Exchange controls over capital movements
were restrictive — but no more so than those of France, Italy, and Scandinavia. Its labour markets
were closely regulated, certainly in ways distinct from most other developed economies but perhaps
no more rigidly than some. And since 1982, wages, prices, dividends, and interest rates had been
controlled; but again, this was not unique, since similar controls could be found in several Southern
European economies.

A fair summary would be that the New Zealand economy was not the most subject to
government regulation of any country in the developed world, but it was indubitably among the
leaders. What makes the New Zealand of these years stand out from the interventionist pack? It was
characterised by a difference in attitude. In New Zealand (and also to a great extent in Australia)
external economic policy was defensive; the economy was to be kept ‘judiciously insulated from
the rest of the world’.1

Donald Brash identifies several Hayekian themes in the response to this situation. First, and
surely most important, there was ‘...a spectacular collapse of the mental defences against the
intellectual counter-revolution which Hayek had begun in the 1940s..."(pp.7-8).

Second, and particularly affecting the policy-making process, ‘the reforms reflected Hayek’s
view of the market-place as a “discovery procedure’’(p.8). This, Dr Brash argues, has led to great
openness of economic policy-making in New Zealand, since with that view of the market it was

1 David Henderson, ‘Economic Reform: New Zealand in an International Perspective’, working draft, 1996.



important for there to be a free flow of information to the private sector, so as to let decision-
making in that sector be as efficient as possible.

Reflecting Hayek’s study of the institutional underpinnings of a free society, and his urging
that the rule of law should comprise a ‘uniform set of rules of conduct across society as a whole,
without favouring or discriminating against any special interests’ (pp.8-9), no sector of the economy
received special treatment, favourable or unfavourable. What were the main changes these
principles produced?

The changes

There were changes affecting both the efficiency of resource allocation, that is to say, micro-
economic changes; and changes affecting the total of output and the rate of inflation, macro-
economic changes, which affect the environment in which micro-economic decisions are taken.

At the micro-economic level, the financial sector was liberalised, with all controls on credit,
dividends, and so forth removed. (Wage and price controls were abolished at the same time.) The
process continued with dramatic changes to banking supervision, made in January 1996; banks now
have to make public much more information than previously, and supervision by the central bank is
correspondingly lighter.

Foreign trade was also liberalised and, in 1991, labour market contracts made in their
essentials no different from other commercial contracts. Contracts can be individual or collective,
and employees can choose their own bargaining agents. There are still restrictions which affect the
labour market but not other markets — the labour market still gets some degree of special treatment.
But the effects of the changes there are nonetheless impressive. Of those Dr Brash lists undoubtedly
the most notable is that rapidly accelerating productivity growth has

...not been achieved at the expense of employment: on the contrary...unemployment has fallen
rapidly over the last few years, while numbers employed have increased at an average of

some 3-3 per cent per annum since 1991 (p.18).

Still at the micro-economic level, there was reform of the structure of taxation. A broad-based sales
tax was introduced; the only exemption was for financial services. This both reduced distortions and
reduced compliance and collection costs. (There is a lesson here for the UK.) Income-tax rates were
cut, and the number of rates was itself reduced. At the same time the tax base was broadened. The
changes, Dr Brash notes, led the OECD to observe that the New Zealand tax system was probably
the least distorting in the OECD. There were reforms, all of which Dr Brash discusses, in housing,
education and (particularly notable) health care, where there has been separation of purchaser and
provider and increased use of charging.

At the same time, assistance to the poor was not abolished but supplied increasingly in the
form of cash, thus allowing them to make their own decisions about their spending priorities. The
belief apparently held by many welfare bureaucracies, that to be poor is to be too stupid to make
decisions, has not spread to New Zealand.

There were reforms to the public sector, designed to make it more efficient. Departments
manage their own finances, guided by a ‘Chief Executive’ who contracts with government ministers
for the supply of services. These contracts, in line with the desire for openness, are tabled in
Parliament. The Reserve Bank was also given its own, somewhat similar, contract, again
characterised by transparency in objective together with great freedom in how to achieve the
objective. Dr Brash, not surprisingly, discusses that contract in some detail (pp.24-25 and 31-33).
The public sector moved to accruals accounting; taking in amounts due but unpaid, amounts owed,
and, very important, unfunded pensions liabilities.

Privatisation was extensive. The noteworthy feature here is the attitude to competition. Rather
than create a special regulatory framework, firms were privatised only when they were entering
markets judged to be competitive. (Whether this judgement was always well founded is a matter for
dispute.)

At the macro-economic level, both fiscal and monetary policy were changed radically, both in
what they tried to do and in how they went about doing it. On the fiscal side, the deficit was



contained and the growth of spending tackled. Attention then turned to the framework. Here a long-
run focus was provided, so that neither debt nor unfunded liabilities could accumulate unobserved
and undiscussed. The ‘present and projected budgetary position’ has to be published regularly.
These changes were contained in the Fiscal Responsiblity Act (of 1994). Dr Brash gives
considerable attention to this Act, which is fortunate for it has lessons for elsewhere; not least
because while it does not tie government’s hands in any way it ensures that there can be no
concealment of either deeds or plans. The Act provides ‘transparency’.

The monetary policy changes are well known and widely discussed. A response to fairly
drastic monetary mismanagement, they commit the government to low inflation (unless it openly
backs away from that objective), and let the central bank get on with achieving and maintaining that
objective. The New Zealand dollar was floated in 1985, and has remained freely floating.

After describing these numerous changes, Dr Brash concludes by discussing ‘Where to From
Here?’. In that discussion he makes important points of general interest. Before concluding this
Preface by noting these, two other issues are well worth considering briefly.

Lessons for economic policy reform

Although New Zealand’s reforms have received much attention, it is not the only country to have
started such a programme. From the experience of these countries, two questions are often raised.
Why does reform eventually start? And, if reform is painful in the short run, and for some groups,
how can these temporary or sectoral problems be stopped from impeding reform? These questions
fall in the domain of what is sometimes called the ‘political economy of policy reform’.2

New Zealand seems to confirm that reform eventually starts when the situation is bad enough
— that a crisis is necessary to allow the process to start. The trouble with that popular and persuasive
hypothesis is that it is hard to see how it can ever be wrong. After all, if reform has not started, then
plainly the crisis is not yet sufficiently severe. Despite the efforts of political scientists as well as
economists, we are not yet far advanced in understanding why reform starts.

New Zealand does, however, provide help on the second question. Dr Brash discusses this
point (pp.11-12). Briefly, the answer is that rapid reform over a wide area helps to make the
sometimes painful process less painful and therefore more acceptable — through the benefits of one
reform compensating for the pains of another, through spreading the burden widely rather than
letting one sector suffer, and confounding °...the efforts of vested interests to coalesce against
further reform’ (p.12).

In summary, complicated compensation plans need not be devised; going at the job rapidly
and over a wide range produces its own rough-and-ready, but effective, compensation.

Lessons for the UK

To see the full range of lessons for UK policy it is certainly necessary to read Dr Brash’s lecture.
But there are two points that should be highlighted. These relate to fiscal and to monetary policy.
The Fiscal Responsibility Act would be well worth copying. It embodies some basic principles of
responsible fiscal policy, which no government should wish to ignore. The Act recognises that the
greatest threat to fiscal responsibility is not malevolence or stupidity, but an unthinking and short-
sighted desire to do good. Adopting such an Act would make it harder for the pleas of special
interests to damage, either immediately or in the longer term, the prosperity of the economy as a
whole.

The benefits from changing Britain’s present monetary policy framework would also be
considerable. The present Government deserves great credit for opening up monetary policy-
making and committing itself to low inflation. But the financial markets are still not entirely
convinced. A depoliticisation of monetary policy’s operations, along with political choice of their

2 An extensive discussion of those issues is to be found in Dani Rodrik, ‘Understanding Economic Policy
Reform’, Journal of Economic Literature, Vol. XXXIV, No. 1, March 1996.



objective as is appropriate in a democracy, can be achieved by copying the Reserve Bank Act. It is
hard to see why we do not do so.

There is also a general point, concerning the openness of government. Dr Brash touches on
that at several points in his lecture, most forcefully and in greatest detail in his conclusion. It is
appropriate to move finally to that.

Conclusion
At the end of his lecture, Dr Brash considers where else New Zealand can reform. He discusses not
details of individual policies, but rather the approach to reform. He emphasises just how important
it is to explain — to explain what the benefits of reform are, how they come about, and why the
process is desirable. The last may seem obvious — it makes people better off both now and in the
future. But there is more to it than that.
The best security against the reversal of recent reforms is to continue with reform in order to
encourage growth and employment, and to provide increasing opportunities for the unskilled
and those on low incomes to raise both their skills and their incomes...it is actual growth and
prosperity, not ideas about the market, that maintain popular support for a free society (p.39).
Individual liberty is a goal of great importance. Economic growth and prosperity remove a threat to
individual freedom; so long as economies are healthy, ‘emergency measures’ to put things right
cannot be imposed. Economic liberalism, as well as bringing prosperity, helps protect freedom. In
this lucid, thorough and forceful lecture, Donald Brash demonstrates that point with great clarity. It
is a lesson from New Zealand not just for the UK, but for the whole world. This lecture and the
reforms it describes demand the attention of electorates and policy-makers worldwide.

Geoffrey E. Wood
Professor of Economics
City University Business School, London
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Chapter 1
The Recovery of New Zealand

The revival of New Zealand’s economy in the last few years follows one of the most remarkable
economic liberalisations of modern times, which is often dated from 1984. That is not entirely fair.
There were significant steps towards liberalisation in the early 1980s, with the signing of the Closer
Economic Relations treaty with Australia and moves towards deregulation of the road transport
industry.

But it is certainly true that the process accelerated sharply following the election of a new
Labour Government in 1984. Since 15 July 1984, when, just one day after the election of that
government, a foreign exchange crisis forced the Reserve Bank to suspend trading in foreign
exchange, New Zealand has been transformed from one of the most regulated economies in the
OECD to arguably the least regulated. A poll of 10 leading economists in The Economist a few
months ago ranked New Zealand as the ‘freest’ of the 20 countries surveyed,! while the Fraser Insti-
tute’s Economic Freedom of the World: 1975-1995 ranked it third out of 103, with a score of 8 out

of 10 (behind Hong Kong with 9-2 and Singapore with 8-2).2 The 1996 World Competitiveness
Report also ranked New Zealand as the third most competitive economy of the 48 surveyed.3

It was not always certain that the reforms would succeed. After growing at half the average
OECD rate between 1950 and 1984, New Zealand’s economy went into virtual hibernation during

the reform years of 1985 to 1992. But in 1993, the growth rate rose swiftly to 5-6 per cent, and in

1994 it was 6-2 per cent: the fastest growth rates in the OECD during this two-year period.
The most impressive indicator of recovery, however, has been unemployment. After reaching
a peak of nearly 11 per cent in 1991, it has fallen rapidly over the last few years and is now down to

6-2 per cent overall, and only 4-6 per cent for New Zealanders of European origin. (Unfortunately,
unemployment among Maoris and Pacific Islanders remains much higher, at more than 15 per cent.)
Meanwhile inflation, which a decade ago was over 15 per cent, has been between 0 and 2 per cent
for almost all of the last five years. Private sector investment has risen very strongly and, while
growth in investment has slowed down over the last year, remains at historically high levels.
Central government spending has fallen from over 41 per cent of GDP in the early 1990s to around
35 per cent today, while net government debt has fallen from a peak of 52 per cent of GDP in 1992
to around 33 per cent today.

Economic growth now sustainable
Although economic growth has slowed over the last year, and inflation has risen marginally above 2
per cent, New Zealand’s recovery seems sustainable. The Reserve Bank estimates that sustainable

real GDP growth of between 3 and 3-5 per cent is now possible in New Zealand and, while this is
clearly much slower than our growth in the very recent past (and lower than the sustainable growth
estimates of some other commentators), it is markedly better than the growth of which we were
capable prior to the reforms, and better also than the sustainable growth of which other mature
OECD economies now seem capable. In 1996 and 1997, New Zealanders are due to receive tax cuts
that increase disposable incomes by between 6 and 8 per cent over that period. Since these cuts will
be financed from substantial and structural budget surpluses, they represent true dividends of
growth, not borrowings from future generations.

This apparent success story has generated renewed interest in the reforms that have radically
reshaped New Zealand’s economy. The New Zealand case provides impressive prima facie
evidence that micro-economic reform and macro-economic stability are keys to higher growth rates

1 The Economist, 13 January 1996, p. 21.

2 James Gwartney, Robert Lawson and Walter Block, Economic Freedom of the World: 1975-1995, Vancouver BC: Fraser Institute, 1996
(available from the IEA).

3 World Economic Forum, 1996 World Competitiveness Report, Geneva, 1996.



and rising living standards. It also contains some lessons about how economic reform should be
conducted and about the political conditions that make for its successful implementation.

* | acknowledge the assistance of Dr Michael James in the preparation of this lecture.



Chapter 2

Hayek and New Zealand

Friedrich von Hayek, the man in whose memory this lecture is given, appears to have visited New
Zealand only once, briefly, and never referred to it in his writings. | have not attempted to determine
how many of those who were crucial in designing and implementing the reforms had read Hayek
prior to the mid-1980s, but I rather suspect that not many had. In a recent speech, Lindsay Perigo, a
New Zealand journalist, referred to New Zealand as ‘a country reformed by Hayekians, run by
pragmatists, and populated by socialists’.2 But while, as | will explain in a moment, the New
Zealand reforms have a distinctly Hayekian flavour, | am not at all sure how conscious of Hayek
most of the architects actually were.

I myself was not involved in the earliest stages of the reform process, but became heavily
involved in the taxation and monetary policy aspects of it at a fairly early stage. And like many of
my peers, | had been brought up on an undiluted diet of Keynesian economics and an almost
undiluted diet of Fabian socialist politics. Although doing undergraduate study at the University of
Canterbury in Christchurch in the late 1950s, | was almost totally unaware that Karl Popper had
written one of the most important books in the evolution of economic liberalism (The Open Society
and its Enemies) at the same university not 15 years earlier. | well recall the dismay, indeed
incredulity, | felt when I first visited the United States in 1959 and met some people who were
opposed to Keynesian deficit financing. | admit with acute embarrassment that, until invited to give
this lecture, I had not read any of Hayek’s writings. My own abandonment of Keynesian economics
and Fabian socialism was not, therefore, the result of reading Hayek, Popper or even Friedman but
of the gradual recognition that neither Keynesian economics nor Fabian socialism actually worked
in the way their originators intended. | suspect that the same is true of many of those who were the
real architects of the New Zealand reform process.2 Yet much about the story of New Zealand’s
decline and recovery has a Hayekian flavour. | want to comment on four aspects in particular.

New Zealand’s economic decline — Hayek’s ‘baleful logic’

First of all, the decline of New Zealand after the Second World War displayed the baleful logic of
Hayek’s road to serfdom. In the late 1930s, New Zealand was, as now, an object of international
interest; but then it was as a pioneer of ‘cradle-to-grave’ welfare. In addition, New Zealand erected
protective trade barriers and price, wage and capital controls in an attempt to insulate itself from
changes in the world economy and to suppress inflation. But each intervention created distortions
that spawned new interventions. By the early 1980s, almost all prices, interest rates, rents, wages,
and dividends were controlled by government — to say nothing of import controls and foreign
exchange controls. The result was a sort of serfdom, not the police-state and concentration-camp
variety that dominated Europe as Hayek was composing The Road to Serfdom, but the bureaucratic
kind that was described with startling foresight by Alexis de Tocqueville in Democracy in America
(published in 1835), whose vision of democratic totalitarianism so impressed Hayek.

1 “The Antipodean Tea-Party’, reprinted in The Free Radical, April/May 1996,
p. 16.
2 I suspect this is also true of the direct influence of the Chicago School. There is a view in New Zealand that the

reforms were driven by ‘Chicago’. It is certainly true that Friedman’s Free to Choose was read widely in New
Zealand when it first came out, and was screened on television. | myself was involved in inviting Friedman to
make his first visit to New Zealand in 1981. But to the best of my knowledge none of those most closely
involved in the reform process ever studied at Chicago. In fact, the most common academic background of those
involved in the reform process was probably the University of Canterbury — in the late 1980s, the Secretary of
the Treasury, one of the Deputy Secretaries of the Treasury, the Governor of the Reserve Bank, the Minister of
Finance, and the Opposition Shadow Finance Minister were all graduates of Canterbury, and three of the five
had been to the same state-funded secondary school! None of the five had studied at Chicago, and only one had
studied in the US.



Tocqueville said that

the supreme power ... covers the surface of society with a network of small complicated rules,
minute and uniform, through which the most original minds and most energetic characters
cannot penetrate, to rise above the crowd. The will of man is not shattered but softened, bent,
and guided; men are seldom forced by it to act, but they are constantly restrained from acting:
such a power does not destroy, but it prevents existence; it does not tyrannise, but it com-
presses, enervates, extinguishes, and stupefies a people, till each nation is reduced to be
nothing better than a flock of timid and industrious animals, of which the government is the
shepherd. ...l have always thought that servitude of the regular, quiet and gentle kind which 1
have just described might be combined more easily than is commonly believed with some of
the outward forms of freedom, and that it might even establish itself under the wing of the
sovereignty of the people.s

This description could have applied with not much qualification to New Zealand in the 1970s and,
even more clearly, in the early 1980s. Roger (now Sir Roger) Douglas, Minister of Finance in the
Labour Government between 1984 and late 1988 and architect of the first wave of reform, recalls
the description given by a businessman, Bob Matthew. Among many other things, you needed
exchange control approval to subscribe to a foreign journal, you needed a doctor’s prescription to
buy margarine, and only two sorts of refrigerator were available — both made by the same manufac-
turer and to the same specifications. Richard Prebble, Minister for State-Owned Enterprises in the
same government, tells an anecdote that encapsulates the effects of such regulation on a society.
New Zealand Rail lost a tractor as it was being transported from one town to another. The owner,
despairing of getting any satisfaction from the railways, went looking for it himself. A week later,
he found it in a siding along with six wagons the railways had also lost.5

The crisis of 1984

The response to the crisis of 1984 also has a Hayekian ring. It involved a spectacular collapse of the
mental defences against the intellectual counter-revolution which Hayek had begun in the 1940s
and which since the mid-1970s had been rapidly gaining ground against the collectivist orthodoxy.
This was an unusually exciting time, intellectually speaking, in New Zealand. The economic debate
brought together a small but strategically influential team of civil servants, think-tankers, policy-
makers and politicians around Roger Douglas. This group of quite remarkable people understood
clearly what needed to be done and was committed to seeing it through.

As should become clear in more detail below, the reforms reflected Hayek’s view of the
market-place as a ‘discovery procedure’. This is the second Hayekian aspect of the reforms I want
to stress. The market reforms that have swept the world over the last two decades largely reflect the
intellectual influence of neo-classical economics, in particular the Chicago School variety, which
emphasises the superiority of the market over central planning as an allocator of resources. New
Zealand was influenced by this too (though in the indirect way | have described above). But the
rather different view of Hayek, and the Austrian School generally, of the market as a discovery
procedure, which stresses the importance of information flows, is manifest in particular in the
reforms of New Zealand’s public sector. We have sought to make the operations of the public sector
as transparent as possible, so that information about it can be acquired at low cost, and economic
decisions thereby rendered more rational and efficient. The most innovative of New Zealand’s
reforms — the ones that arguably make the country a world leader in reform — are the Public Finance
Act, the Reserve Bank Act, and the Fiscal Responsibility Act. These reforms impart to the market a

3 A. De Tocqueville, Democracy in America, Vol. 1 1835, Vol. 2 1840, ed. J.P. Mayer, trans. G. Lawrence, New
York: Doubleday, 1969.

4 Roger Douglas, Unfinished Business, Auckland: Random House, 1993, p.257.
5 Richard Prebble, I've Been Thinking, Auckland: Seaview Publishing, 1996, p.7.



steady flow of information about the assets and liabilities of the state and about the conduct of both
monetary policy and fiscal policy.

The rule of law

The third and fourth Hayekian themes in the New Zealand story reflect the shift of emphasis in
Hayek’s later work away from pure economics and towards jurisprudential and constitutional
issues, as Hayek became increasingly concerned about the institutional underpinnings of a free
society. In The Constitution of Liberty (1960), he promoted a conception of the rule of law as the
enforcement of a uniform set of rules of conduct across society as a whole, without favouring or
discriminating against any special interests. The implication for economic policy was that no sectors
of the economy should be singled out for special treatment, whether in the form of favours like
tariff protection or subsidies, or in the form of burdens like industry-specific levies and controls.

The rule of law is reflected in many New Zealand reforms, but particularly in three areas:
industry policy, taxation, and industrial relations. Industry policy comes under the Commerce Act
of 1986, which is informed by a notion of contestability that recognises the efficacy of potential
competition rather than imposing actual competition. It provides for a system of general and ‘light-
handed’ industry regulation that to a very great extent places the public and private sectors on the
same footing and minimises (without completely excluding) the role of ‘market dominance’
considerations in competition policy. Similarly, international investors have virtually the same
degree of access to the New Zealand economy as domestic investors. As for the tax reforms, the
flattening and lowering of income-tax rates approaches, though it does not fully realise, the flat (or
‘proportional’) tax that Hayek advocated as the requirement of the rule of law in this area. The
industrial relations reform, meanwhile, brings the labour market under the rule of law by largely
(though not completely) subjecting it to the law of contract and by removing the monopoly right of
trade unions to workforce representation.

The final Hayekian theme | want to highlight is articulated in Law, Legislation and Liberty
(1974-79), where Hayek grounded his theory of the rule of law in an ancient conception of justice
that reflected principles of higher law and was contradicted by modern notions of ‘social’ or
‘distributive’ justice. He also advanced a constitutional scheme, involving an upper house of Parlia-
ment, that he hoped would ensure that legislation routinely observed the principles of the rule of
law. It has to be said that New Zealand has made little progress in these respects. The welfare state
remains little changed, reflecting the continuing currency in New Zealand of modern, collectivist
notions of social justice. Some constitutional change has been effected, but it is far from clear that it
brings New Zealand much closer to a genuine ‘constitution of liberty’ in Hayek’s terms. I shall
return to these themes later.



Chapter 3
The reform process

The comprehensive nature of the economic policy failure in New Zealand demanded a
correspondingly comprehensive reform programme. As well, the first stage of the reform was
carried out at high speed. It was probably the world’s first example of a ‘big bang’ approach to
reform. The case for fast and comprehensive, as opposed to gradual and piecemeal, action was
cogently argued by Roger Douglas in a remarkable speech to a meeting of the Mont Peléerin Society
in Christchurch in 1989.1 Douglas rejected the conventional view that reform can succeed only if
political support for it has been established beforehand; this, he said, merely compromised the
quality of the reforms, thus adding to their eventual cost and sowing the seeds of opposition.
Instead, he said, consensus ‘develops progressively after the decisions are implemented, as they
deliver satisfactory outcomes to the public’.

Douglas went on to spell out a number of guidelines for successful reform. One important
guideline was the need to implement reforms in quantum leaps and to continue doing so until the
reform programme was completed. He argued that this approach had three advantages.

. First, the cost of reforming each sector of the economy was quickly compensated by the
benefits flowing from the reform of the other sectors, thus generating support for the
completion of the programme.

. Second, rapid reform retained the initiative in the hands of government and confounded the
efforts of vested interests to coalesce against further reform: ‘Opponents’ fire is much less
accurate if they have to shoot at a rapidly moving target.’

. Third, rapid reform on a broad front spread the burden of reform equitably, thus enhancing the
legitimacy and the acceptability of the programme.

It is fair to say that Roger Douglas did not have the opportunity fully to apply and test this strategy.
True, his reforms were well received at the time. The 1984 financial crisis gave him the opportunity
to take radical action. The deregulation of the financial system was welcomed by the finance
industry itself. As well, some of the groups disadvantaged by the early reforms responded by urging
further reforms. The farming sector in particular, deprived of its subsidies at a stroke at the very
beginning of the reform process, strongly supported faster tariff cuts; and both farmers and
manufacturers called for public spending reductions in order to reduce pressure on real interest rates
and the exchange rate.

The Labour Government was re-elected in 1987 with an increased majority. Yet it felt unable
to tackle the deregulation of the labour market and the continuing rapid growth of government ser-
vices. Indeed, this constraint probably helped maintain popular support for the early liberalisations,
even though Labour Party resistance to further reform forced Roger Douglas to resign in late 1988,
about a year after he proposed a flat-rate income tax. But the result was that both wages and public
spending continued to rise rapidly in the late 1980s; there can be little doubt this aggravated the
effects of the recession of the early 1990s, so weakening public support for further reform. Never-
theless, the National Government elected in 1990 pressed on with the programme that Labour had
left incomplete: unburdened by any institutional links with the trade union movement, it deregulated
the labour market, made some reductions in welfare benefits, and generally brought public spending
under control. The Bolger Government was re-elected in 1993, but with a majority of only one.

Although New Zealanders remain ambivalent about, and even in some respects hostile to, the
upheaval of the last 12 years, opinion polls suggest that they agree in increasing numbers, now a
majority, that the country is ‘on the right track’. Encouragingly, most of them now support the
labour market reforms. An interesting contrast can be drawn with the United States, where,
although the Congress reliably delivers benefits to the special interests it represents, the population

1 Reproduced as ‘The Politics of Reform: The Art of the Possible’, Ch.10 in Roger Douglas, op. cit.



increasingly feels their country is ‘on the wrong track’. If people can distinguish between their
particular interests and the general interest, there is scope for political leadership to win support for
further reform.



Chapter 4
The reforms

The extent of the reforms in New Zealand was so great that it is difficult to describe them in short
compass. They were both micro-economic (concerned with the efficient allocation of resources
through improvements in the way the price and incentive system operates in individual markets)
and macro-economic (concerned with the whole environment within which producers and
consumers make their choices). Among the micro-economic changes were sweeping moves to
liberalise international trade and deregulate markets; fundamental reform of the taxation system;
some measures to reform the delivery of income support, health and education; extensive moves to
improve the efficiency of core government departments; and the corporatisation and privatisation of
many government trading activities. In the macro-economic arena, changes in the approach to both
fiscal and monetary policy were far-reaching.

Micro-reforms

i Market liberalisation

Finance: Some of the earliest reforms were in the financial sector. All controls on prices, wages,
credit, dividends, foreign exchange and out-bound overseas investment were lifted in 1984, and the
New Zealand dollar was floated early in 1985. Banks were freed from any quantitative limits on
their lending growth. The requirement for banks to hold deposits with the central bank, or to hold
specified investments in government securities, was abolished. Banking, previously the exclusive
preserve of one government-owned institution and three foreign-owned banks, was opened up to
full competition. The licensing of those authorised to deal in foreign exchange was discontinued.
Competition between currencies, which Hayek recommended in the 1970s,! was given some scope
in that contracts could be denominated in any currency (though taxes must still be paid in New Zea-
land dollars, and the Customs Act prohibits the importation of other currencies intended for circula-
tion).

In January 1996, the banking system was further liberalised when the Reserve Bank
commenced a rather different way of conducting prudential supervision. Instead of reporting on a
confidential basis to the central bank, banks are now required to issue detailed quarterly public dis-
closure statements, which must be audited twice-yearly by external auditors. Instead of limiting
their exposure to individual counter-parties to some central-bank-specified percentage of capital,
banks must simply disclose how much risk concentration they have in their portfolio at end of quar-
ter, and at peak intra-quarter. Instead of complying with detailed guidelines on internal controls,
directors must simply attest, in the quarterly disclosure statements, that the internal controls are
appropriate to the nature of the banking business being undertaken.

Trade: Quantitative import licensing was completely phased out by the early 1990s. Tariffs have
been progressively reduced since 1984; the present phase aims to cut tariffs on almost all products
to 5 percent by 2000, with a further major review of tariffs scheduled for 1998 to determine when to
move to free trade. The Closer Economic Relations agreement with Australia, inaugurated in 1983
before the major parts of the reform programme began, as mentioned above, aims to establish com-
plete freedom of trans-Tasman trade and investment and has substantially accomplished that
already. As a member of the Asia-Pacific Economic Community (APEC), New Zealand is com-
mitted to free trade and investment in the Asia-Pacific region by 2020. One of the advantages of
being small on the international stage is that one is not tempted to delay liberalisation in the hope of
extracting some ‘reciprocal’ liberalisation from others. We have far too little bargaining power to
make that game sensible (if indeed it ever is), so that most of our trade liberalisation has been

1 F.A. Hayek, Denationalisation of Money — The Argument Refined, Hobart Paper (‘Special’) No.70, London:
Institute of Economic Affairs, 1976, 3rd Edn., 1990.



unilateral. In other words, we have liberalised our importing not because we have been forced to do
so by others, but because successive governments have recognised that it is in New Zealand’s own
interests to do so.

Agriculture and Industry: Agricultural and industrial subsidies, whether for export or for other
activities, were virtually abolished at a very early stage. Monopolies in domestic air services, tight
restrictions on long-distance road transport (designed to protect the government-owned railway
monopoly), quantitative licensing of the taxi industry, the reservation to domestic shipping of the
coastal trade, the prohibition on private sector electricity generation, the restriction on courier ser-
vices (designed to protect the Post Office), and the tight constraint on telecommunications — all
have been abolished, as have previously tight restrictions on shop-trading hours. Occupational
licensing has been ended in a number of professions and trades. Domestic investors enjoy no
regulatory advantage over foreign investors.

A conspicuous exception to this deregulatory pattern is the marketing of some agricultural

exports — exports of dairy products, apples, pears and kiwifruit, making up some 17 per cent of total
merchandise exports in 1995, are still under the control of statutory marketing boards.
Research and Development: Early on in the reform programme, research and development was
placed on an equal footing with other forms of investment by the abolition of R&D concessions,
and public R&D work was subjected to cost-recovery arrangements. In 1990, a pool of contestable
funds for R&D was set up, and government research bodies (Crown Research Institutes)
corporatised two years later.

The Labour Market: Perhaps the most remarkable liberalisation was that of the labour market. The
Labour Governments of 1984-90 upheld compulsory unionism2 and did little to change the
centralised nature of wage-fixing in New Zealand, although the nature of wage-bargaining was
certainly changed both by the phasing down of border protection and by the Government’s refusal
to continue a long-established tradition of getting directly involved in major industrial disputes. The
National Government’s Employment Contracts Act 1991, however, placed labour contracts on
almost the same basis as other commercial contracts. Each employer has a written employment con-
tract with every employee; the contract may be a set of individual contracts or a collective contract
(or a combination of both). Employees may choose their own bargaining agents; trade unions may
act as bargaining agents, but have no special legal standing (other than being exempt from
competition law). The Act lays down procedures for settling disputes, although the parties to a con-
tract may use different procedures if they all agree.

The deregulation is not complete. The Act provides for certain minimum entitlements that
must be observed in employment contracts, including a minimum wage, minimum holiday
entitlements, parental leave and equal pay for men and women. In addition, the Act provides for an
Employment Court to settle labour disputes, which may, however, like other disputes, be appealed
to the Appeal Court.

But the Employment Contracts Act has rapidly promoted the use of enterprise bargaining and
individual contracts. The proportion of the workforce on individual or collective enterprise-specific
contracts has increased dramatically, while by December 1995 only 17 per cent of the workforce
was covered by union-negotiated collective contracts.

Working days lost through strikes have also declined sharply. In 1990, the last full year prior
to the enactment of the Employment Contracts Act, working days lost through work stoppages
amounted to 331,000. In 1994, the last full year for which data is available and a year in which the
economy was growing strongly, the loss was only 38,000 days. Does that perhaps overstate the
change? On average, over the eight calendar years prior to the enactment of the new law (1983 to

2 Indeed, the Labour Government reinstated compulsory unionism — it had been abolished shortly before the
National Government was defeated in 1984.



1990), days lost to work stoppages were 519,000 per annum. Over the next four years (1991 to
1994), the annual average was 69,000 — a dramatic change in any language.

But the most encouraging evidence of the success of the Employment Contracts Act is that the
subsequent rise in the rate of productivity growth has not been achieved at the expense of
employment: on the contrary, as already noted, unemployment has fallen rapidly over the last few

years, while numbers employed have increased at an average of some 3-3 per cent per annum since
1991.

i Taxation
Prior to its reform, the New Zealand tax system was an awful mess judged by almost any standard.
Personal income taxes were ostensibly steeply progressive, reaching a top marginal rate of 66 per
cent, but that rate was reached at such a relatively low level of income (NZ$38,000 per annum) that
avoidance and evasion were widespread with resultant loss of revenue and considerable
misallocation of investment (to take advantage of tax shelters). Wholesale sales taxes were widely
used, but varied from very low rates to 50 per cent, with the higher tax rates sometimes applying to
items for no better reason than that they did not form part of the CPI regimen, and so would not
adversely affect the measured inflation rate. Over the last decade, New Zealand’s tax system has
been fundamentally simplified and reformed, with a view to broadening the tax base and flattening
the tax scale.

In 1986 all wholesale sales taxes were abolished, and replaced with a broad-based value-

added tax (the Goods and Services Tax) with a single rate of 10 per cent (raised in 1989 to 12-5 per
cent). The unusual thing about that tax is that the Government was willing to include everything
except financial services in the tax net — food, medical services, books, children’s clothing, the lot —
all at the same rate, recognising that only by so doing would economic distortions be avoided and
the compliance costs entailed in collecting the tax be minimised. At the same time, cuts were made
in the rate of income tax: the five-rate scale was cut to three rates of 15, 30 and 48 per cent, and
replaced in 1988 with a two-rate scale of 24 and 33 per cent (though the effect of a low-earner
rebate is to convert this scale effectively into a three-step scale of 15, 28, and 33 per cent). The
company tax rate was reduced from 48 to 33 per cent, in recognition of the desirability of having
the company tax rate equal to the top personal rate, and an imputation credit system was introduced
for dividends to do away with the previous double taxation of distributed company income. Estate
taxes were abolished in 1992.

To broaden the income-tax base, some new taxes were introduced: a Fringe Benefits Tax in
1985 to put all forms of remuneration, both in cash and in kind, on the same tax basis, and a resi-
dent withholding tax on interest and dividend income in 1989. In addition, many income tax con-
cessions, including those on life insurance and superannuation, were abolished. (New Zealand has
never had a deduction for mortgage interest payments, so common in many other countries, so that
was not available to be abolished.) Scope for tax avoidance by companies was also substantially
reduced.

The overall effect of these measures has been to reduce the proportion of tax revenues derived
from income taxes, though this remains more than half. In addition, the share of total tax revenue
paid by wage and salary earners fell from 64 to 40 per cent between 1983/84 and 1994/95, while
that for companies and the self-employed rose. Perhaps most important for our present purposes, the
OECD has described New Zealand’s present tax structure as probably the least distorting of any in
an OECD country.

Earlier this year, income tax cuts were announced. The 24 per cent tax rate was reduced to

21-5 per cent as from 1 July 1996 and to 19-5 per cent a year later. The 33 per cent rate remains, but
the threshold will be substantially raised in two stages in 1996 and 1997. Interestingly, the
Government deliberately sought to reduce the tax on those with relatively low levels of earned
income, partly no doubt to reflect the fact that this group has been relatively slow to share in the
benefits of the growing economy in recent years but partly also in an attempt to widen the gap



between those in low-wage employment and those on benefits. Those primarily dependent on
benefits will in fact receive relatively little from the planned tax cuts.

iii  Income support, education and health

Although New Zealand’s welfare state has undergone some reform — and given the almost total
absence of significant reform of welfare states elsewhere that is itself a considerable
accomplishment — it has not been subjected to the kind of radical restructuring which the rest of the
economy has experienced. The changes have been designed mainly to contain the growth in spend-
ing on government services and benefits by targeting them more directly at areas of greatest need,
and to improve the performance of government agencies, rather than to place them on a market or
quasi-market footing.

Income Support: Nearly a quarter of New Zealanders receive a state-funded pension or a benefit.
The main cause of the increase in spending on income support over the last two decades has been
the National Superannuation scheme, which accounts for over half the cost of all income support
programmes. When introduced in 1977, the scheme provided state-funded superannuation to
everyone of at least 60 years of age, to a value of 80 per cent of average weekly earnings for
married couples. In 1979 the benefit was indexed to net rather than gross wages, and in 1985 a 20
per cent surcharge was imposed on recipients’ other income. In 1991, the Government announced
that the age of eligibility would be progressively increased to 65 by 2002, that the value of the
pension for married couples would be adjusted by the CPI until it declined to 65 per cent of the
average after-tax wage, and that the surcharge would be increased to 25 per cent.

Also in 1991, most benefits other than National Superannuation were cut by between 5 and 27
per cent, and automatic indexation to the CPI abolished. Unemployment benefit was denied to 16
and 17-year-olds, youth rates extended to age 24, and the stand-down period extended, up to a
maximum of 26 weeks in cases of voluntary resignation. The universal family benefit was abolished
and replaced by a selective scheme paid to families with dependent children, means-tested
according to parental income. Child support legislation rendered non-custodial parents of children
up to age 19 liable for a maintenance payment based on numbers of children and the non-custodial
parent’s gross income. The payment is used to help fund the Domestic Purposes Benefit if the cus-
todial parent is receiving it; otherwise it is paid directly to the custodial parent.

But, despite the reforms, and despite a surprisingly widespread perception that the 1991
changes ‘abolished the welfare state in New Zealand’, spending on income support remains very
substantial. In the year to March 1990, the net fiscal impact of social welfare expenditure amounted

to $9,510 million, or 13-6 per cent of GDP. In the year to June 1995, the net fiscal impact was still
$10,101 million, or 11.-5 per cent of GDP, virtually unchanged from the percentage of GDP spent on

income support in the year to March 1985 (11-3 per cent). The number of people receiving the
Domestic Purposes Benefit, which is payable to single parents, to women without dependent
children and no other means of support, and to full-time carers of disabled persons, stood at 17,231
in 1975; by June 1990, this figure had increased to 94,823 and by June 1995 to 104,027. About a
quarter of all families with children are headed by a sole parent; two out of every five births today
are ex-nuptial. Whereas in 1975, 9,414 people were in receipt of the Invalids Benefit, in 1990 the
figure was 27,824 and in 1995 39,686. One could be excused for assuming that New Zealand has
recently been involved in some major war!

Housing: For many years, successive governments provided subsidised housing and mortgages as a
way of assisting low-income people into housing. These subsidies have now been replaced by an
accommodation supplement in the form of a cash grant or housing voucher. It is available to all
low-income households, whether they live in state-owned houses or are renting or buying private
houses. Although a relatively controversial measure, it appears to have provided significantly
greater housing choice for many low-income families, and to have compelled the government as
landlord for some low-income people to improve the quality of its housing.



Education: School management (with the exception of control of salary budgets) was devolved to
school boards of trustees in the late 1980s. Over the last few years, there has been an attempt to
devolve control of salary budgets also but this has met determined resistance from the union repre-
senting secondary school teachers and to date less than 10 per cent of state-funded secondary
schools control their own salary budgets (tertiary institutions, however, have a much higher degree
of financial autonomy now than a decade ago). Centrally determined zoning was abolished in 1991.

In tertiary education, tuition fees were introduced in 1990 and will rise to an average of 25 per
cent of course costs. Government-guaranteed loans are available to help cover tuition, course and
living costs. Repayment is made through the tax system. Selective maintenance and accommodation
allowances are available, means-tested against parental income.

Health Care: The most radical welfare reforms have occurred in health care. Their guiding principle
has been the separation of the purchasing from the provision of health services. Four regional health
authorities have been set up, which use state funds to buy health services for their regions; any
provider, including the 23 Crown Health Enterprises (government-owned hospitals), may tender for
contracts to supply services. In addition, some user charges have been imposed. Hospital outpatients
pay charges at a similar rate to patients of private GPs; part-charges are payable on prescription
pharmaceuticals (though these are limited to $3 per prescription for those holding a Community
Services Card or a High Use Card — in total about half the population — and are waived entirely for
this group after 20 prescriptions per annum).

Between 1991 and 1995, the share of GDP consumed by state spending on income support,

education and health fell from 25-8 to 24-5 per cent. In that sense, the reforms may be regarded as
having been successful. But it is worthwhile for both supporters and critics to recall that, at present

levels, state spending on those activities remains well above the 21.6 per cent of GDP spent in
1983/84.

iv. Government departments

The non-trading elements of New Zealand’s public sector were reformed by the State Sector Act
1988 and the Public Finance Act 1989, both of which aim to discipline the bureaucracy by
introducing incentives to eliminate the bias towards waste, including the incentives flowing from
transparency.

Under the State Sector Act, all appointees to the top positions in government departments and
ministries are on term contracts. Department heads, now known as chief executives (CEs), have
greater decision-making autonomy than before. They are now, for example, the employer of all the
staff in their departments, and so have the power to hire, pay, promote and fire departmental
personnel. The State Services Commission selects departmental CEs, so they are non-political
appointments.

The Public Finance Act achieves a number of goals. It transfers responsibility for each
department’s financial operations from the Treasury to departmental CEs, each of whom maintains
a departmental account which handles all receipts and payments. Ministers contract with CEs
annually for the provision of ‘outputs’ (specific and measurable tasks) rather than the ‘outcomes’
(policy objectives) that the outputs are designed to achieve. The agreements are tabled in
Parliament. CEs have wide discretion in fulfilling the terms of their agreements; they may produce
goods and services internally or may outsource them, and are not required to buy inputs from other
government agencies. To some extent at least, their remuneration depends on the efficiency of their
departments.

Perhaps the most innovative provision of the Public Finance Act is that requiring government
to move from cash accounting to accrual accounting, based on Generally Accepted Accounting
Practice, for the purpose of budgeting and management. Unlike cash accounting, accrual accounting
takes account of the value of receivables (amounts due but unpaid), of payables (amounts owed but
unpaid), of government assets, and of non-cash obligations such as unfunded pension liabilities.
Accrual accounting thus facilitates a more comprehensive assessment than does cash accounting of



the state sector’s true financial position. The first state sector financial statement (for fiscal year
1992/93) revealed a negative ‘net worth’ on the part of the Crown of nearly NZ$8 billion. This was
undoubtedly one of the factors prompting the changes in fiscal policy which produced a positive net
worth in December 1995.

Finally, the Public Finance Act allowed the development of a capital charge system. Twice a
year, each department must pay Treasury a capital levy based on the total value of the government’s
investment in the department and an appropriate interest rate (essentially the before-tax weighted
average cost of capital judged appropriate to the business of the department). This charge is
designed to encourage departmental CEs to economise on their use of assets, and anecdotal
evidence suggests it has been very successful in doing this.3

The Reserve Bank is not itself subject to either the State Sector Act or the Public Finance Act,
but operates under some of the same principles of accountability within its own legislation. Thus the
Reserve Bank of New Zealand Act 1989 deprived the Bank of the automatic right to the seigniorage
on currency issue (the source of a very large amount of central bank inefficiency the world over),
and instead required the Governor of the Bank to negotiate five-yearly funding agreements with the
Minister of Finance for ratification by Parliament. The first such agreement in 1990 fixed the

Bank’s operating expenses at the level budgeted for the 1990/91 financial year (NZ$56-7 million)
for a full five years. The Minister took the view that if we were committed to delivering price
stability, we should prove it. Such was the power of the incentives created by the very public nature
of the agreement, in a climate where improving efficiency and effectiveness were definitely
regarded as desirable, that in the fifth year covered by the agreement, 1994/95, operating expenses

were only NZ$35-1 million, 38 per cent below the allowed limit. The funding agreement under
which the Bank now operates means that, even in 1999/2000, operating expenses should be under
NZ$40 million, despite the Bank incurring one or two major new expenditures, such as that entailed
in operating a real-time gross settlements system. Bank staff levels, at under 300, are today little
more than half those of six years ago.

v Corporatisation and privatisation
When the reform process began in the mid-1980s, the New Zealand government provided a very
large range of goods and services which in many other predominantly market economies are
supplied by the private sector. Thus, for example, government owned the largest bank, several
quasi-banks (Development Finance Corporation, Rural Bank, Post Office Savings Bank),* the only
domestic airline, an international shipping line, the only railway, all electricity generation and
distribution facilities, the dominant producer of coal, the largest forest resource, and the only
telecommunications company; to say nothing of the operations which are more generally provided
by the public service in other countries, such as the Post Office. Many of these operations were
extremely inefficient by international standards, and provided poor levels of service. Despite their
monopoly positions, many were a substantial drain on the public purse: the state coal operations, for
example, had, by 1986, made a loss in each of the previous 20 years.

Over the course of the late 1980s, these operations were to undergo sweeping change, which
would have the effect of hugely improving their performance by any measure.

The State-Owned Enterprises Act 1986

One of the major pieces of legislation effecting this change was the State-Owned Enterprises Act
1986, which provided the basis for converting state commercial entities into state-owned enterprises
(SOEs) operating under the same conditions as private sector enterprises, including the need to raise
capital on the open market without government guarantee. (Explicit statements by the Government
that state-owned enterprises would be allowed to fail were taken with a grain of salt until late in

3 As an illustration, the Ministry of Foreign Affairs and Trade has reviewed its policy of owning all of its overseas
posts and has decided to sell some of them, and rent equivalent space.
4 In fact, in the mid-1980s, the government owned or guaranteed financial institutions accounting for more than

half the total assets of all M3 institutions.



1988, when the government-owned Shipping Corporation came close to failing. The Government
made it clear that it would not support the Corporation, even if this meant its failure, which
prompted its directors to reflag their vessels in Hong Kong and warn New Zealand crew that they
had four hours in which to accept an internationally competitive level of manning or be replaced by
the Filipinos they could see on the wharf. The resolution of substantial over-manning in this
draconian way enabled the Corporation to recover its profitability and, shortly thereafter, it was sold
to a British shipping company.)

As noted earlier, the Commerce Act 1986 establishes a common regulatory régime for the
trading activities of the public and private sectors by making them both equally open to
competition. Its system of ‘light-handed’ pro-competition regulation eschews industry-specific
regulation and allows disputes over the abuse of monopoly power to be referred to the courts. The
new competitive régime for SOEs entailed separating their commercial from their non-commercial
activities, with the latter being delivered by government departments or purchased directly from the
SOEs. Corporatised SOEs have a company form, with the Minister for State-Owned Enterprises as
the sole shareholder; their boards of directors are responsible to the Ministers of Finance and of
State-Owned Enterprises.

The 14 SOEs corporatised in 1987 achieved some spectacular gains in productivity and
profitability. For example, between 1987 and 1990, Telecom reduced staffing levels by 47 per cent,
increased productivity by 85 per cent, and increased profits by 300 per cent. Railways cut its freight
rates by 50 per cent in real terms between 1983 and 1990, reduced its staff by 60 per cent, and made
an operating profit in 1989/90, the first for six years. New Zealand Post reduced its workforce by 30
per cent, and increased the rate of next-day delivery within the country from 80 to 98 per cent. Coal
Corporation increased productivity by 60 per cent and cut its real prices by 20 per cent.

Port Companies Act 1988

New Zealand’s ports were also ‘corporatised’, though since the central government claimed no
ownership of these they were not handled through the State-Owned Enterprises Act. Rather, the
Government passed the Port Companies Act 1988. This had the effect of creating corporate entities
owned by relevant local (municipal) governments, giving them commercially-oriented boards, and
encouraging competition between the ports. In addition, the following year the Waterfront Industry
Commission was abolished: prior to its abolition, the Commission effectively employed all
waterside workers throughout the country. It operated a productivity agreement with employees
which effectively rewarded employees according to the increase in tonnage handled. This had the
effect of seriously inhibiting investment in new cargo-handling equipment.

The change in culture which followed was little short of extraordinary. The day the
Waterfront Industry Commission was abolished, port stevedoring companies offered employment to
those people they felt were needed to service the ships, and the balance, roughly 50 per cent of the
previous workforce, were paid redundancy. Further staff reductions occurred subsequently, together
with major changes in the basis of remuneration, so that today most New Zealand ports pay the
same rate of remuneration whether the work is performed in ‘normal working hours’ or not. The
consequence has been that ship turn-around times have fallen dramatically. In Tauranga, for
example, it used to take 12 or 13 days, working only ‘normal working hours’, to load a 27,000 cubic
metre cargo of logs onto a vessel, and it took 44 men to do the job. Today, it takes about 30 hours,
working around the clock, and takes only four men. Not so long ago, Mr Hugh Fletcher, managing
director of one of New Zealand’s largest companies, observed that, while it used to cost as much to
move a tonne of newsprint across the wharf in Tauranga as it did in Sydney, now it costs only about
25 per cent of the Sydney cost. Not all reductions in cost and manning have been quite so dramatic,
but all have been substantial.

Corporatisation to privatisation
The logic of corporatisation suggested that even better results might be obtained from privatisation,
which would remove the residual scope for political interference, expose the SOEs to the disciplines



of private-sector monitoring, and make control contestable. Privatisation began in 1987 and by mid-

1995 a total of 27 privatisations had raised NZ$13-2 billion in asset sales. About 15 SOEs remain,
though one of the largest of these, the Forestry Corporation, has been put up for sale within recent
weeks, and another, the Electricity Corporation, has been divided into two units which will start to
compete with each other from 1 October 1996.

Two features distinguish the privatisation experience in New Zealand from that in some other
countries. First, the Government resisted pressure to favour particular bidders or categories of
bidders, or to exclude foreign bidders. The policy was that the assets being sold were the property
of taxpayers generally, and for this reason it was important to sell them for the best possible price
on behalf of taxpayers. No attempt was made therefore to use privatisation to build a political
constituency for a ‘share-owning democracy’, lest the assets had to be sold below their top market
price to achieve this result and taxpayers lose out as a consequence.

Second, there was great reluctance to privatise any government-owned corporation which was
not already operating in a contestable market at the time of privatisation. This reluctance related, of
course, to a recognition that, were a government-owned monopoly to be privatised, a heavy-handed
regulatory framework would be necessary to prevent that private monopoly exercising its power to
achieve super profits. Thus, Air New Zealand was not privatised until the domestic skies had been
deregulated, and Telecom was not privatised until the telecommunications industry had been
opened up to competition. With a few minor exceptions, privatisation has, as a consequence of this
approach, not been accompanied by regulation over and above that provided under the Commerce
Act.

Privatised corporations have generally performed well, and probably none more ‘visibly’ than
Telecom. Since privatisation in 1990, Telecom has increased after-tax profits from NZ$257 million
(in the year to March 1990) to NZ$717 million in the year to March 1996, has reduced the real
prices of telephone services to households by an average of more than 21 per cent (and to
businesses by 28 per cent), and has hugely improved the range and quality of its service to

consumers. It now has a higher proportion of digital-quality lines (98-8 per cent) than in any other
telephone system in the world except Hong Kong and, together with its competitors, has created a
situation where businesses feel better about the quality of telecommunications in New Zealand than
do businesses in any other country.

Macro-Reforms

vi  Fiscal policy

In macro-economic policy, many of the changes in micro-policy which have already been described
had an important impact — policies of corporatisation and privatisation, for example, helped to
reduce fiscal expenditure both directly, through removing the need for regular injections of funding
to offset operating losses, and indirectly, through reducing debt service expenditure below the level
otherwise required. The abolition of subsidies for agriculture and industry, and the efficiency gains
arising from the Public Finance Act, all helped contain the fiscal deficit. Even the tax reforms,
widely seen as involving mainly a reduction in income tax rates, assisted because offsetting the
reduction in tax rates was a major broadening of the tax base, through the removal of virtually all
tax avoidance opportunities. As a consequence, the fiscal deficit, which reached nearly 7 per cent of
GDP in 1983/84 as the reform programme began, was gradually reduced so that by 1989/90 it was

down to just 1-3 per cent of GDP.

But there was still an incipient fiscal problem. Many types of government expenditure
continued to grow so that total government spending was over 41 per cent of GDP at the beginning
of this decade, somewhat higher than the ratio in the mid-1980s. The reduction in the deficit in the
late 1980s had been accomplished in part by cutting subsidies to agriculture and industry and by
efficiency gains in the core public sector, but to a significant extent by increased taxation. With the
subsidies gone and the step-adjustment in public sector efficiency already won, the continuing rise



in, particularly, government expenditure on transfer payments, health and education was threatening
to increase the deficit again or require increased taxation.

The National Government that won office in late 1990 thus inherited increasing levels of state
spending, public debt rising towards 52 per cent of GDP (in 1992), and a budget deficit projected to
reach 5 per cent of GDP. New Zealand’s credit rating, which had already slipped over the 1980s to
AA despite all that had been accomplished, and which was downgraded to AA- very early in 1991,
would almost certainly have dropped to A+ had action not been taken to contain the growth of
spending. This was certainly a major motivation behind the reduction in the rates of some benefits
in December 1990. Somewhat later, Ruth Richardson, the Minister of Finance, began work on a
legal framework to promote sound fiscal policies, to provide incentives to consider the long-term as
well as the short-term consequences of spending decisions, and to remove from future generations
the burden of the cost of consumption of the present generation by reducing public sector debt. This
legislation was picked up and strengthened by the new Minister, Bill Birch, in late 1993 and he,
with Ruth Richardson, by this time Chair of the Parliamentary Finance and Expenditure Committee,
guided the Fiscal Responsibility Bill through to enactment in 1994,

Principles of responsible fiscal management

The Act specifies five principles of responsible fiscal management. These are the requirement to:

. achieve a prudent level of public debt;

. once achieved, maintain public debt at a prudent level,

. achieve and maintain levels of Crown net worth that provide a buffer against adverse shocks;
. manage prudently the risks facing the Crown; and

. provide a reasonable degree of stability and predictability on future tax rates.

As well as prescribing these guidelines, the Act requires governments to publicise regularly the
present and projected budgetary position. An annual Budget Policy Statement must be presented to
Parliament before 31 March, well before the deadline for the budget. By presenting the
Government’s intentions for the current budget and for the longer term in the light of the five
principles of prudent fiscal management, the Statement helps direct attention away from immediate
budgetary pressures and towards the long-term consequences of current policy. A Fiscal Strategy
Report at budget time compares actual economic and fiscal information with the intentions set out
in the Budget Policy Statement and also with projections based on current policies up to 10 years
ahead. Finally, Parliament receives regular economic and fiscal updates. The Policy Statement,
Strategy Report and the update tabled at budget time are scrutinised by Parliament’s Finance and
Expenditure Committee.

The Fiscal Responsibility Act does not define ‘a prudent level of debt’. Indeed, it does not tie
the hands of government at all. Governments can depart temporarily from the five principles of
responsible fiscal management, but the Act requires that the reasons for such departure must be
clearly stated, together with an explanation of how and when a return to compliance is expected to
be accomplished. Essentially, the Act requires ‘transparency’. In other words, it requires
government to be honest with the public about the longer-term implications of current budget
decisions. In this way, it is a powerful influence favouring fiscally responsible behaviour. It is not
coincidental that, less than two years after enactment, the Government has been able to announce
the tax cuts of 1996 and 1997 and to confirm that these cuts appear consistent with on-going fiscal
surpluses and the ratio of government debt to GDP falling below 30 per cent over the next year. The
principles of the Act are to be applied to local government.

vii  Monetary policy

Prior to 1984, New Zealand’s inflation record had been amongst the poorest in the OECD — not bad
by Latin American or East European standards, but poor nonetheless, with inflation above 10 per
cent per annum every year through most of the 1970s and early 1980s. The Reserve Bank operated
under legislation which required it to consider all manner of real economy objectives and to



implement the day-to-day monetary decisions of government. Over the three decades to the mid-
1980s, the Bank was clearly among the ‘least independent’ of central banks, and had an inflation
performance to match.

The new Government which came to power in 1984 was determined to eliminate inflation and
directed the Bank to achieve that end. It was also keen to put an end to the cynical manipulation of
monetary policy for political purposes — manipulation which often succeeded in getting the
Government re-elected, but only at the cost of serious damage to the economy. In Roger Douglas’s
terms, he was keen to ‘Muldoon-proof” monetary policy. Accordingly, he asked the Bank and the
Treasury to prepare new legislation appropriate to a modern understanding of what monetary policy
can actually deliver. The Reserve Bank of New Zealand Act 1989 was the result.

The Reserve Bank of New Zealand Act 1989

This remarkable piece of legislation has no exact parallels anywhere else in the world. Its key

principles are:

. While monetary policy does affect the rate of inflation, it cannot be used to engineer a
sustainably faster rate of economic growth or a sustainably higher level of employment.

. In these circumstances, the most sensible rate of inflation for monetary policy to target is
price stability, since any other rate of inflation involves both social and economic cost. Hence,
Section 8 of the Act gives monetary policy the sole task of ‘achieving and maintaining
stability in the general level of prices’.

. In a democracy, it is appropriate for the elected government, not bureaucrats, to define
‘stability in the general level of prices’, and indeed to override that objective if it so chooses.
Hence, Section 9 requires a written Policy Targets Agreement to be signed between Minister
of Finance and Governor (the well-known 0 to 2 per cent inflation target), which Section 12
allows the Government to override by Order in Council if desired.

. But having specified the objectives, the Government should leave the Bank to implement
policy without interference from Government, Treasury, or anybody else.

. With operating independence should go accountability, in the form of a statutory obligation to
report to Parliament at least six-monthly, and an ability for the Governor to be dismissed for
‘inadequate performance’ under the Policy Targets Agreement. (In the New Zealand model,
the Policy Targets Agreement is signed by the Governor personally, and it is the Governor
who ultimately carries full responsibility for monetary policy — because, as | was told by the
Minister when the legislation was being drafted in 1989, the Government did not feel it would
be feasible to fire the whole Bank!)

. Since uncertainty entails costs, the objective of monetary policy, and the modus operandi of
policy implementation, should be as open and transparent as possible.

Once again, the key is transparency. Indeed, chronologically it was the transparency in the Reserve
Bank Act which inspired the idea of attempting something similar for fiscal policy. The
Government’s hands are tied only by the need to make policy intentions absolutely unambiguous to
the public — surely a fundamentally sound principle.

Success of the monetary framework
The framework has proved very successful. Inflation has been steadily reduced and, as already
mentioned, price stability as defined in the current Policy Targets Agreement has been maintained
with scarcely a break for almost five years. Inflationary expectations have also been sharply
reduced — as most vividly seen in long-term bond yields which have been consistently lower than
those in, for example, Australia for some years, and lower than those in the United Kingdom also
for most of the last four or five years.

The framework has also been one factor in the trend to much improved fiscal performance —
the Government has understood that, for any given inflation target, an easing of fiscal policy
involves some tightening of monetary policy. In the 1990 election campaign, the National



Opposition promised the public lower interest rates if elected — not by interfering with the
implementation of monetary policy but by ‘giving monetary policy some mates’, in the form of
tighter fiscal policy and labour market deregulation. The desire to see an easing in monetary policy
was undoubtedly one factor in the expenditure reductions subsequently approved by the new
Government, while over 1995 the Government repeatedly made it clear that one of the pre-
conditions of tax cuts in 1996 and 1997 was that these cuts should not necessitate a significant
tightening of monetary policy.

The reform of the monetary policy framework was one of the most important elements in the
whole reform programme, and it is significant that the legislation which established it was passed
by Parliament with the support of Government and Opposition, without a single vote being
registered against it.



Chapter 5
Where to from here?

There is clearly scope for further reform, despite the very substantial progress which has been made
over the last 12 years. Government still owns major trading activities which could, in principle, be
privatised — New Zealand Post, the Electricity Corporation (and its progeny, Contact Energy), and
the Accident Rehabilitation Compensation and Insurance Corporation (ACC), to name just three.
Labour market legislation, while substantially more conducive to employment creation than that in
many other countries, nevertheless leaves an activist Employment Court reaching decisions which
can hardly fail to discourage employers from hiring new staff. In 1994, the provisions of the
Minimum Wage Act 1991 were extended to young people. The Employment Contracts Act does not
permit employers and employees to opt for at-will employment contracts. We continue to operate in
the conviction that monopoly exporters of dairy products, apples and kiwifruit give farmers and
growers better returns than competitive exporters. There are some disturbing patterns emerging in
the way in which some local authorities are using the provisions of the Resource Management Act
(environmental protection legislation). And there can be little doubt that further reform in the areas
of income support, education and health-care would yield considerable benefits — personal, social,
fiscal and economic.

But what is the likelihood of further reform? Does New Zealand have what Hayek would have
called a ‘constitution of liberty’? In other words, do the recent reforms amount to a new settlement
governing the boundaries between state and society, one that maximises individual freedom under
the law? Or could they quite quickly be reversed?

It is not appropriate for me to provide a detailed commentary on the New Zealand political
scene, or the platforms of individual parties. But allow me some non-partisan observations.

Public support for reforms

First, | believe it is encouraging that there is little public enthusiasm for reversing many of the
reforms of the past decade: farmers do not want to return to subsidies; manufacturers do not want to
return to high protection; travellers do not want to return to a single monopoly airline; shoppers do
not want to go back to restricted shopping hours; nobody wants to go back to six-month waiting
lists for a telephone; nobody favours a return to the old government department culture; virtually
nobody advocates a return to compulsory unionism; surveys suggest that an overwhelming majority
of people are satisfied or very satisfied with their jobs, their job security, and their terms and
conditions of employment. There is general support for the Fiscal Responsibility Act, even though
there is some disagreement about the details. Even among farmers and manufacturers — those most
adversely affected by the last two years of monetary policy tightness — there is no enthusiasm for
allowing inflation off the leash, and the overwhelming majority of the members of the present
Parliament support not only low inflation but also the framework established by the Reserve Bank
Act 1989.

There is much less agreement on some aspects of the tax reforms, or the changes to income
support, education and health-care arrangements. While, as already noted, most people do not
believe that they themselves have been adversely affected by the Employment Contracts Act, and
indeed surveys suggest that most people agree that that Act has been of benefit to the economy,
there is quite a widespread view that the legislation was in some way ‘unfair’, and gave employers
an unreasonable advantage vis-a-vis employees. There is quite widespread concern about the extent
of foreign investment in New Zealand, with many people worried that foreign ownership of many
large institutions and companies represents a ‘loss of sovereignty’ and a threat to our future
prosperity.

Perhaps, after all, Perigo was partly right when he said that New Zealand was ‘a country
reformed by Hayekians, run by pragmatists and populated by socialists’? My own hunch is that,
probably in common with the citizens of other Western countries, New Zealanders accept that
socialism does not work in the economy, but remain wedded to the welfare state and a Fabian



notion of ‘fairness’. The 1995 and 1996 budgets both included quite significant increases in public
spending on health and education, and there is no evidence whatsoever that the tax-transfer system
has lost any of its legitimacy. New Zealanders still instinctively regard the state as the primary, if
not the only, supplier of welfare services of all kinds. It is interesting in this regard that there was
considerable public anger at some aspects of the design of the 1996 and 1997 tax cuts: these had
been deliberately intended to increase the incentive for those with relatively few skills to seek
employment by providing tax reductions for those in employment but few additional advantages to
those on benefits. The notion that those on benefits should not get at least the advantage of those in
employment was viewed critically by many.

Government failure to explain benefits of reform
I suspect that current public attitudes also reflect a failure on the part of successive governments and
their policy advisers to explain adequately what the benefits of the reform programme are. There
has been a failure to explain clearly the benefits for New Zealanders of foreign investment in New
Zealand, which has allowed critics to suggest that the open-door policy should be changed so that
only foreign investment which benefits New Zealanders should be allowed. There has been a failure
to explain the benefits of a less regulated labour market for those who, without that liberalisation,
could well have remained unemployed. There has been a failure to explain the benefits of a flatter
income-tax scale without tax avoidance opportunities, for economic growth and even for the
revenue benefit.! There has been a failure to explain the benefit of a more decentralised education
system, or of the equity benefits of requiring tertiary students to contribute a modest 25 per cent of
their tuition. There has certainly been a failure to explain the benefit — or even the purpose — of the
restructured hospital system. There has been a failure to debunk the myth that the reform
programme of the last decade has simply further enriched those who were already rich before the
reforms began,2 or the myth that the reform programme has given New Zealand a more unequal
income distribution than Australia or the UK. There has been a failure to explain that, at the end of
1984, finance ministers in six OECD countries — New Zealand, Australia, Spain, France, Sweden
and the UK — were strong and effective advocates of liberalisation, and all but one of these was a
member of a left-of-centre government.3

But, lest anybody think that I am blaming others for this failure, there has also been failure in
the area for which | myself have major responsibility. It is true that recent market research suggests
that some 73 per cent of New Zealanders support low inflation being the Reserve Bank’s objective,
and 63 per cent believe, despite recent tight monetary policy, that the Bank has been doing a good
job in delivering that objective. But I strongly suspect that if asked a slightly different question, a
majority of New Zealanders would favour the Bank’s using monetary policy also to encourage
growth, reduce unemployment, and maintain the exchange rate at a level which helps exporters. My
colleagues and | have failed to explain sufficiently convincingly that, while we too strongly support
growth, employment and export competitiveness, these are not objectives which monetary policy

1 Contrary to popular belief, the New Zealand income tax structure remains quite progressive. Under the present
tax régime, that is, prior to the tax reductions scheduled to take effect from 1 July 1996, a person with a non-
earning spouse and two young children who earns NZ$20,000 pre-tax is liable for a net NZ$777 in income tax
(after adjusting for the impact of the Family Support scheme, which is a kind of negative income tax introduced
to offset the regressive impact of GST). A person with five times the pre-tax income (NZ$100,000), and the
same family circumstances, is liable for income tax of NZ$30,221, almost 39 times the liability of the low-
income earner. After the tax reductions scheduled for 1 July 1996 and 1 July 1997, the person earning
NZ$20,000 in those family circumstances will actually be in receipt of a net NZ$2,038 from the tax department,
while the person earning NZ$100,000 will be paying NZ$27,870 in income tax.

2 Although no wealth statistics exist in New Zealand, it seems very likely that the wealthy New Zealanders of the
early 1980s were highly protected manufacturers, owners of large farms, owners of extensive holdings of
commercial property, and those lucky enough to have inherited import licences. The reform programme
substantially disadvantaged all of those groups.

3 ‘Economic Reform: New Zealand in an International Perspective’, a speech by David Henderson to the
Wellington Chamber of Commerce, 28 November 1995.



can actually deliver, other than transitorily, and only then at cost to the long-term performance of
the economy.

Similarly, we have failed to disabuse many New Zealanders of the notion that the framework
established by the 1989 Act gives the Bank and its Governor enormous and unfettered power to
thwart the will of Parliament, so that critics of the framework can damn it as somehow
undemocratic. The reality, of course, is that nothing could be further from the truth: the objective of
monetary policy is unambiguously determined by Parliament in the New Zealand framework, and
the Governor is held accountable for his performance in achieving that objective. We should have
worked harder to make that reality clear.

The best security against the reversal of recent reforms is to continue with reform in order to
encourage growth and employment, and to provide increasing opportunities for the unskilled and
those on low incomes to raise both their skills and their incomes. Further reform would allow the
market order to continue demonstrating its superiority as a generator of wealth and prosperity. At
the end of the day, it is actual growth and prosperity, not ideas about the market, that maintain
popular support for a free society.



