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PREFACE 

This Research Paper consists of two essays addressed to 
a number of topical issues in the areas of fiscal policy and 
taxation reform in New Zealand. Although many of the 
previously published Research Papers reflect the rela­
tively technical nature of much economic and econome­
tric research, especially in the model building field, the 
Bank has also endeavoured to use the Papers as a vehicle 
for disseminating analysis and promoting discussion of 
various aspects of macroeconomic policy. The two studies 
in this present Paper fall into this latter category. 

The first essay on fiscal policy initially summarises the 
results of earlier research in this area and then discusses 
the need for additional information if the analysis of fiscal 
policy is to be improved in the future. The paper goes on 
to discuss a number of analytical issues of relevance to the 
assessment of the performance of fiscal policy in New 
Zealand, including the significance of the various schools 
of theoretical thought (Keynesian, monetarist and the so 
called new classical schools). In an attempt to examine the 
inter-relationship of monetary and fiscal policy, the essay 
considers the problem of the appropriate way in which to 
finance the fiscal deficit before borrowing and the need to 
match the available macro-economic instruments with the 
ultimate objectives of economic policy. Some comments 
are then offered on the role for fine tuning vis-a-vis the case 
for more stability in the policy settings. 

Although the paper acknowledges the considerable 
difficulties in arriving at a satisfactory mix of fiscal and 
monetary policies, especially given the availability of 
different theoretical approaches which suggest rather 
different macroeconomic management styles, it is sug­
gested that there does appear to be both a theoretical and 
an empirical presumption in favour of less policy va­
riability than New Zealand has experienced over the past 
decade. The paper advocates the case for pursuing 
medium term objectives in as consistent and phased a 
manner as external shocks permit; and so avoid major 
short term shifts in the direction of policy. Private sector 
adjustment, such as to the problems of external shocks, 
seems most likely to be assisted by a set of Government 
policies about which the private sector is well informed 
and is confident will be maintained. 

The second essay in this Research Paper was prepared 
by Mr B.D. White and addresses the question of taxation 

reform. Mr White sets out in summary fashion some of the 
basic objectives and principles of importance with respect 
to the New Zealand taxation system. He then goes on to 
examine in broad terms the appropriateness of the present 
income tax base and the possibility of utilising more 
actively an expenditure tax base. There is some analysis of 
the relative advantages and disadvantages of different 
approaches to taxation together with a brief discussion of 
the possibilities for altering the tax rate structures. 

The paper emphasises particularly the need to be clear 
about the fundamental objectives and principles which 
should underlie a sound tax system and the need to 
identify an appropriate tax base. It is suggested that an 
expenditure tax might have some advantages compared 
with an income tax and, moreover, that the structure of tax 
rates needs further examination to ensure that it meets the 
community's objectives with respect to not only redis­
tribution of income but also incentive effects. The paper 
also elaborates the case in favour of indexing the tax 
system to allow for changes in the rate of inflation. Indeed, 
one of the most pressing arguments in favour of broader 
taxation reform is the distortions which have arisen under 
the present system as a result of inflation. As the Bank has 
pointed out elsewhere, this suggests particularly the need 
to introduce an appropriate form of inflation adjusted 
accounting and to alter the tax treatment of interest 
received and paid to allow for the inflation component in 
interest (which essentially represents a capital adjustment 
rather than an income or expenditure item). 

The Bank has a number of other research projects in 
progress which should in time lead to the publication of 
Research Papers on such issues as the impact of external 
shocks on the New Zealand economy and the policy 
responses to these; the nature of wage inflation in New 
Zealand and an anlaysis of the related policy issues; and 
further work on the role of money and monetary policy 
within the New Zealand economy. 

As is usual with Research Papers published by the Bank, 
the views expressed are those of the authors and do not 
necessarily represent those of the Bank. 

November 1981. R.S. Deane. 



REFLECTIONS ON FISCAL POLICY 

— R.S. Deane — 

I N T R O D U C T I O N 

T h i s p a p e r d i s c u s s e s a n u m b e r o f i s s u e s r e l a t i n g t o t h e 
r o l e o f f i s c a l p o l i c y i n m a c r o e c o n o m i c d e m a n d m a n ­
a g e m e n t . T h e c h o i c e o f t h i s t o p i c , w i t h i t s e m p h a s i s o n t h e 
s t a b i l i s a t i o n a s p e c t s o f f i s c a l p o l i c y , r e f l e c t s a v i e w t h a t i f 
N e w Z e a l a n d i s t o a c h i e v e m o r e s a t i s f a c t o r y r a t e s o f 
e c o n o m i c g r o w t h s u b j e c t t o w h a t h a s p r o v e n t o b e a 
p e r s i s t e n t e x t e r n a l c o n s t r a i n t , t h e n t h e m a j o r c o n t r i b u t i o n 
p o l i c y m a k e r s c a n m a k e t o t h i s a i m w o u l d b e t o a c h i e v e a n 
i m p r o v e d m i x o f m a c r o e c o n o m i c p o l i c i e s i n t h e m o n e ­
t a r y , f i s c a l a n d e x c h a n g e r a t e a r e a s , a s w e l l a s e a s i n g 
p r o t e c t i o n , r e d u c i n g s u b s i d i e s , a n d g e n e r a l l y m o d e r a t i n g 
m a r k e t r i g i d i t i e s . 

T h e c h o i c e o f i s s u e s i s n e c e s s a r i l y l i m i t e d b y t i m e a n d 
s p a c e c o n s i d e r a t i o n s . T h e p a p e r f i r s t d i s c u s s e s s o m e o f t h e 
f a c t s o f t h e m a t t e r a n d t h e n , w i t h t h e D a n k s R e p o r t 2 a n d 
t h e o p e n G o v e r n m e n t d e b a t e i n m i n d , e x a m i n e s t h e a b -

' s e n c e o f f a c t s w h i c h c o u l d b e , a n d s h o u l d b e , m a d e 
a v a i l a b l e b y t h e a u t h o r i t i e s . F i s c a l p o l i c y , l i k e o t h e r a r e a s 
o f e c o n o m i c p o l i c y , h a s i t s s h a r e o f m e a s u r e m e n t p r o b ­
l e m s a n d t h e s e a r e t o u c h e d u p o n i n t h i s s e c t i o n o f t h e 
p a p e r . 

W i t h t h i s e m p i r i c a l b a c k g r o u n d i n m i n d , t h e p a p e r t h e n 
a d d r e s s e s s e v e r a l m o r e f u n d a m e n t a l c o n c e p t u a l i s s u e s . 
T h e r e c e n t v i s i t o f F r i e d m a n t o N e w Z e a l a n d r e m i n d e d u s 
t h a t t h e r e s t o f t h e w o r l d w o r r i e s a b o u t m o n e t a r i s m , a n d 
f o r t h i s r e a s o n i t s e e m s u s e f u l t o s a y a l i t t l e a b o u t t h e 
r e l e v a n c e o f t h e m o n e t a r i s t v e r s u s K e y n e s i a n d e b a t e t o 
t h e N e w Z e a l a n d s i t u a t i o n . B e c a u s e t h e l i n k a g e b e t w e e n 
m o n e t a r y a n d f i s c a l p o l i c y a r i s e s p a r t l y b e c a u s e o f t h e 
n e e d t o f i n a n c e t h e b u d g e t d e f i c i t b e f o r e b o r r o w i n g , t h e 
p a p e r t h e n g o e s o n t o d i s c u s s t h e b r o a d e r p o l i c y i m ­
p l i c a t i o n s o f t h i s f i n a n c i n g r e q u i r e m e n t . T h i s l e a d s t o a 
d i s c u s s i o n o f t h e n e e d t o m a t c h p o l i c y i n s t r u m e n t s t o 
e c o n o m i c o b j e c t i v e s . T h i s t o p i c i s i n t u r n r e l a t e d t o t h e 
q u e s t i o n o f w h e t h e r m a c r o e c o n o m i c p o l i c i e s s h o u l d b e 
d i r e c t e d t o w a r d s s h o r t t e r m o b j e c t i v e s , l e a d i n g t o a c a s e 
f o r f i n e t u n i n g , o r w h e t h e r i t i s o n l y p o s s i b l e t o p u r s u e 

o b j e c t i v e s w i t h a m e d i u m t o l o n g e r t e r m h o r i z o n i n m i n d . 

I f t h e s t a b i l i s a t i o n r o l e o f f i s c a l p o l i c y i s t o b e b e t t e r 
u n d e r s t o o d , t h e r e i s a n e e d t o h a v e a v a i l a b l e c o m ­
p r e h e n s i v e b a s i c d a t a ; t o d r a w u p o n a p p r o p r i a t e e c o n ­
o m i c t h e o r y ; t o u s e s o u n d e c o n o m i c a n a l y s i s ; a n d t o 
b e n e f i t f r o m t h e l e s s o n s o f h i s t o r y . T h e f o l l o w i n g s e c t i o n s 

o f t h e p a p e r a d d r e s s s o m e o f t h e s e m a t t e r s . 3 

1 This paper was prepared as background material for an address to the 
Annual Residential Conference of the New Zealand Association of 
Economists, Dunedin, August 1981, Dr Deane is Chief Economist of 
the Reserve Bank of New Zealand. The views expressed in this paper 
are his own and do not purport to represent those of the Bank. The 
assistance of D. Grindell and M. Swinburne in preparing the tables 
and model simulation results is gratefully acknowledged. 

2 Towards Open Government. Report of the Commit tee on Official 
Information (the Danks Report), Government Printer. Wellington. 
1981. 

3 However, the paper does not address broader issues related to 
allocation and distribution, such as public/private sector efficiency, 
incentive/disincentive effects of the taxation system, relative size of 
the Government sector, etc. 

S O M E F A C T S O F T H E M A T T E R 

B y w a y o f e s t a b l i s h i n g s o m e e m p i r i c a l b a c k g r o u n d f o r 
t h e l a t e r d i s c u s s i o n o f t h e a n a l y t i c a l i s s u e s , i t m a y b e u s e f u l 
t o s u m m a r i s e t h e s a l i e n t f e a t u r e s o f t h e e v i d e n c e w h i c h 
h a s e m e r g e d f r o m p r e v i o u s s t u d i e s o n f i s c a l p o l i c y . 4 

1 . S u r p r i s i n g a s i t m a y s e e m t o t h o s e w h o c o n c e n t r a t e 
a t t e n t i o n u p o n c o n v e n t i o n a l m e a s u r e s o f t h e b u d g e t 
d e f i c i t , t h e n e t e f f e c t o f G o v e r n m e n t b u d g e t t r a n ­
s a c t i o n s i n a l l b u t s i x o f t h e p a s t t w e n t y o n e y e a r s w a s 
t o w i t h d r a w f u n d s f r o m t h e p r i v a t e s e c t o r , t h e s e 

w i t h d r a w a l s t e n d i n g h o w e v e r t o b e o f f s e t b y a 
c o m b i n a t i o n o f R e s e r v e B a n k a n d o v e r s e a s t r a n ­
s a c t i o n s . 

2 . U n t i l 1 9 7 4 / 7 5 , t h e a d j u s t e d d e f i c i t b e f o r e b o r r o w i n g 
e x h i b i t e d r e m a r k a b l y s m a l l f l u c t u a t i o n s , t e n d i n g t o 
b e a r e l a t i v e l y l o w p e r c e n t a g e o f G N P o v e r a l e n g t h y 
p e r i o d . T h e n e t w i t h d r a w a l s o f f u n d s b y f i s c a l 
m e a n s , a s r e f l e c t e d i n t h e a d j u s t e d i n t e r n a l b a l a n c e , 
r e s u l t e d p r i m a r i l y f r o m i n v o l u n t a r y G o v e r n m e n t 

d o m e s t i c b o r r o w i n g . 

3 . F r o m 1 9 7 4 / 7 5 o n w a r d s , t h i s p a t t e r n a l t e r e d s h a r p l y 
a n d , i n t h e f a c e o f a n e x c e p t i o n a l l y l a r g e e x t e r n a l 
d e f i c i t , G o v e r n m e n t f i s c a l o p e r a t i o n s w e r e c h a r a c ­
t e r i s e d b y s u b s t a n t i a l s w i n g s i n p o l i c y . 

4 . T h e s e f l u c t u a t i o n s b e g a n w i t h t h e l a r g e b u d g e t 
d e f i c i t s o f 1 9 7 4 / 7 5 a n d 1 9 7 5 / 7 6 , d e s i g n e d t o i n s u l a t e 
t h e d o m e s t i c e c o n o m y f r o m t h e f u l l i m p a c t o f t h e 
o v e r s e a s d e f i c i t ; c h a n g e d t o a m u c h t i g h t e r s t a n c e i n 
t h e n e x t t w o y e a r s , d u r i n g w h i c h t i m e e c o n o m i c 

a c t i v i t y m o v e d i n t o a s u b s t a n t i a l r e c e s s i o n a n d u n ­
e m p l o y m e n t i n c r e a s e d s h a r p l y ; a n d t h e n r e v e r t e d 
a g a i n i n 1 9 7 8 / 7 9 t o a n e x p a n s i o n a r y p h a s e t o h e l p 
g e t t h e e c o n o m y m o v i n g d e s p i t e t h e p e r s i s t e n c e o f 
t h e f o r e i g n d e f i c i t a n d a h i g h i n f l a t i o n r a t e . T h i s 
s t a n c e w a s m o d e r a t e d i n t h e n e x t t w o y e a r s a l t h o u g h 
a s a p r o p o r t i o n o f G D P t h e d e f i c i t w a s o n a h i g h e r 
p l a t e a u t h a n i n . e a r l i e r y e a r s . T h e c u r r e n t y e a r , 

1 9 8 1 / 8 2 , i s w i t n e s s i n g a n o t h e r e x p a n s i o n a r y p h a s e 
i n f i s c a l p o l i c y w h i c h h a s b e c o m e t y p i c a l o f e l e c t i o n 

y e a r s . 

5 . A s w o u l d b e e x p e c t e d , , t h e s e s w i n g s i n t h e b u d g e t 
o u t c o m e w e r e a c c o m p a n i e d b y s i z e a b l e f l u c t u a t i o n s 
i n g r o w t h r a t e s o f t o t a l G o v e r n m e n t e x p e n d i t u r e 

a n d r e v e n u e , a n d a l s o i n a s s o c i a t e d f l u c t u a t i o n s i n 
t h e g r o w t h r a t e s o f t h e m o n e t a r y a n d c r e d i t a g ­
g r e g a t e s . 

6 . A s a r e s u l t o f w i d e s p r e a d e x p l i c i t o r i m p l i c i t i n ­
d e x a t i o n a r r a n g e m e n t s w i t h r e s p e c t t o s u b s t a n t i a l 
c o m p o n e n t s o f b o t h e x p e n d i t u r e a n d r e v e n u e , 
e s p e c i a l l y G o v e r n m e n t s a l a r i e s a n d w a g e s , s o c i a l 

4 See for example R.A. Buckle and S.L. Snively, The Budget Impact on 
Aggregate Demand and the Money Supply. Discussion Paper No. 24, 
New Zealand Institute of Economic Research, Wellington, 1979; 
R.S. Deane and R.G. Smith, The Stabilisation Role of Fiscal Policy. 
New Zealand Planning Council, Planning Paper No. 5, Wellington, 
April 1980; and a derivative of the latter. The Principles and Practice 
of Fiscal Policy, R.B.N.Z. Bulletin, Vol. 43, No. 10, November, 1980. 



welfare benefi ts a n d t axa t ion , la rge e l e m e n t s o f 
G o v e r n m e n t act ivi ty n o w a s s u m e s a n a u t o m a t i c 
cha rac t e r . In p rac t i ce , it has t u r n e d ou t a t t imes t h a t 
a n unwi l l i ngness to d e p a r t f rom these a r r a n g e m e n t s 
has left the scope for d i s c r e t i ona ry fiscal pol icy 
a d j u s t m e n t s s o m e w h a t l im i t ed . 5 

7. E c o n o m e t r i c work in t he fiscal a r e a 6 has r evea led 
s o m e lengthy lags in the p rocess of e c o n o m i c a d ­
j u s t m e n t , wi th the mul t ip l i e r s for G o v e r n m e n t ex­
p e n d i t u r e t ak ing a b o u t t h r ee yea r s or so to p e a k in 
the case of real G N P , a n d even longer in t he case of 
the effects on the ex t e rna l b a l a n c e a n d on d o m e s t i c 
pr ices . 

8. W h e n the re is a significant shift in the s t ance of fiscal 
pol icy, say t o w a r d s a n e x p a n s i o n a r y p h a s e , t he 
l eakage f rom the sys tem by w a y of i m p o r t s has b e e n 
s h o w n by e c o n o m e t r i c work to be pa r t i cu la r ly 
s t rong , a n d the re a r e o t h e r s ignif icant bui l t in 
s tabi l i s ing inf luences as well , such as the r e t u r n flow 
of funds to G o v e r n m e n t by w a y of h i g h e r t ax 
r e v e n u e s a n d b o r r o w i n g from cap t ive ins t i tu t ions . 

9. I n d e e d , m o d e l s i m u l a t i o n s involv ing c o n t i n u o u s 
a d d i t i o n a l in ject ions of G o v e r n m e n t e x p e n d i t u r e 
s h o w tha t after a l eng thy pe r iod (say five years ) real 
G N P m a y stabi l ise at a cons is ten t ly h i g h e r level, 
par t ly b e c a u s e the w i t h d r a w a l of funds t h r o u g h the 
overseas sector c a n grow to exceed the ne t 
G o v e r n m e n t inject ion: 

10. T h e d o m i n a n c e of ex t e rna l even t s in exp la in ing 
b o t h d o m e s t i c e c o n o m i c g rowth a n d the ne t ou t ­
c o m e of fiscal t r an sac t i ons m e a n s tha t it is not easy 
to d i s en t ang le the effects of the b u d g e t on the 
d o m e s t i c e c o n o m y a n d vice versa . T h e r e is cer ta in ly 
significant ev idence t h a t c h a n g e s in fiscal policy 
h a v e at t imes been incons i s ten t wi th the s tab i l i sa t ion 
object ive , i.e. they h a v e b e e n p r o r a t h e r t h a n c o u n t e r 
cyclical , bu t different m e a s u r e s of fiscal i m p a c t a n d 
different t ime pe r iods t end to tell r a t h e r different 
s tor ies . 

11. S o m e s tudies h a v e sugges ted tha t the s t ance of fiscal 
pol icy has too of ten b e e n a l t e red in r e sponse to an 
ove r - r eac t i on in s o m e i m m e d i a t e l y p r e c e d i n g pe ­
r iod, a n d this c o n s i d e r a t i o n t a k e n toge the r with the 
long a n d v a r i a b l e lags involved , raises s o m e p r e ­
s u m p t i o n in f avour of less var iab i l i ty in t he s tance of 
fiscal pol icy wi th m o r e a t t en t ion be ing pa id to 
m e d i u m t e rm r a t h e r t h a n shor t t e rm objec t ives . 7 

I n d e e d , the mul t ip l i e r effects a re so long tha t the 
i m p a c t of a fiscal c h a n g e can easily s p a n m o r e t h a n 
o n e cyclical pe r iod a n d , m o r e o v e r , the mul t ip l ie rs 
differ s ignif icantly a c c o r d i n g to the p h a s e of the 
cycle in which the c h a n g e occurs . T o c o m p l i c a t e 
m a t t e r s fur ther the mul t ip l i e r effects o n b o t h G N P 

5 Although the split between 'automatic ' and 'discretionary' elements 
in the budget is a matter of some interest in its own right, it is not an 
issue considered in this paper partly because of data problems and 
partly because it has been discussed elsewhere (see R.S. Deane and 
R.G. Smith, op cit). 

6 See particularly R.S. Deane (ed.), A New Zealand Model: Structure, 
Policy Uses and Some Simulation Results, R.B.N.Z. Research Paper 
No. 8, Wellington, November , 1972 and Penny Joseph, Multiplier 
Analysis of Model VIII, in R.B.N.Z. Research Paper No. 28, Wel­
lington, December, 1978. 

7 In New Zealand the case for less variability in the stance of fiscal 
policy has been advocated in Deane and Smith, op cit, and G.H.T. 
Morgan and E. Haywood. The External Constraint and Economic 
Policy: The Case of N.Z., R.B.N.Z. Discussion Paper No. G77 /2 , 
1977. 

a n d the b a l a n c e of p a y m e n t s c a n be s t r o n g a n d of 
differ ing d i r ec t i on ; a c o n s i d e r a t i o n w h i c h is pa r ­
t icular ly i m p o r t a n t s ince t he ex t e rna l a c c o u n t s a r e 
of ten t he m a j o r cons t r a in t on m a c r o e c o n o m i c pol icy 
in N e w Z e a l a n d . 

12. Swings in fiscal pol icy h a v e i nva r i ab ly c o n t r i b u t e d 
to co - re l a t ed bu t lagged swings in t he m a j o r m o n ­
e ta ry a n d credi t agg rega te s . G i v e n the r e l u c t a n c e of 
G o v e r n m e n t s in v a r i o u s p e r i o d s to use in teres t ra te 
pol icy act ively to p r o m o t e a p p r o p r i a t e financing of 
fiscal deficits, the swings in the m o n e y s u p p l y h a v e 
s o m e t i m e s b e e n severe . A n a d h e r e n c e to a pegged 
e x c h a n g e r a t e h a s at t imes a d d e d to these difficulties, 
as has ajso the r e a d y access of t he G o v e r n m e n t a n d 
o t h e r q u a s i - G o v e r n m e n t agenc ie s ( i nc lud ing im­
p o r t a n t l y t he m a r k e t i n g o r g a n i s a t i o n s ) to cen t ra l 
b a n k f inance. 

T H E I N F O R M A T I O N G A P 

A r a n g e of s t u d i e s 8 h a s n o w m a d e c lea r t he i n a d e q u a c y 
of the c o n v e n t i o n a l b u d g e t d o c u m e n t as a vehic le for 
p r o m o t i n g a n i m p r o v e d u n d e r s t a n d i n g of the role of fiscal 
pol icy , e i the r as it has o p e r a t e d in the pas t or as it is 
i n t e n d e d to o p e r a t e in the fu ture . T h e b u d g e t s t a t e m e n t 
says r e m a r k a b l y little, at least in n u m e r i c a l t e rms , a b o u t 
the a s s u m p t i o n s for m o v e m e n t s in e c o n o m i c act ivi ty 
w h i c h u n d e r p i n t he fiscal pol icy s t ance . N o c o m p r e h e n ­
sive set of forecasts is p r e s e n t e d a n d n o i n f o r m a t i o n is 

Crov ided a b o u t the m a n n e r in wh ich the deficit be fore 
o r r o w i n g is e x p e c t e d to be financed. Acco rd ing ly , the 

m o n e t a r y i m p l i c a t i o n s of t he b u d g e t a re no t spe l t ou t , to 
say n o t h i n g of t he expec t ed i m p a c t o f the b u d g e t on the 
real e c o n o m y , inflat ion, e m p l o y m e n t , a n d the b a l a n c e of 
p a y m e n t s . Th i s is in con t r a s t to t he p rac t i ce n o w a d o p t e d 
in m a n y w e s t e r n c o u n t r i e s w h e r e official forecasts a r e 
m a d e ava i l ab l e a n d a r e wide ly d e b a t e d . 

It w o u l d no t s e e m to be difficult for t he G o v e r n m e n t to 
r e m e d y at least s o m e of these def iciencies . Both T r e a s u r y 
a n d the R e s e r v e Bank p r e p a r e c o m p r e h e n s i v e sets of 
forecasts . A l t h o u g h the re w o u l d be c o m p l i c a t i o n s in 
p u b l i s h i n g these in full, a s u m m a r y of t he ma jo r ag­
grega tes cou ld p e r h a p s usefully be re leased . A br ief a n ­
alysis of t he p u b l i c a c c o u n t s is p r e p a r e d m o n t h l y , a l th ­
o u g h i n f o r m a t i o n is on ly re leased q u a r t e r l y a n d t h e n wi th 
a s ignif icant t i m e lag. It w o u l d be a re la t ively s t ra ight ­
forward m a t t e r to spell o u t the a n t i c i p a t e d m o n e t a r y 
impl i ca t ions of the b u d g e t , at least in b r o a d t e rms , s ince 
this sort of ana lys i s is ca r r i ed ou t o n a r e g u l a r basis wi th in 
the official sec tor a l r eady . 

It m u s t b e a c k n o w l e d g e d tha t t he re a r e s o m e m e a s u ­
r e m e n t difficulties invo lved in fiscal pol icy ind ica to r s , 
pa r t i cu l a r ly w h e r e t he re is a des i re to use on ly o n e or two 
s i m p l e ind ica to r s as the p r i m a r y m e a s u r e s of fiscal i m p a c t . 
T h e inf luence of t he b u d g e t on t he e c o n o m y c a n on ly be 
sat isfactor i ly de sc r ibed wi th in the con tex t of a well 
specified, c o m p r e h e n s i v e m o d e l of t he e c o n o m y as a 
w h o l e , a p rocess w h i c h obv ious ly has its l imi t a t ions in the 
pub l i c a r e n a . P r e s e n t a t i o n of va r i ous different m e a s u r e s 
of t he b u d g e t deficit, for e x a m p l e , m a y t end to confuse 
r a t h e r t h a n i l l umina t e . 

Neve r the l e s s , t he re does s e e m to be a c o m p e l l i n g case 

8 Apart from those already cited, see M.J. Pope and D. Grindell , New 
Quarterly Data for Stabilisation Purposes, R.B.N.Z. Research Paper 
No. 15, December, 1974, and M.J. Pope, The Conceptual Basis and 
Interpretation of Data for Stabilisation Purposes, N.Z. Economic 
Papers, Vol. 5, 1971. 



for m o d i f y i n g the c u r r e n t l y p u b l i s h e d b u d g e t d a t a in such 
a w a y as to s e p a r a t e f rom the c o n v e n t i o n a l deficit be fore 
b o r r o w i n g ( B u d g e t T a b l e 2 bas is) those t r ansac t ions 
wh ich d o no t i m m e d i a t e l y i m p i n g e u p o n the p r iva t e sec tor 
(e.g. ove r seas rece ip ts a n d p a y m e n t s ) a n d to identify 
different classes of f inanc ing t r ansac t i ons , s o m e of wh ich 
r e p r e s e n t a r e t u r n flow of funds to t he G o v e r n m e n t f rom 
the p r iva t e sec tor wh i l e o t h e r s d o no t d i rec t ly affect the 
p r iva t e sec tor in the sho r t r u n (e.g. b o r r o w i n g from the 
cen t ra l b a n k or ove r seas ) . A c o m p a r i s o n of severa l i l lus­
t ra t ive b u d g e t i nd i ca to r s is g iven in t a b l e 1, f rom which it 
can be seen t h a t different s tat is t ical m e a s u r e s yie ld p o ­
tent ia l ly different i n t e r p r e t a t i o n s . 

D e s p i t e the well k n o w n def ic iencies of s ingle ind ica to r s 
such as these , t h e r e a p p e a r s to b e a p u b l i c n e e d for s o m e 
s i m p l e m e a s u r e s . T h i s b e i n g the case , it is sugges ted t h a t a 
ser ies of i m p r o v e m e n t s cou ld be effected wi th respec t to 
t he p re sen t ly p u b l i s h e d m a t e r i a l , i n c l u d i n g the fo l lowing: 

— T h e b u d g e t d a t a be p u b l i s h e d in a n ad jus t ed fo rm to 
d i s t inguish b e t w e e n t r a n s a c t i o n s wi th the p r iva t e 
sector , t he ove r seas sector , a n d the cen t r a l b a n k ; 
wi th t he a d j u s t m e n t s c o v e r i n g e x p e n d i t u r e , r even ­
ue , b o r r o w i n g , a n d l o a n r e p a y m e n t s . 

— F i n a n c i n g t r a n s a c t i o n s s h o u l d be p u b l i s h e d in m o r e 
de ta i l , e n c o m p a s s i n g c h a n g e s in gross financial a s ­
sets a n d l iabi l i t ies a n d i n c l u d i n g s o m e ind i ca t i ons of 
b o r r o w i n g i n t en t i ons in the c o m i n g b u d g e t yea r . 

— Publ ic finance d a t a be re leased m o n t h l y r a t h e r t h a n 
q u a r t e r l y , a n d wi th less p u b l i c a t i o n lag t h a n a t 
p resen t , even if ea r ly p u b l i c a t i o n w e r e to cove r on ly 
the m a i n agg rega t e s . 

— T h e a n n u a l b u d g e t s h o u l d m a k e c l ea re r the u n ­
de r ly ing a s s u m p t i o n s a b o u t t he p rospec t i ve s ta te of 
the real e c o n o m y , t he b a l a n c e of p a y m e n t s , m o n e ­
tary g r o w t h , a n d e x p e c t e d pr ice m o v e m e n t s , even if 
t he n u m e r i c a l p i c tu re w e r e s k e t c h e d in b r o a d t e r m s . 

— W i t h this in m i n d , it w o u l d be necessa ry a n d useful 
to express the b u d g e t a g g r e g a t e s in bo th real a n d 
n o m i n a l t e r m s . 

MONETARISTS OR KEYNESIANS? 

In assess ing the n u m b e r s u n d e r l y i n g b u d g e t a r y s t ra­
tegy, a n d t h e n e x a m i n i n g the ana ly t i ca l u n d e r p i n n i n g s of 
fiscal pol icy in N e w Z e a l a n d , it m a y be useful to exp lo re 
briefly the r e l evance of the d e b a t e b e t w e e n m o n e t a r i s t s 
a n d K e y n e s i a n s ove r the respec t ive roles o f fiscal a n d 
m o n e t a r y po l icy . 9 

At the risk of t a k i n g s o m e l iber t ies wi th a s i m p l e 
classif ication sys tem, m o n e t a r i s t s c a n be loosely de sc r ibed 
as be l i ev ing in all or s o m e of the fo l lowing p r o p o s i t i o n s : 
t h e r e exists a r e a s o n a b l y s t ab l e d e m a n d for m o n e y 
func t ion ; t he re is a sho r t r u n t r a d e off b e t w e e n inflat ion 
a n d u n e m p l o y m e n t wh ich s e e m s to d i s a p p e a r in t he long 
r u n ; t ha t inflat ion a n d b a l a n c e of p a y m e n t s deficits a r e 

9 For a quick update on this debate see D. Laidler, Monetarism: An 
Interpretation and An Assessment; J. Tobin, The Monetarist 
Counter-Revolut ion Today; and the comments by K.C.U. Matthews, 
J.E. Meade, and J. Tobin, all in The Economic Journal, Vol. 91, No. 
361, March, 1981, pp. 1-57. See also the articles in the sect ions 'The 
Monetarist Contribution to Macroeconomics ' and 'Monetary 
Theory: Implications for Monetary Policy' in The American Econ­
omic Review, Papers and Proceedings, Vol. 71, No. 2, May, 1981, pp. 
134-149 and 246-267. Pages 259-267 deal with the DRI model 
simulations which are referred to shortly. 

p r i m a r i l y m o n e t a r y p h e n o m e n a ; so tha t a res t r ic t ive fiscal 
pol icy w i t h o u t a r e d u c t i o n in t he ra te of m o n e t a r y ex­
p a n s i o n c a n n o t r e d u c e t he ra te of inf la t ion; t ha t sho r t r u n 
fine-tuning by e i the r m o n e t a r y o r fiscal policy, a n d d i rec t 
wage a n d pr ice con t ro l s , a r e d o o m e d to fa i lure ; a n d tha t 
pol icy s h o u l d be d i r ec t ed to the a c h i e v e m e n t s o f s o m e 
rules o r ta rgets , a i m e d at s o m e m o n e t a r y a g g r e g a t e r a t h e r 
t h a n the level of in teres t ra tes wh ich s h o u l d be free to 
f luctuate like a n y o t h e r pr ices . 

O n the o t h e r h a n d , K e y n e s i a n s gene ra l ly c la im tha t 
m o n e t a r y a n d fiscal pol ic ies h a v e a s ignif icant a n d sus ­
t a ined effect o n o u t p u t a n d e m p l o y m e n t t h r o u g h the i r 
inf luence u p o n agg rega t e d e m a n d ; t h a t s o m e d e g r e e of 
fine-tuning is poss ib le a n d i n d e e d necessa ry to e n s u r e t he 
m a x i m u m level of e m p l o y m e n t ; tha t , pa r t ly b e c a u s e of 
m a r k e t r igidit ies, it m a y be necessa ry to resor t to such 
devices as i n c o m e s pol icies to res t ra in t he ra te of inf la t ion; 
a n d a d m i t tha t these m a y i n d u c e a mis -a l loca t ion of 
r e sources bu t t ha t this is no t such a severe pr ice to p a y as 
the large scale u n e m p l o y m e n t which m a y resu l t f rom the 
v igorous app l i ca t i on of m o n e t a r i s t type pol ic ies . K e y n e ­
s ians a r e less c o n v i n c e d t h a n m o n e t a r i s t s a b o u t t he 
flexibility of pr ices in free m a r k e t s a n d w o r r y a b o u t the 
need to get s o m e a g r e e m e n t wi th in society a b o u t a fair a n d 
e q u i t a b l e split u p of t he n a t i o n a l p r o d u c t . T h i s g r o u p also 
crit icises theore t i ca l i n a d e q u a c i e s in the m o n e t a r i s t p o ­
si t ion, i n c l u d i n g vague ly specif ied t r ansmi s s ion m e c h a n ­
isms a n d too m u c h re l i ance o n r e d u c e d form smal l m o d e l s . 
T h e typical K e y n e s i a n type e c o n o m e t r i c m o d e l t e n d s to 
be a l a rge r m o r e d i s a g g r e g a t e d sys tem b a s e d o n the n a ­
t ional a c c o u n t s f r a m e w o r k b u t of ten wi th m o r e e m p h a s i s 
o n the d e m a n d / e x p e n d i t u r e s ide t h a n on longer t e r m 
s u p p l y / s t r u c t u r a l c o n s i d e r a t i o n s . Ear l i e r K e y n e s i a n 
m o d e l s f requen t ly h a d w e a k m o n e t a r y sec tors , o r in­
a d e q u a t e m o n e y / a c t i v i t y l inkages , a l t h o u g h these defects 
were eased in the s e c o n d g e n e r a t i o n vers ions . 

O n the theore t i ca l s ide , the so-cal led n e w classical 
e c o n o m i s t s h a v e g o n e s o m e w a y t o w a r d s r e scu ing the 
m o n e t a r i s t pos i t ion . O n the basis of the n a t u r a l ra te 
hypo thes i s , they a r g u e t h a t the r e l a t i o n s h i p b e t w e e n real 
m a g n i t u d e s a n d the i r n a t u r a l levels d e p e n d s on ly on 
u n a n t i c i p a t e d inf lat ion. T h u s , un less c h a n g e s in m o n e t a r y 
pol icy cause a c t u a l inflat ion to dev i a t e from e x p e c t e d 
inflat ion, t h e r e will b e n o effect on the real e c o n o m y . Since 
the r a t i ona l e x p e c t a t i o n s hypo thes i s , wh ich lies at the co re 
of this theore t i ca l a p p r o a c h , a s s u m e s tha t t he p r iva t e 
sec tor is very efficient a t co l lec t ing a n d us ing all the 
r e l evan t i n f o r m a t i o n in fo rming the i r expec t a t i ons , it is 
a r g u e d tha t sys t ema t i c a n d k n o w n e c o n o m i c pol icy c a n 
not affect real o u t p u t , e m p l o y m e n t , or inflat ion. It is 
a s s u m e d tha t e c o n o m i c agen t s no t on ly u n d e r s t a n d the 
imp l i ca t ions of pol icy bu t a l so an t i c ipa t e t h e m b e c a u s e 
i n f o r m a t i o n is p rocessed efficiently in all m a r k e t s . If n o 
surpr i ses a r e poss ib le , sys t emat i c fiscal a n d m o n e t a r y 

Eohc ies will be r e n d e r e d ineffective. It is a lso a s s u m e d tha t 
n o w l e d g e exists on the f eedback from the e c o n o m y to 

pol icy itself, wh ich sugges ts t he n e e d to w i t h h o l d this 
i n f o r m a t i o n from the pub l i c in s o m e w a y if m o n e t a r y 
pol icy is to be useful . T h e possibi l i ty of d o i n g this is 
c o n s i d e r e d sl ight s ince the p u b l i c will soon see h o w policy 
reacts to the e c o n o m y . It is a r g u e d tha t b e c a u s e m a c r o -
e c o n o m e t r i c m o d e l s on ly c o n t a i n t rue e s t ima tes of his­
torical s t ruc tu ra l p a r a m e t e r s , the effects of n e w c h a n g e s in 
pol icy a r e no t c a p t u r e d . T h i s d e p e n d e n c e of m o d e l p a ­
r a m e t e r s on pol icy i n s t r u m e n t s rules ou t the use of la rge 
scale m o d e l s to ana ly se the i m p a c t of pol icy. 

T h e policy imp l i ca t ions of this a p p r o a c h a r e tha t 
p o l i c y m a k e r s can no t c h a n g e the u n e m p l o y m e n t ra te even 
in the shor t r u n (a view which is m o r e e x t r e m e t h a n tha t o f 
the mone t a r i s t s ) . S ince a n t i c i p a t e d m o n e t a r y pol icy has 



n o sys t ema t i c effects u p o n e i the r the level of o u t p u t or 
veloci ty, the full i m p a c t falls on pr ices . If the m o n e t a r y 
a u t h o r i t i e s were pub l ic ly c o m m i t t e d to a lower ra te of 
g rowth o f the m o n e t a r y agg rega te s , inf lat ion w o u l d be 
r e d u c e d rap id ly w i t h o u t u n d u e effects u p o n o u t p u t a n d 
u n e m p l o y m e n t . T h e school bel ieves in r ap id a d j u s t m e n t 
t h r o u g h c o n t i n u o u s a n d efficient m a r k e t c lear ing . 

T h e s e views h a v e been cri t icised as be ing u n d e r ­
d e v e l o p e d on the f inancial s ide , aga in neglec t to descr ibe 
the m o n e t a r y t r ansmis s ion process in sufficient d e p t h , 
a s s u m e a s ingle s i m p l e m o n e t a r y v a r i a b l e di rect ly con ­
t ro l lab le by the au tho r i t i e s , d o no t re la te it explici t ly to 
i n s t r u m e n t s of m o n e t a r y con t ro l , G o v e r n m e n t b u d g e t s , or 
financial ins t i tu t ions a n d m a r k e t s , a n d fail to a c c o u n t for 
the o b s e r v e d inc rease in m o n o p o l i s t i c t endenc i e s in s o m e 
m a r k e t s a n d the rise in d i s t r i bu t i ona l conflict in gene ra l . 

M o r e o v e r , recen t r e sea rch with the large scale D R I 
q u a r t e r l y m o d e l of the U .S . e c o n o m y ra ised d o u b t s a b o u t 
the n e w classical a p p r o a c h by a s s u m i n g tha t the new 
F e d e r a l Rese rve ini t ia t ives of O c t o b e r 1979 were m o ­
t ivated by r a t iona l e x p e c t a t i o n s (on the g r o u n d s that the 
moves w e r e c o m p l e t e l y u n a n t i c i p a t e d ) . At least this pa r ­
t icular d e m o n s t r a t i o n sugges ted c o n s i d e r a b l e robus tne s s 
for large scale m o d e l s wi th respect to r a t iona l expec t a t ion 
type cr i t ic isms; a r g u e d tha t it is i m p l a u s i b l e to a s s u m e tha t 
e c o n o m i c agen t s a lways pe rce ive a n d use the correct 
i n f o r m a t i o n in fo rming e x p e c t a t i o n s ; c l a i m e d tha t con­
t i n u o u s equ i l ib r i a d o no t real ly s e e m poss ib le ; po in t ed ou t 
tha t whi le s o m e m a r k e t s m a y be n e a r perfect (e.g. financial 
m a r k e t s ) o the r s a re m u c h less so, such as l a b o u r m a r k e t s 
w h e r e fixed t e rm con t r ac t s m a k e for sticky r e sponses ; a n d 
q u e s t i o n e d w h e t h e r c o n v e r g e n c e to ra t iona l expec t a t i ons 
equ i l i b r i a m a y be m u c h s lower t h a n the theo ry a s s u m e s , 
especia l ly if policy a n d s t ruc tu ra l c h a n g e s occu r so 
f r equen t ly tha t e c o n o m i c agen t s m a y i n c o r p o r a t e these 
i n a d e q u a t e l y in the i r r eac t ions . 

T u r n i n g to the N e w Z e a l a n d contex t , F igu re s 1 a n d 2 
s h o w the d i sconcer t ing ly different r e sponses wh ich m a y 
be o b t a i n e d by the use of severa l different theore t i ca l 
cons t ruc t s wi th in the b r o a d f r a m e w o r k of the Rese rve 
B a n k ' s C o r e m o d e l . T h e s e e x p e r i m e n t s , d r a w n from work 
by G . H . S p e n c e r a n d K . G . D u g g a n , 9 2 involved two basic 
a p p r o a c h e s , o n e K e y n e s i a n a n d the o t h e r new classical, 
a n d two ' m i x e d ' va r i an t s , with the c o m p a r a t i v e mul t i ­
pliers b e i n g d e r i v e d from m o d e l s i m u l a t i o n s o f a 1 p e r c e n t 
increase in real n o n - w a g e G o v e r n m e n t e x p e n d i t u r e . 
W i t h o u t de lv ing in to the de ta i l ed empi r i ca l r e p r e s e n t a ­
t ion of the theore t i ca l a p p r o a c h e s , the resul ts h ighl ight the 
essent ia l differences b e t w e e n the va r ious schools of 
t h o u g h t . T h e G o v e r n m e n t e x p e n d i t u r e shock p r o d u c e s 
re la t ively significant real o u t p u t a n d insignif icant inflation 
r e sponses u n d e r the K e y n e s i a n a p p r o a c h , w h e r e a s us ing 
the n e w classical vers ion p r o v i d e s very smal l o u t p u t va­
r ia t ions bu t a re la t ively m o r e signif icant inflat ion impac t . 

T o s u m u p , the different theor ies can be m o d e l l e d 
wi th in the s a m e b r o a d f r a m e w o r k a n d p r o d u c e the resul ts 
their in i t ia tors c la im for t h e m . But o n e is still left with the 
d i l e m m a of wh ich t heo ry to c h o o s e ; or wh ich mixed 
va r i an t to c o m p r o m i s e on . 

T h e ques t ion is, w h e r e d o e s all this l eave m o n e t a r y a n d 
fiscal policy in N e w Z e a l a n d ? 

9a G.H. Spencer & K.G. Duggan, On the Structural Sensitivity of Short 
Term Output — Inflation Tradeoffs, R.B.N.Z. Discussion Paper 
G81 /23 , September, 1981. 

First , at least as far as p rac t i ca l p o l i c y m a k i n g is con ­
c e r n e d , the n e w classical e c o n o m i c s a p p e a r s to h a v e m a d e 
little impac t . I n r ecen t yea r s b o t h fiscal a n d m o n e t a r y 
pol icy, a t b o t h a n a g g r e g a t e a n d a de t a i l ed level, h a v e b e e n 
d i r ec ted f rom t i m e to t ime t o w a r d s t he m a i n t e n a n c e of 
real o u t p u t wi th t he d o m i n a n t c o n c e r n b e i n g the econ ­
omica l ly , pol i t ical ly a n d socially pe rce ived n e e d to avo id 
fur ther rises in u n e m p l o y m e n t a n d excessive difficulties 
for d o m e s t i c firms. In o t h e r w o r d s , t he re .has b e e n a bel ief 
tha t G o v e r n m e n t can h a v e an inf luence u p o n the level of 
u n e m p l o y m e n t by gene ra l m a c r o s t i m u l u s a n d specific 
ass is tance m e a s u r e s d i rec ted t o w a r d s t he c rea t ion of j o b s . 
O n the inf la t ion front, t he re has b e e n n o wi l l ingness to 
e x p e r i m e n t wi th a tough m o n e t a r i s t pol icy, o r i n d e e d any 
m o n e t a r i s t policy at all. T o the ex ten t t ha t ideas cou ld 
c la im to h a v e been sys temat ica l ly w o r k e d t h r o u g h a n d 
app l i ed in p rac t i ce , the shor t s h a r p m o n e t a r i s t shock 
a p p e a r s to h a v e b e e n rejected o n the g r o u n d s tha t the sho r t 
run u n e m p l o y m e n t cost w o u l d be too h igh , the pol icy m a y 
not w o r k in a n y case b e c a u s e of the d o w n w a r d s 
inflexibility of w a g e s a n d prices (or at least the ra tes o f 
increase in these) , t ha t the a d j u s t m e n t p rocess is longer 
t h a n m o n e t a r i s t s c la im, tha t the G o v e r n m e n t may^not be 
p r e p a r e d to a d h e r e to a publ ic ly a n n o u n c e d m o n e t a r y 
target , a n d tha t this unwi l l i ngness w o u l d i m p a i r the 
viabi l i ty of the w h o l e policy a p p r o a c h . 

As far as the o l d e r vers ion of m o n e t a r i s m is c o n c e r n e d , 
m u c h the s a m e sort of ob jec t ions s e e m to h a v e b e e n 
a p p l i e d . But w h e t h e r these can excuse the e x t r e m e va­
riabil i ty in the y e a r by y e a r g r o w t h ra tes of the m o n e t a r y 
aggrega tes , a var iab i l i ty wh ich has b e e n c o n t r i b u t e d to in 
a subs t an t i a l w a y also by fiscal pol icy, s e e m s to be q u i t e 
a n o t h e r ma t t e r . T h e least e x t r e m e form of m o n e t a r i s m , 
a n d o n e which has been sugges ted by the Rese rve Bank 
from t ime to t ime, is p r o b a b l y tha t wh ich involves : 

(a) g r o w t h ra tes for the ma jo r m o n e t a r y agg rega t e s a 
little be low the ra te of inf lat ion, wi th an e n d e a v o u r 
b e i n g m a d e , 

(b) to ho ld these wi th in a r e a s o n a b l e b a n d , say two o r 
t h r e e p e r c e n t a g e po in t s e i the r s ide of the usual ly 
u n a n n o u n c e d target , a n d 

(c) the p u r s u i t of a secu la r d o w n w a r d t r e n d in these 
m o n e t a r y g rowth ra tes in o r d e r to r e d u c e g r a d u a l l y 
the ra te of inflation bu t at the s a m e t ime m i n i m i s i n g 
the i m p a c t on the real e c o n o m y . 

H o w e v e r , the N e w Z e a l a n d p e r f o r m a n c e has been in­
a d e q u a t e even by the s t a n d a r d s of this m o d e s t c r i te r ion . 
T h e m o n e y s u p p l y ( M l ) w h e n m e a s u r e d in real or 
n o m i n a l t e r m s has f luc tua ted sha rp ly f rom y e a r to year , as 
t ab le 2 shows . 

A n e x a m i n a t i o n of the m o v e m e n t s in o t h e r a g g r e g a t e s ' 
such as the m o r e b r o a d l y def ined l iqu id assets ( M 3 ) a n d 
total d o m e s t i c c red i t (which inc ludes b o t h G o v e r n m e n t 
a n d p r iva te sec tor c o m p o n e n t s ) tell a s imi la r story. T h e 
c o n t r i b u t i o n of fiscal policy to these fluctuations can be 
assessed par t ly by a s tudy of the s h a r p swings in the va r ious 
ind ica to r s of b u d g e t a r y policy, as s u m m a r i s e d in o n e form 
in the c l a ims of the M 3 financial ins t i tu t ions on the 
G o v e r n m e n t sector , wh ich is a n i m p o r t a n t c o m p o n e n t of 
the l iqu id assets series ( t ab le 3). 

T h e a p p a r e n t a b s e n c e of any close a t t e n t i o n to e i the r 
the m o n e t a r i s t p h i l o s o p h y or t he n e w classical e c o n o m i c s 
impl ies t h a t t he in te l lec tua l f r a m e w o r k a d o p t e d by 
m a c r o e c o n o m i c p o l i c y m a k e r s wi th in N e w Z e a l a n d m a y 
be K e y n e s i a n in cha rac t e r . T h e r e a r e s o m e dec is ion 



makers who believe firmly in the capacity of fine-tuning to 
influence output and employment levels and, despite the 
now impressive body of overseas theoretical work and 
practical experience which questions the usefulness of 
wage and price controls, there is an important element of 
thinking which feels these may be useful in helping to 
resolve New Zealand's inflation difficulties, a view which 
gains some support from local research. 1 0 

Moreover, public statements on fiscal policy have at 
times implied that there is an expectation of relatively 
quick effects on the private sector although much of the 
research work in the area has emphasised the long lengths 
of the lags involved. Reverting then to the original 
abridged description of the major alternative theoretical 
approaches to fiscal and monetary policy, it is probably 
fair to say that the New Zealand version bears the closest 
resemblance to a Keynesian style approach. 

Nevertheless, given the Government's propensity to 
borrow abroad or from the banking system to finance its 
deficits, and given the unwillingness on many occasions to 
pay market rates of interest on Government debt, one is 
left with some major gaps in the analysis. For example, for 
how long can we go on accommodating inflation by per­
missive rates of growth of the money supply? Should we be 
concerned about the occasional cyclical booms in credit 
expansion which we experience every few years, and the 
implications of these for internal and external stability? 
Do we not believe that moderation of inflation is a pre­
requisite to the resumption of a reasonable rate of econ­
omic growth? Given the persistence and growth of un­
employment, for how long do we continue to believe that 
fiscal policy can have a meaningful and lasting impact in 
this area? These questions will influence some of the later 
analysis of this paper. 

THE FINANCING REQUIREMENT" 

Although the distinction between monetarists and 
Keynesians is a convenient device for raising some of these 
issues, it must be acknowledged that the debate between 
monetarists and Keynesians is in a sense, as Bent Hansen 1 2 

observed, partly a sham dispute. Since fiscal deficits have 
to be ultimately financed by monetary type actions, both 
fiscal and monetary policies must have some automatic 
(endogenous) effects. As Hansen demonstrated, even 

10. The reference to direct controls imposed by the Government should 
be distinguished from a 'social contract ' where the various parties 
agree voluntarily to what amounts to an incomes policy. New 
Zealand research which suggests a permanent effect of income 
policies on the level of wages, at least in the'mid-1970's, includes: 
R.A. Buckle, The Inflation/Output and Employment Trade-Off: 
Some Theoretical Considerations and Empirical Results for New 
Zealand, Paper presented to the New Zealand Association of 
Economists Conference, Palmerston North, August 1980; K .G. . 
Duggan, Incomes Policy and Wage Inflation in New Zealand, Un­
published M.Soc.Sc. dissertation, University of Waikato, 1980; W.R. 
Hughes and B.D.J. Silverstone, 'An Assessment of Incomes Policy in 
New Zealand: A Time Series Approach ' , Applied Economics, Vol. 12, 
No. 4, pp. 467-478, December, 1980, although note that the same 
work suggests that the concurrent price freeze was ineffective in 
slowing price inflation. But, as Grimes points out, the three studies 
examined award rather than prevailing wage rates and it is possible 
that some of the upwards drift of the latter over the former could be 
explained by the presence of controls over award rates (see A. 
Grimes, Wage Formation in New Zealand, R.B.N.Z. Discussion 
Paper G 8 I / 9 , June, 1981). 

11 Government financing transactions for New Zealand are summa­
rised in table 4. For a fuller discussion of the general topic see J.R. 
Hewson, The Financing of Budget Deficits, in The Significance of the 
Budget Deficit, University of N.S.W., C.A.E.R. Paper No. 7, June, 
1979. pp. 60-103. 

12. B. Hansen, On the Effects of Fiscal and Monetary Policy: A Tax-
onomic Discussion, The American Economic Review, Vol. 63, No. 4, 
September, 1973, pp. 546-571. 

apparently negative budget effects and positive money 
supply effects may be consistent with a positive fiscal 
policy and a weak monetary policy. The crucial linkage is 
the financing requirement and the way in which it is met. 

Since the need to finance the deficit before borrowing 
rarely gets referred to in the Budget document or indeed 
seldom attracts much attention in popular discussion, 
despite the fact that it may comprise over 20 per cent of 
total Government expenditure, it seems appropriate to 
consider further the four major forms which deficit 
financing may take: 

1 Borrowing from the Reserve Bank or running down 
cash balances at the Reserve Bank, which is the 
classic case of printing money. There is no offset to 
the impact of the deficit before borrowing, so its 
effect is simply to increase both the money supply 
and the reserve assets of the banking system. The 
first effect is to raise the financial asset holdings, and 
hence the spending power of the community; the 
second effect is to encourage further lending by the 
banks, unless some other form of offsetting mone­
tary policy is adopted, such as increased official 
reserve ratios. 

2 Borrowing from the trading banks, which involves 
the exchange of cash balances held by the banks at 
the Reserve Bank (partly acquired as a result of the 
budget deficit before borrowing) for government 
securities or treasury bills. Although there is a 
change in the structure and profitability of the 
trading banks asset portfolios, the difference 
between this and borrowing from the central bank 
itself is qualitative, and depends in part on institu­
tional arrangements and policy reactions. As with 
borrowing from the central bank, in New Zealand 
the effect is essentially to monetise the budget deficit 
and both first and second round money/credit 
effects can be expected to accrue. These can be 
moderated by a tightening of the banking system's 
margin of free reserves or by public debt sales and 
open market operations designed to sell securities to 
the non-bank sector. 

3 Overseas borrowing has often been an important 
source of funds for Government, although the 

Erimary justification for such borrowing has usually 
een the existence of an overseas current account 

deficit which itself required financing by raising 
loans abroad. The monetary implications of 
financing a fiscal deficit by this means is initially 
much the same as selling securities to the central 
•bank although the process has the virtue of in­
creasing the country's overseas assets, at least for a 
period. Again, there is a direct monetisation of the 
budget deficit. 

4 The only way to avoid this monetisation process is by 
borrowing from the non-bank private sector which 
reduces both the money supply and the reserve 
assets of the banking system. The public is encou­
raged to hold government securities instead of 
money, or instead of private sector financial assets. 
The potential for secondary credit expansion is thus 
reduced, although the ultimate effectiveness of the 
policy depends on the liquidity of the bonds sold, the 
interest rate and crowding out effects which may 
result, and the persistence with which the Govern­
ment pursues the policy. Th is approach is likely to be 
the least inflationary method of financing the deficit 
but is, generally speaking, dependent for its success 



o n the G o v e r n m e n t ' s wi l l ingness to p a y m a r k e t ra tes 
of in teres t . R a t i o increases ove r t h e n o n - b a n k s can 
b e u s e d in l ieu of a n in te res t r a t e pol icy , a l t h o u g h 
this a p p r o a c h is i l lusory in the sense tha t in teres t r a t e 
effects will a cc rue f rom h ighe r ra t ios a n d as well 
d i s i n t e r m e d i a t i o n p r o b l e m s m a y ar i se . 

N e w Z e a l a n d ' s e x p e r i e n c e w o u l d sugges t t ha t it is ex­
t r e m e l y difficult, if no t imposs ib l e , to r egu la t e the g rowth 
of t he m o n e y s u p p l y wi th in r e a s o n a b l e b o u n d s in the face 
of f luc tua t ing a n d occas iona l ly la rge fiscal deficits before 
b o r r o w i n g in a s i tua t ion w h e r e t he re is a n unwi l l i ngness to 
f inance those deficits by b o n d sales to t he n o n - b a n k 
p r iva t e d o m e s t i c sector . A l t h o u g h m u c h p rogress was 
m a d e in r e m o v i n g in teres t r a t e con t ro l s in 1976 /77 , d e ­
r e g u l a t i n g o t h e r aspec t s of t he financial sys tem, a n d 
m o v i n g to a m e a n i n g f u l p u b l i c d e b t sa les p r o g r a m m e 
especia l ly in 1978 /79 , t he re h a s b e e n a n u n f o r t u n a t e 
r e l u c t a n c e m o r e recent ly to explo i t t he full po ten t i a l of 
these m o v e s . 

S ince this unwi l l i ngnes s usua l ly ar ises f rom a c o n c e r n to 
avo id p re s su res o n in teres t ra tes , it b e c o m e s i m p o r t a n t to 
e x a m i n e the d e g r e e o f e c o n o m i c s u b s t a n c e in this c o n c e r n 
(as d is t inc t f rom social a n d pol i t ica l cons ide ra t i ons ) . 

A s i d e f rom a r g u m e n t s a b o u t the b r o a d e r ro le of in teres t 
r a tes in in f la t ionary c i r c u m s t a n c e s a n d the use of in teres t 
ra te con t ro l s , wh ich a re wel l d o c u m e n t e d e l s e w h e r e , 1 3 the 
p r i n c i p a l issue is t ha t of c r o w d i n g o u t : w h e t h e r gove rn ­
m e n t deficit s p e n d i n g a n d the assoc ia ted b o r r o w i n g 
o p e r a t i o n s ' c r o w d ou t ' p r iva t e sec tor act ivi ty in e i ther a 
real sense , as the a d d i t i o n a l G o v e r n m e n t c la ims ove r 
r e sou rces p u s h u p factor pr ices gene ra l ly ; or a financial 
sense , as h i g h e r in teres t r a tes o n official b o n d s i m p a i r the 
financing of p r iva te i n v e s t m e n t . A l t h o u g h the p o p u l a r 
v iew of m o n e t a r i s m , as c o n v e y e d by F r i e d m a n a n d m a n y 
of his a d h e r e n t s , is t ha t the p u b l i c sec tor shou ld b e r e d u c e d 
in size, this a r g u m e n t is i nva r i ab ly b a s e d as m u c h on the 
p r e c e p t s of free en te rp r i s e a n d an a s s u m p t i o n of b u ­
r e a u c r a t i c inefficiency in t he a b s e n c e of m a r k e t s ignals , as 
on t he c r o w d i n g ou t hypo thes i s . I n d e e d , La id l e r insists 
t h a t q u e s t i o n s a b o u t pub l i c sec tor b o r r o w i n g a n d the 
s h a r e of t he p u b l i c sec tor in n a t i o n a l i n c o m e a re pe r i ­
p h e r a l to t he m o n e t a r i s t d e b a t e , o t h e r t h a n to the ex ten t 
t ha t this shows tha t t he re a r e severe l imits to t he ex ten t to 
wh ich the G o v e r n m e n t ' s financing r e q u i r e m e n t s can be 
m e t by m o n e y c r ea t i on ( F r i e d m a n w o u l d say the l imit is 
ze ro ) . 

In t he case w h e r e real o u t p u t is s u p p l y c o n s t r a i n e d , a n y 
n e w c l a i m o n resources , h o w e v e r financed, will obv ious ly 
c r o w d o u t o t h e r uses . In t he m o n e y c o n s t r a i n e d case , it is 
a m o n e t a r y pol icy issue a n d if e m p l o y a b l e r e sources a r e 
a v a i l a b l e t h e n K e y n e s i a n s w o u l d a r g u e tha t the deficit 
financed d e m a n d s of the p u b l i c sec tor cou ld be a c c o m ­
m o d a t e d by a n e x p a n s i o n of t he m o n e y s u p p l y (or a 
c h a n g e in ve loci ty) . T h e m a t t e r is m o r e c o m p l i c a t e d for a n 
o p e n e c o n o m y wi th a p e g g e d e x c h a n g e ra te , w h e r e foreign 
e x c h a n g e itself m a y be a ' r e s o u r c e ' in shor t supp ly . As far 
as in teres t ra te effects o n p r iva te sec tor act ivi ty a re con ­
c e r n e d , t he N e w Z e a l a n d e v i d e n c e sugges ts tha t the 
d e m a n d for l oans is" re la t ively in teres t inelas t ic a n d 
s imi lar ly i n v e s t m e n t e q u a t i o n s d o n o t i nd i ca t e a ma jo r 
ro le for in te res t ra tes , t he m a j o r e x p l a n a t o r y va r i ab l e s 
b e i n g rea l o u t p u t , c o m p a n y i n c o m e a n d re la t ive pr ices . 

13 On the former, see the relevant articles in the R.B.N.Z. Bulletin for 
October, November and December 1979, May and October 1980, 
and January-February 1981, which deal with the effect of inflation on 
financial contracts, business accounts and the progressive income tax 
system; on the latter see, for example, the relevant chapters in R.S. 
Deane and P.W.E Nicholl (eds.), Monetary Policy and the New 
Zealand Financial System, R.B.N.Z., Wellington, 1979. 

A l t h o u g h the la t te r v a r i a b l e c o n t a i n s a n in teres t r a t e t e r m , 
the coefficients sugges t a n ine las t ic r e s p o n s e . 1 4 

It is no t easy to sus ta in a c o n v i n c i n g c r o w d i n g ou t 
a r g u m e n t in a n e c o n o m y such as N e w Z e a l a n d ' s a t a t i m e 
w h e n t h e r e is s u b s t a n t i a l u n e m p l o y m e n t , w i d e s p r e a d 
capac i ty unde r -u t i l i s a t i on , a n d n o m i n a l in teres t r a tes 
wh ich in m a n y cases a r e nega t i ve in r ea l t e r m s (especial ly 
after a l l owing for t ax d e d u c t a b i l i t y of in te res t p a i d . ) 1 5 O n 
the o t h e r h a n d , g iven the i n v e s t m e n t pro jec ts in p rospec t 
for t he 1980's, a r a t h e r different pe r spec t i ve o n this issue 
m a y e m e r g e as t h e d e c a d e p rogresses . 

In the final ana lys is , t he real a r g u m e n t is p r o b a b l y no t 
o n e of c r o w d i n g out , n o r i n d e e d o n e of t he re la t ive size of 
the pub l i c s ec t o r , 1 6 b u t r a t h e r w h e t h e r t he G o v e r n m e n t is 
ca r ry ing ou t its func t ions effectively a n d efficiently. T h e r e 
is n o d o u b t p l en ty o f s cope for t h e a p p l i c a t i o n o f s o m e 
s o u n d m i c r o - e c o n o m i c ana lys i s in th is a r e a . 

INSTRUMENTS AND OBJECTIVES 

If m o n e t a r y a n d fiscal pol ic ies a r e as closely i n t e r w o v e n 
as this sor t of ana lys is w o u l d suggest , it b e c o m e s i m p o r t a n t 
to we igh careful ly t he n e e d to m a t c h i n s t r u m e n t s a n d 
object ives . T h e theo ry of e c o n o m i c pol icy suggests a 
n u m b e r of bas ic p r i n c i p l e s : 1 7 

— if a r a n g e of e c o n o m i c objec t ives is to b e p u r s u e d , 
t he re is a n e e d for a t least as m a n y effective pol icy 
i n s t r u m e n t s as t he re a r e i n d e p e n d e n t ob jec t ives ; 

— thus t h e r e is a n e e d to es tab l i sh pr ior i t i es b e t w e e n 
object ives a n d to a p p r e c i a t e t he w a y in wh ich the 
ga ins f rom ach i ev ing o n e ob jec t ive m a y b e offset by 
sacrifices wi th respec t to s o m e o t h e r ob jec t ive ; 

14 On the investment side, the latest published version of the Bank's 
model is set out in A. Grimes, A Model of the New Zealand Labour 
Market, R.B.N.Z. Research Paper No. 33, Wellington, July, 1981. On 
equations explaining the demand for credit, see G.H. Spencer, 
Monetary Targets: A Comparison of Some Alternative Aggregates, 
R.B.N.Z. Research Paper No . 30, Wellington, May, 1980. 

15 R.L. Perry in his B.Com. (Hons.) thesis, The Crowding Out of Private 
Investment by Government Fiscal Expenditure with Special Reference 
to New Zealand, (University of Otago, Dunedin , 1980), concluded 
that crowding out may occur but its magni tude is likely to be small. 

16 This paper refrains from comment on this matter since it was tho­
roughly debated in 1978 by the N.Z. Planning Council, M.J. Pope and 
others. Apart from the above analytical doubts about the ap­
plicability of the crowding out hypothesis to the current N ew Zealand 
situation, Pope demonstrated that "it was not clear that the public 
sector had been taking an increasing share of real national resources 
since 1972/73, as claimed by the Planning Council and others. See 
M.J. Pope, The Public Sector Overload — Is There Any?, in N.Z. 
Institute of Economic Research Occasional Paper No. 5, Wellington, 
1978. See also C. Gillion and M.J. O'Neil , Trade, Income Shares, 
Migration and Public Expenditure, R.B.N.Z. Research Paper No . 27, 
Wellington, November , 1978, who showed that although a higher 
Government share matters a lot for the allocation of output between 
the public and private sectors, it did not appear to matter much for 
overall real G D P growth; a conclusion which was in contrast to that 
of B.P. Philpott and N . D . Tho in Structural Implications of Reduced 
Government Expenditure, Project on Economic Planning, Internal 
Paper No. 21, Victoria University of Wellington, June , 1976, who 
found that higher Government spending was associated with a fall in 
real G D P because of a switch to the relatively lower productivity 
public sector. But note the assumption of full employment which 
would have been more appropriate to the mid- 1970's than today. See 
also Table 6 in the present paper for some model simulation results 
involving reductions in both government spending and revenue. The 
multiplier effects are generally small. 

17 The origins of this approach can be found in J. Tinbergen, On the 
Theory of Economic Policy, North Holland, Amsterdam, 1952 and 
Bent Hansen, The Economic Theory of Fiscal Policy, Allen and 
Unwin, London, 1958. A convenient summary was provided by W.E. 
Norton, Some Principles of Economic Policy, Reserve Bank of 
Australia, Occasional Paper No. 6, Sydney, March, 1973. 



— the policy instruments must be effective, in the sense 
of being capable of exerting some meaningful 
influence on the objectives; 

— moreover, the ultimate objectives must be in­
dependent, and compatible in the sense of being 
able to be achieved simultaneously; 

— the number of effective instruments is likely to be 
small, and neglecting to use an effective instrument 
may be costly in terms of benefits foregone; 

— since uncertainty about both the structure of the 
economy and the linkages between instruments and 
objectives constitutes an important constraint on 
economic policy, there is likely to be some tempta­
tion to use more than one instrument for the 
achievement of those objectives which are given the 
highest priority; 

— this suggests a need to limit the number of objectives 
to those that really matter and to assign each 
effective instrument to that objective with respect to 
which it has the greatest comparative advantage. 

Against the background of these principles, it is inte­
resting to consider the way in which economic policy has 
been applied in New Zealand. At times in the past co­
ordination of economic policy instruments seems to have 
been viewed as the need to direct all or most instruments 
at the one or two targets of the most immediate and 
greatest concern. The relative weights assigned to the 
various objectives, and indeed the rankings given to these 
aims, have varied significantly over even quite short time 
frames. 

For example, in the wake of the 1977 domestic recession 
the major domestic policy instruments were directed at 
inducing an expansion of output and employment. 1 8 The 
inflation and balance of payments objectives, which had 
been the priority aims in 1976, received a lower ranking. 
By maintaining a fixed exchange rate in effect from 
August 1975 to June 1979, one major effective instrument 
remained unused. On the inflation front, there were some 
vestiges of wage and price controls, although an important 
body of economic analysis would classify these as 
ineffective policy instruments since direct controls appear 
to have little lasting impact in promoting stability of 
employment and prices, fail to tackle the basic cause of the 
difficulty (treating symptoms instead of causes), and may 
have adverse effects on real income because of the dis­
tortions and misallocations which arise. Of course, it has 
long been recognised that a shortage of effective policy 
instruments often gives rise to calls for a greater use of 
direct controls. 

Given the statements which continued to be made 
during 1977 and 1978 about the need to resolve the 
balance of payments difficulties and to moderate inflation, 
it is interesting to reflect on whether or not the narrow 
focus of a deliberately limited range of effective in­
struments at that time was a conscious choice. 

Perhaps the policy performance was more satisfactory 
in 1978/79, when a flexible exchange rate policy was 
introduced and directed explicitly at the balance of 
payments objective; monetary policy was firmed up with 
the intention of reducing the growth rates of the monetary 
aggregates (an intermediate target) presumably with the 

18 The measures included the October 1977 mini-budget, the February 
1978 easing of monetary policy, and the 1978 Budget itself. 

ultimate objective of reducing inflation in mind; a more 
moderate fiscal policy stance was associated with an ex­
pressed desire to maintain a relatively steady level of real 
economic activity; and a vigorous public debt and open 
market operations policy was pursued to permit some 
degree of independence for monetary and fiscal policy. 

The only research work of any depth which appears to 
have been done in New Zealand on this question is that of 
Spencer and Grimes 1 9 who looked at the stability of some 
alternative policy rules using the Reserve Bank's Core 
model of the New Zealand economy to conduct a range of 
simulation experiments. Although they emphasised that 
their hypothetical assignments were not necessarily in­
tended to represent realistic policymaking alternatives, it 
is worth noting that they found the most stable 
instrument/target configurations to be those involving the 
assignment of the fiscal instrument (Government ex­
penditure) to the inflation objective, monetary policy 
(interest rates) to the real output objective, and the ex­
change rate to the balance of payments (although it was 
noted that exchange rate reactions needed to be small to 
preserve reasonable stability with respect to this latter 
assignment). 

The essential points are these: if it is desired to pursue 
a range of economic objectives, at least as many effective 
policy instruments are required; the need for effectiveness 
generally rules out the use of direct controls other than 
perhaps in the short term; and if the lags in the adjustment 
process are indeed as long or as variable as most econ­
ometric work has suggested, then there is a need to adopt 
an assignment strategy and maintain it for a reasonable 
length of time if it is to have any chance of being effective. 

Moreover, fiscal and monetary policies, and exchange 
rate policy for that matter, can only be regarded as 
effective instruments if they are independent instruments. 
There must also obviously be a willingness to use each of 
the instruments. In New Zealand, there are probably at 
least three hypothetical conditions which would be 
required to be met to achieve true instrument indepen­
dence: 

1 The Government would have to be prepared to 
finance fully its deficit before borrowing by non-
bank domestic borrowing, i.e. the Government 
should not be able to borrow from the Reserve Bank, 
or otherwise it is not possible to separate Govern­
ment liabilities from central bank liabilities in such 
a way as to ensure that reserve assets can be created 
only by the central bank. 

2 The Reserve Bank should not lend to private sector 
customers, such as in the form of virtually open 
ended overdraft facilities for primary product 
marketing authorities; and 

3 There should also conceptually be a market deter­
mined exchange rate to ensure equilibrium between 
external receipts and payments, since with a fixed 
rate (even if adjusted regularly) overseas exchange 
transactions become a potential source of cash for 
the banks. 

What all this amounts to is the fundamental point that 
it is not possible to control simultaneously the money 
supply, interest rates and the exchange rate. If the money 

19 G.H. Spencer and A. Grimes, On the Stability of Alternative Policy 
Rules Within a Model of the N.Z. Economy, in G.H. Spencer (ed.). 
Experiments with a Core Model of the N.Z. Economy, R.B.N.Z. 
Research Paper No. 29, Wellington. March, 1980. 



s u p p l y is to be con t ro l l ed , t h e n in te res t ra tes m u s t be freely 
d e t e r m i n e d by m a r k e t forces to p r e v e n t d i s i n t e r m e d i a t i o n 
a n d the G o v e r n m e n t m u s t p a y m a r k e t ra tes for its funds 
to facil i tate full a n d efficient f inanc ing of t he fiscal deficit 
( r a t io f inanc ing b e i n g inefficient in t he sense of a lso 
p r o m o t i n g d i s i n t e r m e d i a t i o n ) . S imi la r ly , the e x c h a n g e 
ra te shou ld ideal ly c lear the e x c h a n g e m a r k e t ; o the rwi se 
e x c h a n g e t r ansac t ions will inject or w i t h d r a w cash a n d 
s imi lar ly affect the m o n e y s u p p l y . T o the ex ten t t ha t 
i n d e p e n d e n t interest ra te or e x c h a n g e ra te ta rge ts a re 
p u r s u e d , the abi l i ty to con t ro l reserve assets a n d the 
m o n e y s u p p l y is i m p a i r e d . 

Th i s l ine of ana lys i s b r ings o n e back to the s a m e sort of 
issue which d o m i n a t e s the m o n e t a r i s t s ve rsus K e y n e s i a n s 
d e b a t e . Is it poss ib le to fine-tune t he i n s t r u m e n t s of 
e c o n o m i c pol icy, or is re la t ive s tabi l i ty o f i n s t r u m e n t 
se t t ings to be p re fe r red if t he u l t i m a t e objec t ives a re to be 
a c h i e v e d ? 

F I N E - T U N I N G O R S T A B I L I T Y ? 

M u c h of the ana lys i s in this p a p e r mi t iga tes aga ins t t he 
case for fine-tuning. T h e mos t e x t r e m e form of this case is 
tha t a d v o c a t e d by the m o n e t a r i s t s a n d the n e w classical 
school , bo th of which c la im tha t the lags in the e c o n o m i c 
processes m a y be so long a n d / o r a re usua l ly so v a r i a b l e 
tha t it is no t poss ib le for p o l i c y m a k e r s to g a u g e accu ra t e ly 
the effects of shor t t e rm d i sc r e t i ona ry ac t ions in a w a y 
which will p r o m o t e s tabi l i ty a n d growth^ 

Activist d e m a n d m a n a g e m e n t via c o m p e n s a t o r y 
counte r -cyc l ica l pol ic ies a re t h e m s e l v e s c l a imed to be a 
sou rce of instabi l i ty , be ing m o r e likely to ampl i fy t h a n to 
d a m p e n n a t u r a l f luc tuat ions , mi sa l loca t ing re sources in 
the process , a n d in te r fe r ing wi th the swift a n d c o n v e r g e n t 
a u t o m a t i c m a r k e t a d j u s t m e n t m e c h a n i s m s . T h e s e c o n d 
w a v e of m o n e t a r i s m has given these views an e n h a n c e d 
in te l lec tual respec tab i l i ty by e x t e n d i n g the ana lys i s of free 
compe t i t i ve m a r k e t s ( a nd the invis ible h a n d ) b e y o n d 
m i c r o - e c o n o m i c r e source a l loca t ion to m a c r o - e c o n o m i c 
op t ima l i t y . Lucas , S a r g e n t , B a r r o a n d o the r s a r g u e tha t 
m a r k e t c o m p e t i t i o n p r o d u c e s no t j u s t a t e n d e n c y t o w a r d s 
long run o p t i m u m s i tua t ions bu t a c o n t i n u o u s s e q u e n c e of 
equ i l ib r i a . Since d e m a n d m a n a g e m e n t pol ic ies can on ly 
t e m p o r a r i l y a l ter real e c o n o m i c o u t c o m e s , then u n d e r 
s t ab le policies the e c o n o m y will r each e q u i l i b r i u m e m ­
p l o y m e n t on its o w n . 

O n t he o the r h a n d , t he typica l m o d e r n day text b o o k 
i n t e rp r e t a t i on of the pol icy imp l i ca t i ons of t he 
' K e y n e s i a n ' ana ly t ica l a p p r o a c h involves coun te r -cyc l i ca l 
fiscal pol ic ies wi th , for ins t ance , carefully, t i m e d c h a n g e s in 
t axa t ion ra tes a n d G o v e r n m e n t s p e n d i n g to p r o m o t e 
recovery from recess ion. T h e s e views still h a v e p r o m i n e n t 
a n d pe r suas ive a d h e r e n t s , such as M e a d e a n d T o b i n , bo th 
of w h o m have recent ly a r g u e d 2 0 tha t m o n e t a r i s t s (old a n d 
new) r e m a i n to exp la in in the i r e q u i l i b r i u m t e r m s the 
cyclical var iab i l i ty o f real m a c r o e c o n o m i c va r iab les , the 
o b s e r v e d regula r i ty of these fluctuations; w h y e x o g e n o u s 
non-po l i cy shocks d o no t a lways s e e m to i n d u c e t he r a p i d 
a d j u s t m e n t m o n e t a r i s t s c la im (even in t he a b s e n c e of 
K e y n e s i a n type ' des tab i l i s ing ' pol ic ies) ; a n d h o w c o n ­
t inuous ly c l ea r ing m a r k e t s can b e a s s u m e d in the face o f 
so m a n y k n o w n rigidi t ies e.g. m i n i m u m w a g e s es tab l i shed 
in obv ious ly imper fec t l a b o u r m a r k e t s , a n d cost m a r k - u p 

20 J. Tobin, op cit, and J.E. Meade, op cit (see footnote 9). 

m e t h o d s for se t t ing sel l ing pr ices in o l igopol is t ic p r o d u c t 
m a r k e t s . T o o v e r c o m e s o m e of these p r o b l e m s , the 
K e y n e s i a n s a r g u e , G o v e r n m e n t i n t e r v e n t i o n is r e q u i r e d 
by such m e a n s as fiscal a n d i n c o m e s pol ic ies . 

H o w e v e r , as a n in t r i gu ing r e - i n t e r p r e t a t i o n by 
M e l t z e r 2 1 h a s recen t ly r e m i n d e d us , t he re m a y be a 'vast 
g u l f b e t w e e n these views a n d K e y n e s ' o w n t h eo ry a n d 
pol icy p r o p o s a l s . K e y n e s ce r ta in ly be l i eved in the n e e d to 
increase t h e p r o p e n s i t y to c o n s u m e a n d p r o m o t e invest­
m e n t to o v e r c o m e a recess ion , bu t no t so m u c h by gene ra l 
s t imu lus to d e m a n d as by m o r e a t t e n t i o n to its d i s t r ibu ­
t ion; a n d n o t s imp ly by forcing a n d h o l d i n g in teres t ra tes 
to low levels b u t r a t h e r by a p l a n n e d s t imu lus to 
G o v e r n m e n t i n v e s t m e n t . W h i l e a c k n o w l e d g i n g tha t a n 
inc rease in t he s tock of m o n e y cou ld in p r inc ip l e ra ise the 
level of o u t p u t , K e y n e s felt t ha t unless t he re was a c h a n g e 
in e x p e c t e d o u t p u t t h e cap i ta l s tock w o u l d no t inc rease 
p e r m a n e n t l y a n d full e m p l o y m e n t co u l d no t thus be 
sus t a ined . 

O n these g r o u n d s Mel t ze r a r g u e s tha t K e y n e s con ­
s ide red o u t p u t co u l d no t be a l t e r ed p e r m a n e n t l y by 
m o n e t a r y pol icy a n d , m o r e o v e r , t h a t t he re is litt le 
e v i d e n c e tha t K e y n e s favoured c o m p e n s a t o r y fiscal pol icy 
in t oday ' s sense . In s t ead , he f avou red pol icies to s tabi l ise 
i nves tmen t , wi th a p r o m i n e n t ro le for t he G o v e r n m e n t 
sec tor s ince it cou ld , h e a r g u e d , 'go in for a s t ab l e l ong t e r m 
p r o g r a m m e , (so t h a t ) se r ious fluctuations a r e e n o r m o u s l y 
less likely to occur ' , t hus m o d e r a t i n g the i m p a c t of u n ­
p r e d i c t a b l e p r i v a t e ac t ions . 

A l t h o u g h K e y n e s be l ieved the e c o n o m i c sys tem 'is no t 
violent ly u n s t a b l e ' , it t ends to osci l la te a r o u n d a n a v e r a g e 
level of e m p l o y m e n t b e l o w full e m p l o y m e n t . T h e la t t e r is 
a ' r a r e a n d shor t l ived o c c u r e n c e ' . T h e so lu t i on was to ease 
the inf luence of vola t i le e x p e c t a t i o n s o n i n v e s t m e n t , 
pa r t i cu la r ly by m e a n s of a n i m p o r t a n t role for G o v e r n ­
m e n t , a n d thus s tabi l ise a g g r e g a t e d e m a n d as close as 
poss ib le to full e m p l o y m e n t . 

Me l t ze r c o n c l u d e s acco rd ing ly tha t K e y n e s ' f avou red 
s t ab le pol ic ies a n d p r e - a n n o u n c e d ru les for cyclical tax 
c h a n g e s a n d o p p o s e d pol icies tha t i nc reased var iab i l i ty 
a n d u n c e r t a i n t y . ' 

In o t h e r w o r d s , no t on ly d o the m o n e t a r i s t s , ve rs ions I 
a n d II, a r g u e for s t ab le se t t ings of t he pol icy i n s t r u m e n t s , 
bu t it is a l so poss ib le to ext rac t a no t d i s s imi la r i n t e r p r e ­
ta t ion f rom K e y n e s ' o w n wri t ings . N o d o u b t the T o b i n s 
a n d the M e a d e s of t he e c o n o m i c s p rofess ion w o u l d d i ­
s p u t e this . 

G i v e n this impress ive b u t confl ict ing b o d y of theory , it 
m a y be of in teres t to reflect o n t he e m p i r i c a l e v i d e n c e wi th 
respect to fine-tuning. T h e case aga ins t the v igo rous use of 
d i sc re t iona ry c h a n g e s in fiscal a n d m o n e t a r y pol icies in 
N e w Z e a l a n d a p p e a r s to rest o n t he fo l lowing g r o u n d s : 

(a) t he lags b e t w e e n fiscal pol icy c h a n g e s a n d thei r 
i m p a c t on the e c o n o m y c a n be l eng thy , s p a n n i n g 
several y e a r s ; 

(b ) these lags vary a c c o r d i n g to t he n a t u r e a n d d i r ec t i on 
of the pol icy c h a n g e a n d the p o i n t in t he cycle w h e n 
it t akes p l ace ; 

21 A.H. Meltzer, Keynes's General Theory: A Different Perspective, 
Journal of Economic Literature, Vol. XIX, March, 1981, pp. 34-64. 



(c) a l t h o u g h the m o n e y / n o m i n a l i n c o m e lags a p p e a r to 
be s h o r t e r 2 2 t hey a r e still v a r i a b l e a n d b o t h the 
d e m a n d for m o n e y func t ions a n d a t t e m p t e d 
r e d u c e d fo rm e q u a t i o n s a r e cha rac t e r i s ed by 
i n s t ab i l i t y ; 2 3 

(d) a p a r t f rom this , l i t t le is k n o w n a b o u t the l inkages 
b e t w e e n m o n e y a n d real i n c o m e a n d pr ices ; 

(e) w h e r e severa l ob jec t ives a r e b e i n g p u r s u e d by the 
use o f a va r ie ty of pol icy i n s t r u m e n t s , c o m p l e x 
t rade-offs a r e invo lved a b o u t w h i c h k n o w l e d g e is 
l imi ted , a n d even w h e r e re sea rch h a s b e e n car r ied 
o u t k n o w l e d g e of its i m p l i c a t i o n s m a y no t be 
w i d e s p r e a d ; 

(f) wh i l e these conc lu s ions re la te to ex pos t e c o n o m e t r i c 
m o d e l r e sea rch , it m u s t be r ecogn i sed tha t the 
p r o b l e m s a r e c o m p o u n d e d for p o l i c y m a k e r s 
w o r k i n g in a n ex a n t e e n v i r o n m e n t w h e r e cons ide r ­
a b l e u n c e r t a i n t y s u r r o u n d s no t on ly the u n d e r ­
s t a n d i n g of e c o n o m i c r e l a t i onsh ip s bu t a lso fore­
casts o f t he p rospec t ive s ta te of t he na t i on . 

O n the o t h e r h a n d , m o d e l b a s e d ana lys i s has i l lus t ra ted 
t he p o w e r of m a c r o - e c o n o m i c pol ic ies to inf luence t he 
t a rge t va r i ab le s , a n d , in p a r t i c u l a r S p e n c e r a n d G r i m e s 2 4 

f o u n d t h a t a n u m b e r of c o m b i n a t i o n s of s i m p l e 
i n s t r u m e n t / o b j e c t i v e pol icy f e e d b a c k ru les cou ld ou t ­
p e r f o r m the ' n o pol icy c h a n g e ' o p t i o n s in s tab i l i s ing the 
e c o n o m y as r e p r e s e n t e d by the B a n k ' s C o r e m o d e l . 

But the e v i d e n c e is no t c lea r cut . F o r e x a m p l e , M o r g a n 
a n d H a y w o o d 2 5 c o n d u c t e d m o d e l s i m u l a t i o n e x p e r i m e n t s 
involv ing a c o n s t a n t a v e r a g e a n n u a l ra te of inc rease for 
real G o v e r n m e n t ( n o n - w a g e , n o n - t r a n s f e r ) e x p e n d i t u r e . 
T h e y c o n c l u d e d tha t d i s c r e t i ona ry G o v e r n m e n t e x p e n ­
d i t u r e policy, if it exis ted at al l , h a d t e n d e d to be 
s ignif icant ly pro-cycl ica l a n d f u r t h e r m o r e if G o v e r n m e n t 
h a d fo l lowed a r a t h e r s impl is t ic pol icy of c o n s t a n t real 
g rowth in e x p e n d i t u r e , cycles in d o m e s t i c act ivi ty w o u l d 
h a v e b e e n d a m p e n e d signif icant ly. T h e y c l a i m e d tha t 
G o v e r n m e n t e x p e n d i t u r e m o v e m e n t s h a v e gene ra l l y 
b e e n incons i s t en t wi th the d o m e s t i c s t ab i l i sa t ion ob jec ­
tive, a l t h o u g h they also a c k n o w l e d g e d the difficulty o f 
e m p l o y i n g c o u n t e r - c y c l i c a l fiscal pol icy o n c e the e c o n o m y 
h a d e n t e r e d a r ecess ionary p h a s e wh ich itself was m o r e 
often t h a n no t assoc ia ted wi th a n u n h e a l t h y ex te rna l 
pos i t ion . 

S m i t h 2 6 c a r r i ed ou t s o m e s imi la r b u t e x t e n d e d policy 
s i m u l a t i o n s u s i n g a la ter vers ion of t he Bank ' s m o d e l a n d 
s h o w e d , for e x a m p l e , t ha t a l t h o u g h a c o n s t a n t g r o w t h ra te 
of G o v e r n m e n t e x p e n d i t u r e y i e lded a m o r e s t ab le level of 
a g g r e g a t e e x p e n d i t u r e for the e c o n o m y a n d a r e d u c e d 
ex t e rna l deficit, it led to a n inc rease in u n e m p l o y m e n t a n d 

22 D.E.A. Giles, R.G. Smith and B.D. Wilkinson, in Some Relation­
ships Between Monetary Aggregates and Domestic Activity in N.Z., 
New Zealand Economic Papers, Vol. 12, 1978, pp. 76-95, found that 
the average length o f lag from changes in the monetary aggregate to 
changes i n nominal income were around two quarters for domestic 
credit and about four quarters for M l and M3. 

23 See tables 1 and 2 i n G.H. Spencer, Monetary Targets: A Comparison 
of Some Alternative Aggregates, R.B.N.Z. Research Paper No. 30, 
W e l l i n g t o n , May, 1980, pages 25 and 26. 

24 G.H. Spencer and A. Grimes, op cit. 

25 G.H.T. Morgan and E. Haywood, o p cit. 

26 R.G. Smith, Alternative Policy Simulations with a New Zealand 
Model, in G.H. Spencer (ed.), The Reserve Bank Econometric Model: 
A Revised Structure and Some Policy Simulations, R.B.N.Z. Research 
Paper No. 28, Wellington, March, 1979 

little c h a n g e in t he ra te of inf lat ion. T h e mos t i m p o r t a n t 
po in t to e m e r g e f rom the p a p e r was p r o b a b l y t he n a t u r e of 
the t rade-offs invo lved b e t w e e n different e c o n o m i c o b ­
jec t ives . 

T h i s p o i n t was also e m p h a s i s e d by G r i m e s 2 7 w h o found 
tha t in a var ie ty of e x p e r i m e n t s ( i nc lud ing a n increase in 
G o v e r n m e n t e x p e n d i t u r e a n d a tax w a g e b a r g a i n ) in 
which the real e x c h a n g e ra te was held at its con t ro l level an 
increase in e m p l o y m e n t was on ly o b t a i n e d subjec t to an 
inc reased c u r r e n t a c c o u n t deficit. A s i m u l t a n e o u s im­
p r o v e m e n t in e m p l o y m e n t a n d the ex t e rna l a c c o u n t was 
on ly poss ib le in an e x p e r i m e n t wh ich c o u p l e d a real wage 
r e d u c t i o n wi th a d e v a l u a t i o n of the real e x c h a n g e ra te . 
A n y e x p a n s i o n of a g g r e g a t e d e m a n d a c h i e v e d t h r o u g h 
r e d u c e d t axa t ion or inc reased G o v e r n m e n t s p e n d i n g 
a g g r a v a t e d inflat ion a n d led in t u rn to a m o r e subs t an t i a l 
n o m i n a l e x c h a n g e ra te d e v a l u a t i o n a n d h e n c e fur ther 
pr ice increases . G r i m e s conc lus ion was " t h a t the 
G o v e r n m e n t m u s t t he re fo re choose b e t w e e n i m p r o v i n g 
the e m p l o y m e n t s i tua t ion still fu r the r ( t h r o u g h fiscal or 
m o n e t a r y pol icy) at the e x p e n s e of g r e a t e r inflat ion or 
r e f ra in ing f rom s t i m u l a t i n g a g g r e g a t e d e m a n d a n d set­
t l ing for t he n e w e m p l o y m e n t e q u i l i b r i u m . C lea r ly the re 
is n o ' free l u n c h ' to be h a d t h r o u g h the i m p l e m e n t a t i o n of 
any s ingle pol icy or m i x t u r e of po l ic ies . " 

T h e resul ts o f a n o t h e r s i m u l a t i o n e x p e r i m e n t involv ing 
a s m o o t h e d (essent ia l ly flat) p a t h for real n o n - w a g e 
g o v e r n m e n t e x p e n d i t u r e b e t w e e n 1974(4)and 1979(3)a re 
set o u t in t ab l e 7. T h i s w o r k differed from tha t of M o r g a n 
a n d H a y w o o d , a n d Smi th , in tha t it r e la ted to a la ter t ime 
pe r iod a n d was based on the Rese rve Bank ' s n e w core 
m o d e l of t he e c o n o m y . T h e resul ts were inconc lus ive . 
S m o o t h e r g o v e r n m e n t s p e n d i n g eased s o m e bu t not all of 
the p e a k s a n d t r o u g h s in real agg rega t e e x p e n d i t u r e , 
y i e lded overa l l s l ightly m o r e real o u t p u t by the e n d of the 
s i m u l a t i o n pe r iod , ba re ly a l te red the a v e r a g e e m p l o y m e n t 
level, a n d adve r se ly affected ove r seas reserves . 

In t u r n i n g from these hypo the t i c a l resul ts to a c t u a l 
p rac t i ce , i n t e r p r e t a t i o n s of fiscal policy a re especia l ly 
c o m p l i c a t e d by its i n t e r - r e l a t i onsh ip with a va r i ab l e 
b a l a n c e of p a y m e n t s s i tua t ion (itself an i m p o r t a n t d e ­
t e r m i n a n t of d o m e s t i c act ivi ty) , a n d the difficulty of d is ­
t i ngu i sh ing b e t w e e n the effect o f the b u d g e t o n the 
e c o n o m y a n d the e c o n o m y o n the b u d g e t . U s i n g an 
overs impl i f ied c o m p a r i s o n of e x t r e m e views to i l lus t ra te 
the po in t , it is poss ib le to a r g u e tha t the m a n i p u l a t i o n s of 
fiscal pol icy in r ecen t y ea r s h a v e b e e n successful in the 
sense tha t t hey w e r e d i r ec ted p r imar i l y to m a i n t a i n i n g a 
to le rab ly s t ab l e d o m e s t i c e c o n o m y in real t e r m s a n d in­
d e e d this was ach i eved . A v e r a g e g rowth has b e e n neg ­
l igible bu t the fluctuations h a v e b e e n genera l ly sma l l . A n 
a l t e rna t i ve a n d p e r h a p s b r o a d e r i n t e r p r e t a t i o n cou ld be 
tha t de sp i t e the fiscal a d j u s t m e n t s , fluctuating b u d g e t 
deficits a n d m o n e y s u p p l y g rowth ra tes h a d little i m p a c t 
on the real va r i ab l e s , u n e m p l o y m e n t rose sha rp ly , a n d the 
ma jo r i m p a c t was on the n o m i n a l m a g n i t u d e s i.e. 
inflat ion. 

A n o t h e r s t u d y wh ich a t t e m p t e d to assess ac tua l t r e n d s 
in fiscal pol icy, the r e l a t i onsh ip of these to ex te rna l ly 
i n d u c e d even t s , a n d the a u t o m a t i c / d i s c r e t i o n a r y sp l i t -up 
of the Budge t r e a c h e d a set of conc lus ions wh ich w e r e 
t o u c h e d on ear l ie r in this p a p e r . 2 8 S o m e i m p o r t a n t po in t s 
e m e r g e d f rom this s t u d y of r e l evance to this sec t ion of the 
ana lys i s . 

27 A. Grimes, A Model of the New Zealand Labour Market, R.B.N.Z. 
Research Paper No. 33, Wellington, July, 1981. 

28 R.S. Deane and R.G. Smith, op cit. 



F o r e x a m p l e , t h e s t a t e o f t h e b a l a n c e o f p a y m e n t s h a s 
o f t e n b e e n a d o m i n a n t f a c t o r i n d e t e r m i n i n g t h e l e v e l o f 
d o m e s t i c e c o n o m i c a c t i v i t y . T h e e x t e r n a l a c c o u n t s h a v e 
a l s o h a d i m p o r t a n t f e e d b a c k e f f e c t s o n t h e f i s c a l p o s i t i o n . 
I n p e r i o d s w h e n t h e b a l a n c e o f p a y m e n t s h a s b e e n r e l a ­
t i v e l y f a v o u r a b l e , d o m e s t i c g r o w t h h a s p i c k e d u p a n d 
i n c r e a s e d w i t h d r a w a l s o f f u n d s f r o m t h e p r i v a t e t o t h e 
g o v e r n m e n t s e c t o r h a v e b e e n i n d u c e d , m a i n l y a s a c o n ­
s e q u e n c e o f a d d i t i o n a l b o r r o w i n g a s s o c i a t e d w i t h t h e 
d o m e s t i c m o n e t a r y e x p a n s i o n . B u t a s t h e p e r i o d s o f 
h i g h e r g r o w t h p r o g r e s s e d , t h e b u d g e t i n t e r n a l b a l a n c e 
t e n d e d t o d e c l i n e , s o t h a t i n s o m e p e r i o d s t h e f i s c a l p o s i ­
t i o n w a s e a s i n g w h i l e d o m e s t i c g r o w t h p e r s i s t e d a n d t h e 
o v e r s e a s c u r r e n t a c c o u n t s l i d i n t o a l a r g e r d e f i c i t p o s i t i o n . 

O n t h e o t h e r h a n d , s l o w e r g r o w t h p e r i o d s h a v e u s u a l l y 
b e e n a s s o c i a t e d w i t h u n f a v o u r a b l e e x t e r n a l p o s i t i o n s 
( s o m e t i m e s a f t e r a l a g ) a n d t h e b u d g e t a r y s i t u a t i o n h a s 
o f t e n b e e n c o r r e s p o n d i n g l y e a s i e r , a t l e a s t i n t e r m s o f t h e 
a d j u s t e d b a l a n c e a f t e r b o r r o w i n g . 2 9 I n t h e s e c a s e s , t h e r e 
w e r e u s u a l l y c l e a r e r c o u n t e r - c y c l i c a l i m p l i c a t i o n s a l t h ­
o u g h s u c h o u t c o m e s h i n g e d m a i n l y o n t i g h t e r d o m e s t i c 
m o n e t a r y c o n d i t i o n s a s c o m p a r e d w i t h t h e p e r i o d s o f 
m o r e f a v o u r a b l e e x t e r n a l a c c o u n t p o s i t i o n s . 

A l l i n a l l , t h e r e h a s b e e n a h e a v y o v e r l a y o f t h e e x t e r n a l 
p o s i t i o n o n t h e e c o n o m y a n d o n b o t h t h e s t a t e o f f i s c a l 
p o l i c y a n d t h e r o o m f o r m a n o e u v r e w i t h r e s p e c t t o t h i s 
p o l i c y . I n m a n y y e a r s g o v e r n m e n t s p e n d i n g h a s t e n d e d t o 
b e p r o - c y c l i c a l , a l t h o u g h t h e r e h a v e b e e n s o m e n o t a b l e 

e x c e p t i o n s . T h e r e v e n u e p o s i t i o n i s h a r d e r t o s o r t o u t . 
O v e r a l l , t h e e v i d e n c e s u g g e s t s t h a t t h e a u t o m a t i c s t a b i l i ­
s a t i o n e l e m e n t s o f f i s c a l p o l i c y h a v e t e n d e d t o w o r k t o 
r e d u c e t h e b u d g e t d e f i c i t , a l t h o u g h t h e i r n e t r e l a t i o n s h i p 
t o e c o n o m i c a c t i v i t y h a s b e e n v a r i a b l e . T h e i m p l i c a t i o n 
h o w e v e r i s t h a t t h e s w i n g s i n p o l i c y h a v e b e e n l a r g e l y o f 
d i s c r e t i o n a r y o r i g i n . I n m o s t c a s e s , t h e s e s w i n g s w e r e 
r e v e r s e d o r s u b s t a n t i a l l y m o d i f i e d w i t h i n r e l a t i v e l y s h o r t 
t i m e s p a n s , a n d p r o b a b l y b e f o r e t h e m u l t i p l i e r e f f e c t s 
p e a k e d . 

AN ASSESSMENT 

I t i s c l e a r t h a t t h e r e a r e n o s i m p l e a n s w e r s t o t h e 
q u e s t i o n o f h o w t o a c h i e v e t h e m o s t s a t i s f a c t o r y m i x o f 
f i s c a l a n d m o n e t a r y p o l i c i e s . 

D i f f e r e n t t h e o r i e s s u g g e s t d i f f e r e n t a p p r o a c h e s a n d 
d i f f e r e n t o u t c o m e s ; a n d d i f f e r e n t m o d e l s g i v e d i s c o n ­
c e r t i n g l y d i f f e r e n t h y p o t h e t i c a l e m p i r i c a l r e s u l t s . T h e r e 
a r e c o m p l e x t r a d e - o f f s b e t w e e n v a r i o u s i n s t r u m e n t / -
o b j e c t i v e m i x e s . 

H a v i n g s a i d t h a t , t h e r e d o e s s e e m t o b e b o t h a t h e o r e ­
t i c a l a n d a n e m p i r i c a l p r e s u m p t i o n i n f a v o u r o f l e s s p o l i c y 
v a r i a b i l i t y t h a n N e w Z e a l a n d h a s e x p e r i e n c e d . T h i s c a n 
b e c l a i m e d p a r t l y b e c a u s e i n s t a b i l i t y o f t h e p o l i c y i n ­

s t r u m e n t s e t t i n g s , s u c h a s t h e b u d g e t d e f i c i t , a n d t h e 
i n t e r m e d i a t e t a r g e t s , s u c h a s t h e m o n e y s u p p l y , h a v e b e e n 
p a r t i c u l a r l y a c u t e i n t h i s c o u n t r y s i n c e t h e m i d - 1 9 7 0 ' s . 

O n t h e t h e o r e t i c a l s i d e , t h e r e i s a w h o l e b o d y o f m o n ­
e t a r i s t a n d n e w c l a s s i c a l a n a l y s i s w h i c h h a s b a r e l y b e e n 
t a p p e d i n N e w Z e a l a n d b u t w h i c h m a k e s i t c l e a r t h a t 
f i n e - t u n i n g t o a c h i e v e s t a b i l i t y a n d g r o w t h i s a n e x e r c i s e o f 
d u b i o u s m e r i t . D e s p i t e t h e N e w Z e a l a n d s t y l e o f f i s c a l 

29 1977/78 was a marked exception, when there was a significant 
tightening of fiscal policy. 

p o l i c y p r o b a b l y b e a r i n g s o m e r e s e m b l a n c e t o t h e c o n ­
v e n t i o n a l K e y n e s i a n a p p r o a c h , i t i s n o w b e i n g a r g u e d b y 
s o m e t h a t K e y n e s t o o w a s m o r e i n t e r e s t e d i n s t a b i l i t y t h a n 
f i n e - t u n i n g . T h e w e i g h t o f t h e o r y t h u s b e a r s i n c r e a s i n g l y 
a g a i n s t t h e N e w Z e a l a n d a p p r o a c h . M a n y o t h e r 
d e v e l o p e d c o u n t r i e s h a v e r e c o g n i s e d t h i s b y a t t e m p t s t o 
a v o i d e x c e s s i v e s w i n g s i n f i s c a l p o l i c y , a d o p t i o n o f p u b ­
l i c l y a n n o u n c e d m o n e t a r y t a r g e t s , a n d a w i l l i n g n e s s t o 
a l l o w e x c h a n g e r a t e s a n d i n t e r e s t r a t e s t o b e l a r g e l y d e ­
t e r m i n e d b y m a r k e t f o r c e s . O n t h e o f h e r h a n d , t h e r e i s 
m i x e d e v i d e n c e a b o u t t h e p a y o f f f r o m t h i s a p p r o a c h a n d , 
i n d e e d , i n s o m e c o u n t r i e s t h e s h o r t r u n c o s t o f m o n e t a r i s t 
p o l i c i e s i n t e r m s o f u n e m p l o y m e n t h a s b e e n h i g h . 3 0 

A l t h o u g h t h e s e p o l i c y m o v e s m a y b e s e e n a s a s w i n g t o 
a m o r e c o n s e r v a t i v e f r e e m a r k e t p h i l o s o p h y , t h e r e w o u l d 

p r o b a b l y b e f e w e c o n o m i s t s o f e i t h e r m o n e t a r i s t o r 
K e y n e s i a n p e r s u a s i o n w h o w o u l d n o t b e p e r t u b e d b y t h e 
e x t e n t o f t h e s w i n g s i n t h e f i s c a l a n d m o n e t a r y v a r i a b l e s i n 
N e w Z e a l a n d . 

T h o s e w h o a r e n o t p e r s u a d e d b y t h e o r e t i c a l a n a l y s i s 
m a y f i n d t h e d o m e s t i c e m p i r i c a l e v i d e n c e m o r e c o n ­
v i n c i n g . A p a r t f r o m t h e k n o w n v a r i a b i l i t y o f t h e l a g s , a n d 
o f t h e e c o n o m i c r e l a t i o n s h i p s t h e m s e l v e s o v e r t i m e , t h e 
s h e e r l a c k o f k n o w l e d g e a b o u t p r e s e n t i n t e r - r e l a t i o n s h i p s , 
t h e p o s s i b l e i n a d e q u a c y o f f u t u r e f o r e c a s t s o f a c t i v i t y , t h e 
u n p r e d i c t a b i l i t y o f e x t e r n a l s h o c k s , a n d t h e l a c k o f u n ­

d e r s t a n d i n g o f t h e f e e d b a c k e f f e c t s o f p o l i c y a c t i o n s 
s h o u l d i n d u c e a s e n s e o f c a u t i o n a b o u t t h e e x t e n t t o w h i c h 
m e a n i n g f u l s h o r t t e r m a d j u s t m e n t s c a n b e u s e d t o ' f i n e -
t u n e ' t h e e c o n o m y . A t t h e v e r y l e a s t , t h i s c a s e s h o u l d b e 
c o m p e l l i n g w i t h r e s p e c t t o s u b s t a n t i a l p o l i c y c h a n g e s 
i n t e n d e d t o h a v e m a r k e d s h o r t t e r m e f f e c t s o n t h e r e a l 

o u t p u t a n d e m p l o y m e n t v a r i a b l e s . A l t h o u g h s o m e m o d e l 
e x e r c i s e s s h o w g a i n s f r o m d i s c r e t i o n a r y p o l i c y a c t i o n s , i t i s 
d i f f i c u l t t o a s s e s s t h e t r a d e - o f f s i n v o l v e d a n d t o g a u g e t h e 
a d v a n t a g e t o t h e m o d e l b u i l d e r o f t h e b e n e f i t o f h i n d s i g h t . 
H y p o t h e t i c a l s i m u l a t i o n e x p e r i m e n t s c a n r e v e a l a s m u c h 

a b o u t o n e ' s t a l e n t t o f i n e - t u n e a m o d e l a s t h e y d o a b o u t 
o n e ' s a b i l i t y t o r e p l i c a t e e c o n o m i c a d j u s t m e n t s w h i c h 
c o r r e s p o n d t o r e a l l i f e p o s s i b i l i t i e s . 

I t i s n o t e a s y t o b e c o n v i n c e d b y e i t h e r e x t r e m e o f t h e 
t h e o r e t i c a l s c h o o l s . C o m p r o m i s e s s e e m i n e v i t a b l e i n t h e 
f a c e o f m u l t i p l e o b j e c t i v e s a n d i m p e r f e c t i n s t r u m e n t s . 
N e v e r t h e l e s s , f r e q u e n t p o l i c y c h a n g e s s e e m l i k e l y t o g i v e 
c o n f u s e d s i g n a l s t o t h e p r i v a t e s e c t o r a n d t e n d t o ' p i l e u p ' 
o n e a c h o t h e r i n a m a n n e r w h i c h m a k e s i t i m p o s s i b l e t o 
i n t e r p r e t a c c u r a t e l y t h e i r u l t i m a t e i m p a c t . T h i s m a y b e 
b e c a u s e t h e p o l i c y c o u r s e i s a l t e r e d w i t h i n t h e p e r i o d i t 
t a k e s f o r a n i n i t i a l p o l i c y c h a n g e t o b e c o m e e f f e c t i v e , o r 
b e c a u s e r e s p o n s e s c a n b e s o v a r i a b l e t h a t i t b e c o m e s 

d i f f i c u l t t o d i s e n t a n g l e t h e v a r i o u s c a u s e a n d e f f e c t r e l a ­
t i o n s h i p s . 

T h i s s u g g e s t s t h e n e e d t o p u r s u e m e d i u m t e r m , t w o t o 
t h r e e y e a r , o b j e c t i v e s i n a s c o n s i s t e n t a n d p h a s e d a 
m a n n e r a s e x t e r n a l s h o c k s p e r m i t ; a n d s o a v o i d m a j o r 
s h o r t t e r m ( s a y , w i t h i n o n e y e a r ) s h i f t s i n t h e d i r e c t i o n o f 
p o l i c y . T h e e v i d e n c e i n d i c a t e s t h a t s u c h p o l i c y c h a n g e s 
m a y a s o f t e n a s n o t a g g r a v a t e r a t h e r t h a n a m e l i o r a t e t h e 
p r o b l e m s t o w h i c h t h e y a r e a d d r e s s e d . P r i v a t e s e c t o r 
a d j u s t m e n t s e e m s m o s t l i k e l y t o b e a s s i s t e d b y a s e t o f 
G o v e r n m e n t p o l i c i e s a b o u t w h i c h t h e p r i v a t e s e c t o r i s w e l l 
i n f o r m e d a n d i s c o n f i d e n t w i l l b e m a i n t a i n e d . 

T h u s i f t h e e x c h a n g e r a t e i s t o b e o f f i c i a l l y m a n a g e d , i t 
30 A cogent empirical analysis of this problem is offered by Terry Barker 

in The Economic Consequences of Monetar ism: A Keynesian View 
of the British Economy 1980/90, Cambridge Journal of Economics, 
Vol. 4, No. 4, December, 1980, pp. 319-336. 



shou ld be d o n e in a w a y which e n s u r e s it m o v e s p r o ­
gressively t o w a r d s t he m e d i u m to l onge r r u n level wh ich 
w o u l d be e s t ab l i shed by m a r k e t forces. M o n e t a r y policy 
shou ld be d i r ec ted a t a v o i d i n g l a rge swings in the im­
p o r t a n t m o n e t a r y agg rega t e s , a n d the g r o w t h ra tes of 
these shou ld be c o n s t r a i n e d wi th in s o m e su i t ab ly n a r r o w 
b a n d be low the inflat ion ra t e . In t he face of ex t e rna l 
shocks , the pos i t i on ing of this b a n d re la t ive to the inflat ion 
r a t e m a y n e e d r ea s se s smen t if p r i v a t e sec tor a d j u s t m e n t s 
to the shocks is no t to be inh ib i t ed . 

If it is a g r e e d tha t fiscal pol icy m u s t p lay s o m e d i sc re ­
t i ona ry role wi th respec t to d o m e s t i c act ivi ty , it s h o u l d be 
a p p r e c i a t e d tha t it will no t by itself so lve the u n e m ­
p l o y m e n t p r o b l e m a n d tha t the i n d e p e n d e n c e of fiscal a n d 
m o n e t a r y pol icies c a n on ly be a s su red by a p p r o p r i a t e 

financing of the b u d g e t deficit. In these c i r c u m s t a n c e s , 
y e a r to y e a r c h a n g e s in the deficit s h o u l d n o r m a l l y be 
m o d e r a t e r a t h e r t h a n large . 

T h e r e is an i m p o r t a n t case for m a k i n g ava i l ab le a 
b r o a d e r r a n g e of s tat is t ical a n d ana ly t i ca l i n f o r m a t i o n 
a b o u t the pas t o p e r a t i o n , c u r r e n t s t ance a n d future in­
t en t ions of fiscal pol icy. If this w e r e c o m b i n e d with a 
policy s t ra tegy invo lv ing a m o r e cons i s t en t m a t c h i n g of 
i n s t r u m e n t s wi th objec t ives ove r a long e n o u g h t ime pe­
riod for the la t te r to h a v e s o m e c h a n c e of be ing a c h i e v e d , 
a n d if the re were a wi l l ingness to util ise the a v a i l a b l e 
i n s t r u m e n t s in an effective m a n n e r , t hen it s e e m s likely 
tha t fiscal policy, a n d i n d e e d o t h e r pol ic ies , cou ld m a k e a 
m o r e posi t ive c o n t r i b u t i o n to g rowth a n d s tabi l i ty t h a n 
has p e r h a p s been the case in recen t yea r s . 
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P e r h a p s t h e g r e a t e s t r i s k w i t h r e s p e c t t o t h e t a x r e f o r m 
q u e s t i o n i n N e w Z e a l a n d , a s s u m i n g t h a t t h e n e e d f o r t a x 
r e f o r m i s n o w a c c e p t e d , i s n o t t h a t n o c h a n g e s w i l l b e 
m a d e , b u t t h a t r e f o r m w i l l t a k e t h e f o r m o f a s e r i e s o f 
u n c o - o r d i n a t e d a n d i n c o n s i s t e n t m e a s u r e s a i m e d n o t a t 
t h e f u n d a m e n t a l p r o b l e m s b u t r a t h e r a t t h e s y m p t o m s o f 
t h o s e p r o b l e m s . I f t h i s i s t o b e a v o i d e d i t i s e s s e n t i a l t h a t a 
f u n d a m e n t a l r e - e x a m i n a t i o n b e u n d e r t a k e n o f t h e b a s i s 
f o r t a x a t i o n , i n c l u d i n g i t s o b j e c t i v e s a n d p r i n c i p l e s , a n d 
t h a t a c o n c e p t u a l f r a m e w o r k b e f o r m u l a t e d , w i t h i n w h i c h 
a l t e r n a t i v e t a x a t i o n o p t i o n s c a n b e d e v i s e d a n d e v a l u a t e d . 
T h e N e w Z e a l a n d P l a n n i n g C o u n c i l , w h i c h t h r o u g h i t s , 4 M 
Agenda for Tax Reform1 d o c u m e n t w a s i n s t r u m e n t a l i n 

h a v i n g a T a x R e f o r m T a s k F o r c e e s t a b l i s h e d , h a s m a d e a n 
i m p o r t a n t c o n t r i b u t i o n i n t h i s r e g a r d . I t i s n o w t o b e h o p e d 

t h a t t h e T a s k F o r c e , i n t h e t i m e i t h a s a v a i l a b l e , w i l l b e a b l e 
t o g e t t o t h e h e a r t o f t h e p r o b l e m s w i t h N e w Z e a l a n d ' s t a x 
s y s t e m . T h i s p a p e r s e t s o u t w h a t , i n t h e a u t h o r ' s v i e w , 
s o m e o f t h o s e p r o b l e m s m i g h t b e . a n d o f f e r s s o m e 
t h o u g h t s o n t h e g e n e r a l d i r e c t i o n s t h a t t a x r e f o r m c o u l d 
p o s s i b l y f o l l o w . 

T h e n e e d f o r a f u n d a m e n t a l r e v i e w o f t a x a t i o n d o e s n o t 
m e a n t h a t t a x r e f o r m n e e d n e c e s s a r i l y b e a s l o w p r o c e s s . 
A c o n s i d e r a b l e b o d y o f r e s e a r c h h a s a l r e a d y b e e n u n ­
d e r t a k e n , b o t h i n N e w Z e a l a n d a n d o v e r s e a s . P e r h a p s t h e 
m o s t c o m p r e h e n s i v e a n d i m p r e s s i v e c o n t r i b u t i o n t o t h i s 
r e s e a r c h i s t h e r e p o r t o f t h e c o m m i t t e e c h a i r e d b y 
P r o f e s s o r J . E . M e a d e o n t h e s t r u c t u r e a n d r e f o r m o f d i r e c t 

t a x a t i o n i n B r i t a i n . 2 W h i l e t h i s r e p o r t w a s p r e p a r e d 
a g a i n s t t h e b a c k g r o u n d o f t h e B r i t i s h s i t u a t i o n , i t i s 
n e v e r t h e l e s s r e l e v a n t t o N e w Z e a l a n d i n m a n y r e s p e c t s , 
b o t h b e c a u s e o f i t s t h o r o u g h c o n c e p t u a l a n a l y s i s , w h i c h 
h a s g e n e r a l a p p l i c a t i o n , a n d b e c a u s e t h e U . K . t a x s y s t e m 
i s . i n b r o a d t e r m s , n o t u n d u l y d i s s i m i l a r f r o m o u r o w n . 
A n o t h e r r e p o r t h e l d i n h i g h r e g a r d i s t h a t p r e p a r e d b y o u r 
o w n C o m m i t t e e o f I n q u i r y i n t o I n f l a t i o n A c c o u n t i n g ( t h e 
R i c h a r d s o n C o m m i t t e e ) . A l t h o u g h t h i s w a s a d d r e s s e d 

p r i m a r i l y t o t h e d e v i s i n g o f a m o r e m e a n i n g f u l m e t h o d o f 
m e a s u r i n g b u s i n e s s i n c o m e ( i n c l u d i n g t h e i n c o m e t a x 
b a s e f o r t h e b u s i n e s s s e c t o r ) , t h e m e t h o d s r e c o m m e n d e d 
b y t h a t c o m m i t t e e h a v e m o r e g e n e r a l p o t e n t i a l a p p l i c a ­
t i o n s . T h i s l a t t e r a s p e c t h a s b e e n d e v e l o p e d b y t h e 
G o v e r n o r o f t h e R e s e r v e B a n k . M r R . W . R . W h i t e , i n a 
s e r i e s o f a r t i c l e s i n t h e R e s e r v e B a n k Bulletin4 o n a c o n ­
s t a n t v a l u e u n i t o f a c c o u n t . 

N o r d o e s a f u n d a m e n t a l r e f o r m o f t a x a t i o n m e a n t h a t 
t h e e x i s t i n g t a x s y s t e m n e e d b e s c r a p p e d o v e r n i g h t . T h i s , 
q u i t e a p a r t f r o m a n y t h i n g e l s e , w o u l d n o t b e p r a c t i c a b l e . 
R a t h e r a f r a m e w o r k o n c e e s t a b l i s h e d w o u l d s e r v e a s t h e 
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m e a n s o f e n s u r i n g t h a t t a x p o l i c y t h e r e a f t e r w a s 
d e v e l o p e d i n a c o n s i s t e n t m a n n e r , s u c h t h a t i n t i m e i t 
s h o u l d b e p o s s i b l e t o m o v e t o w a r d s a d e s i r e d s t r u c t u r e . A 
p i e c e m e a l a p p r o a c h a l o n g t h e s e l i n e s w o u l d o f c o u r s e 
p r o b a b l y r e s u l t i n s o m e o f t h e e x i s t i n g p r o b l e m s a n d 

a n o m a l i e s w i t h i n t h e t a x s y s t e m b e i n g a c c e n t u a t e d i n t h e 
s h o r t t e r m , g i v e n t h a t a n o m a l i e s i n t h e e x i s t i n g t a x s y s t e m 
a r e s o w i d e s p r e a d t h a t i n m a n y i n s t a n c e s , o n e , t o a g r e a t e r 
o r l e s s e r d e g r e e , o f f s e t s a n o t h e r . N e v e r t h e l e s s i t m a y w e l l 
b e t h a t i f p r o g r e s s i s t o b e m a d e i n t e r m s o f m o v i n g t o w a r d s 
a m o r e s o u n d l y b a s e d t a x s t r u c t u r e , t h i s i s a p r i c e w h i c h 
w i l l h a v e t o b e p a i d . 

O B J E C T I V E S A N D P R I N C I P L E S O F T A X A T I O N 

O b v i o u s l y , a n y t a x f r a m e w o r k w i l l , i m p l i c i t l y o r o t h ­
e r w i s e , e m b o d y a s e t o f o b j e c t i v e s a n d a l s o t h o s e p r i n c i ­
p l e s a n d c r i t e r i a w h i c h i t i s j u d g e d n e e d t o b e a b i d e d b y 
a n d m e t i f t h e t a x s y s t e m i s t o b e a n a c c e p t a b l e o n e . A s 
o t h e r c o m m e n t a t o r s h a v e n o t e d , i t i s l a r g e l y b e c a u s e t h e r e 
h a v e b e e n s o m a n y d e p a r t u r e s f r o m t h e e s t a b l i s h e d t a x ­

a t i o n p r i n c i p l e s a n d c r i t e r i a , a n d p e r h a p s , a l s o b e c a u s e t h e 
o b j e c t i v e s h a v e n o t a l w a y s b e e n a s c l e a r a s t h e y m i g h t 
h a v e b e e n , t h a t t h e p r e s e n t t a x a t i o n s y s t e m i s b e c o m i n g 
u n a c c e p t a b l e a n d i n e f f e c t i v e . A n e x p l i c i t r e s t a t e m e n t o f 
t h e o b j e c t i v e s a n d p r i n c i p l e s o f t a x a t i o n h e r e i s t h e r e f o r e 

c o n s i d e r e d t o b e w a r r a n t e d . 

Objec t ives : 

1. T h e F i n a n c i n g of Pub l i c E x p e n d i t u r e 

T h i s i s u n q u e s t i o n a b l y t h e p r i m a r y o b j e c t i v e o f t a x a ­
t i o n . A n y t a x r e f o r m w h i c h r e s u l t s i n a l o w e r o v e r a l l t a x 
t a k e i n t h e c u r r e n t c i r c u m s t a n c e s w o u l d n o t b e h e l p f u l i n 
t e r m s o f l o n g r u n s t a b i l i s a t i o n o b j e c t i v e s . T h i s i s , o f 
c o u r s e , u n l e s s a r e d u c t i o n i n r e a l g o v e r n m e n t e x p e n d i t u r e 
c a n b e a c h i e v e d a t t h e s a m e t i m e . G i v e n t h a t t a x r e f o r m 
f o r m a n y a p p a r e n t l y i m p l i e s a r e d u c e d t a x b u r d e n , a t l e a s t 
f o r t h e m s e l v e s , i f n o t o v e r a l l , i t w o u l d p e r h a p s b e h e l p f u l 
i f a s m u c h a t t e n t i o n w a s g i v e n t o t h e l e v e l a n d s t r u c t u r e o f 

g o v e r n m e n t e x p e n d i t u r e a s i s n o w b e i n g g i v e n t o t h e 
r e f o r m o f t h e t a x s y s t e m . T h i s w o u l d r e q u i r e a n e x ­
a m i n a t i o n o f p u b l i c e x p e n d i t u r e p a t t e r n s , l e v e l s , a n d 
g r o w t h i n t h e l i g h t o f t h e p r i n c i p l e s o f p u b l i c e x p e n d i t u r e 
a n d p e r h a p s a l s o , g i v e n t h a t p u b l i c e x p e n d i t u r e h a s b e e n 
t e n d i n g t o g r o w m o r e r a p i d l y t h a n g r o s s d o m e s t i c p r o d u c t , 
a n e x a m i n a t i o n o f p u b l i c s e c t o r e x p e n d i t u r e c o n t r o l 
m e c h a n i s m s . 

2. R e d i s t r i b u t i o n 

T h e t a x s y s t e m i s g e n e r a l l y e x p e c t e d t o a c t a s o n e a r m o f 
r e d i s t r i b u t i o n p o l i c y , t h e o t h e r b e i n g s o c i a l w e l f a r e p o l i c y . 

T h i s i s r e f l e c t e d i n N e w Z e a l a n d i n a p r o g r e s s i v e i n c o m e 
t a x r a t e s t r u c t u r e o n t h e o n e h a n d , a n d t h e p a y m e n t o f 

s o c i a l w e l f a r e b e n e f i t s t o t h o s e i n n e e d , a n d i n m a n y 
i n s t a n c e s i r r e s p e c t i v e o f n e e d , o n t h e o t h e r . T h e t w o 

s y s t e m s d o n o t , a n d s h o u l d n o t , o p e r a t e e n t i r e l y i n ­
d e p e n d e n t l y f r o m e a c h o t h e r . F o r i n s t a n c e , s o m e b e n e f i t s 
a r e p r o v i d e d b y w a y o f t a x r e b a t e s e t c , a n d o t h e r b e n e f i t s 
a r e i n c l u d e d i n t a x a s s e s s a b l e i n c o m e , t h i s b e i n g a n a l ­
t e r n a t i v e m e a n s o f i n t r o d u c i n g a d e g r e e o f p r o g r e s s i v i t y o r 
m e a n s t e s t i n g i n t o t h e s e b e n e f i t p a y m e n t s . A m e a n s o f 



o p e r a t i n g b o t h s y s t e m s i n a m o r e f u l l y c o - o r d i n a t e d 
m a n n e r i s t h e ' n e g a t i v e i n c o m e t a x ' a p p r o a c h . U n d e r s u c h 

a n a p p r o a c h , i n c o m e m a i n t e n a n c e p a y m e n t s t o l o w i n ­
c o m e e a r n e r s w o u l d b e m a d e d i r e c t l y t h r o u g h t h e t a x 
s y s t e m , r a t h e r t h a n t h r o u g h t h e s o c i a l w e l f a r e s y s t e m . I n 
o t h e r w o r d s , t a x c r e d i t s w o u l d b e p a i d t o t h o s e ' t a x p a y e r s ' 
w h o s e i n c o m e d i d n o t e x c e e d s o m e t h r e s h o l d l e v e l . T h i s o f 
c o u r s e w o u l d n o t c o m p l e t e l y r e m o v e t h e n e e d f o r a s o c i a l 
w e l f a r e s y s t e m , s i n c e m a n y s o c i a l w e l f a r e p a y m e n t s a r e 
m a d e o n t h e b a s i s o f s p e c i a l n e e d s w h i c h i n v o l v e g r e a t e r 
t h a n n o r m a l e x p e n d i t u r e s . E q u a l l y h o w e v e r , a l a r g e p a r t 
o f t h e s o c i a l w e l f a r e s y s t e m i n v o l v e s i n c o m e m a i n t e n a n c e 
p r o g r a m m e s , w h i c h i t w o u l d s e e m c o u l d b e u s e f u l l y 
i n t e g r a t e d i n t o t h e t a x s y s t e m w i t h p o t e n t i a l e q u i t y a n d 
e f f i c i e n c y g a i n s . 

3. Macroeconomic Stabilisation 

T h e s t a b i l i s a t i o n r o l e o f t a x a t i o n a r i s e s i n p a r t f r o m t h e 
m a n n e r i n w h i c h p r o g r e s s i v e t a x r a t e s a c t t o g e n e r a t e 
m o v e m e n t s i n t a x r e v e n u e s w h i c h a r e p r o p o r t i o n a t e l y 

g r e a t e r t h a n m o v e m e n t s i n t h e t a x b a s e ( e i t h e r u p o r 
d o w n ) t h e r e b y r e s u l t i n g i n f i s c a l s t i m u l u s o r r e s t r a i n t 
w h e n t h e e c o n o m y i s d e p r e s s e d o r b u o y a n t r e s p e c t i v e l y . 
G o v e r n m e n t s a l s o a d j u s t t a x r e v e n u e s i n a d i s c r e t i o n a r y 
m a n n e r a s a n e l e m e n t o f ' f i n e t u n i n g ' s t a b i l i s a t i o n 
p o l i c i e s . 

4. Correcting Market Imperfections 

T h e m a r k e t m e c h a n i s m d o e s n o t a l w a y s g e n e r a t e p r i c e 
s i g n a l s c o n s i s t e n t w i t h t h e o p t i m a l a l l o c a t i o n o f r e s o u r c e s . 
T h a t i s , p r i c e s a n d c o s t s d o n o t a l w a y s r e f l e c t t r u e e c o n ­
o m i c c o s t s a n d b e n e f i t s . I n t h e s e s i t u a t i o n s e x t e r n a l i t i e s o r 
m a r k e t i m p e r f e c t i o n s a r e s a i d t o b e p r e s e n t a n d t h e 

s e l e c t i v e i m p o s i t i o n o f t a x e s i s o n e m e a n s o f c o r r e c t i n g f o r 
t h e m . 

Principles: 

1 . Equity 

A t a x s y s t e m i s e x p e c t e d t o b e e q u i t a b l e i n b o t h t h e 
v e r t i c a l a n d h o r i z o n t a l s e n s e . V e r t i c a l e q u i t y i s p e r h a p s 
b e s t d e f i n e d i n t e r m s o f t h a t d e g r e e o f r e d i s t r i b u t i o n w h i c h 
f i n d s g e n e r a l a c c e p t a n c e i n t h e c o m m u n i t y . H o r i z o n t a l 

e q u i t y r e q u i r e s t h a t t a x p a y e r s i n l i k e c i r c u m s t a n c e s 
s h o u l d b e t r e a t e d e q u a l l y . T h i s i n t u r n r e q u i r e s t h a t t a x 
l a w s s h o u l d b e c a p a b l e o f b e i n g e n f o r c e d . 

2 . Neutrality 

W h i l e t a x e s b y t h e i r v e r y n a t u r e m u s t r e d u c e p r i v a t e 
d i s p o s a b l e i n c o m e s a n d t h u s p r i v a t e e x p e n d i t u r e s , t h e y 
s h o u l d , l e a v i n g a s i d e t h o s e i n s t a n c e s w h e r e t h e t a x i s 
d e s i g n e d t o c o r r e c t f o r m a r k e t i m p e r f e c t i o n s , a l t e r o r 
i n f l u e n c e t h e p a t t e r n o f p r i v a t e s e c t o r e x p e n d i t u r e s a s 
l i t t l e a s p o s s i b l e . . 

3. Administrative Efficiency 

A g o o d t a x s h o u l d b e c a p a b l e o f b e i n g a d m i n i s t e r e d 
e f f i c i e n t l y b y b o t h t h e t a x c o l l e c t i n g a u t h o r i t y a n d t h e 
t a x p a y e r . 

4. Evidence 

D e m o c r a t i c p r i n c i p l e s r e q u i r e t h a t t a x e s s h o u l d b e 
e x p l i c i t . T a x e s c a n b e ' h i d d e n ' , a t b e s t , o n l y f o r a t i m e , a n d 
t h e n a t t h e e x p e n s e o f t h e o v e r a l l t a x s y s t e m e v e n t u a l l y 
f a l l i n g i n t o d i s r e p u t e . 

5. Stability 
T a x a r r a n g e m e n t s s h o u l d b e s t a b l e s o t h a t t a x p a y e r s 

c a n m a k e d e c i s i o n s , p a r t i c u l a r l y i n v e s t m e n t d e c i s i o n s , 
c o n f i d e n t i n t h e k n o w l e d g e t h a t t h e t a x r u l e s w i l l n o t 
c h a n g e s u c h a s t o u n d e r m i n e t h e b a s i s o n w h i c h t h o s e 
d e c i s i o n s w e r e m a d e . 

H a v i n g s u m m a r i s e d t h e g r o u n d r u l e s a s i t w e r e , t h e 
p a p e r n o w t u r n s a t t e n t i o n t o t h e q u e s t i o n o f h o w t h e t a x 
s y s t e m s h o u l d b e r e f o r m e d . T h i s i n v o l v e s a n e x a m i n a t i o n 
o f b o t h a l t e r n a t i v e t a x b a s e s , a n d a l t e r n a t i v e t a x r a t e 
s t r u c t u r e s . 

A L T E R N A T I V E T A X B A S E S 
A s u g g e s t e d f i r s t s t e p t o b e u n d e r t a k e n i n a n y t a x r e f o r m 

e x e r c i s e i s a n e x a m i n a t i o n o f t h e e x i s t i n g t a x b a s e . O t h e r 
w o r k h a s e x p o s e d a l a r g e n u m b e r o f d e f e c t s i n i t , a n d t h e 
i n t e n t i o n h e r e i s t o e x a m i n e , i n b r o a d t e r m s , w h a t w o u l d 
b e r e q u i r e d i n o r d e r t o b r i n g i t b a c k t o a m e a n i n g f u l b a s i s 
f o r t h e a s s e s s m e n t o f t a x e s . 

The Income T a x Base 
I n c o m e , a s c u r r e n t l y d e f i n e d f o r i n c o m e t a x a s s e s s m e n t 

p u r p o s e s , d e p a r t s f r o m a t r u e m e a s u r e o f i n c o m e i n t h r e e 
f u n d a m e n t a l r e s p e c t s . 

1 . A w i d e r a n g e o f e x e m p t i o n s a n d r e b a t e s h a v e b e e n 
i n t r o d u c e d w h i c h e f f e c t i v e l y e x e m p t c e r t a i n c a ­
t e g o r i e s o f i n c o m e f r o m i n c o m e t a x . T h e n e e d f o r 
t h e s e m e a s u r e s , m o r e o f t e n t h a n n o t , s e e m s t o a r i s e 
f r o m e i t h e r d i s t o r t i o n s e l s e w h e r e i n t h e t a x s y s t e m o r 
a l t e r n a t i v e l y d i s t o r t i o n s i n t h e e c o n o m y w h i c h h a v e 
t h e i r o r i g i n s i n s o m e o t h e r a s p e c t o f e c o n o m i c 
p o l i c y . I n b o t h c a s e s t h e m o r e e f f e c t i v e p o l i c y r e ­
s p o n s e m i g h t b e t o a d d r e s s t h e d i s t o r t i o n d i r e c t l y , 
w i t h a v i e w t o r e m o v i n g i t s c a u s e , r a t h e r t h a n i n ­
t r o d u c i n g s o m e t a x m e a s u r e d e s i g n e d t o o f f s e t i t . 
W h i l e t h i s a p p r o a c h w o u l d n o t m a k e t a x e x e m p ­
t i o n s a n d t h e l i k e u n n e c e s s a r y a n d i n a p p r o p r i a t e i n 
a l l c a s e s — f o r i n s t a n c e t h e n e g a t i v e i n c o m e t a x 
p r o p o s i t i o n s u g g e s t s t h a t t h e t a x s y s t e m c a n b e u s e d 
t o g o o d e f f e c t a s a n i n c o m e s u p p o r t m e c h a n i s m — i t 
w o u l d e n a b l e t h e i n c o m e t a x b a s e t o b e d e f i n e d i n a 
m a n n e r w h i c h c o u l d b e a p p l i e d i n a r e a s o n a b l y 
c o n s i s t e n t m a n n e r t o a l l s e c t o r s o f t h e e c o n o m y . T h e 
b e n e f i t s i n t e r m s o f i n c r e a s e d r e v e n u e , e q u i t y , a n d 

s i m p l i c i t y s h o u l d b e a p p a r e n t . 
2 . N o n - m o n e t a r y i n c o m e , w i t h s o m e m i n o r e x c e p ­

t i o n s , i s n o t i n c l u d e d i n t h e t a x b a s e . T h e p r i n c i p a l 
i t e m s i n v o l v e d a r e t h e y i e l d o n p e r s o n a l r e a l t y a n d 
i n c o m e r e c e i v e d i n t h e f o r m o f g o o d s a n d s e r v i c e s . 

T h e e x c l u s i o n o f t h e s e t w o c a t e g o r i e s o f i n c o m e 
f r o m t h e i n c o m e t a x b a s e i s a n e g a t i v e f a c t o r i n t e r m s 
o f t h e i m p o r t a n t r e v e n u e c o l l e c t i o n a n d r e - d i s ­
t r i b u t i o n o b j e c t i v e s , a n d a l s o i n t e r m s o f t h e e q u i t y 
a n d n e u t r a l i t y p r i n c i p l e s . T h e m a i n j u s t i f i c a t i o n f o r 
t h e i r e x c l u s i o n i s t h a t m a k i n g t h e m s u b j e c t t o a s ­
s e s s m e n t w o u l d p o s e a d m i n i s t r a t i v e p r o b l e m s p a r ­
t i c u l a r l y w i t h r e s p e c t t o v a l u a t i o n a n d e n f o r c e m e n t . 
A d m i n i s t r a t i v e c o n s i d e r a t i o n s w o u l d a l s o d i c t a t e 
t h a t n o t e v e r y i t e m o f i n c o m e o f t h e t y p e r e f e r r e d t o 
c o u l d b e t a x e d — s o f a r a s t h e y i e l d o n p e r s o n a l r e a l t y 
i s c o n c e r n e d , i t i s l i k e l y t h a t o n l y t h e r e t u r n o n 

o w n e r - o c c u p i e d h o u s i n g c o u l d r e a l i s t i c a l l y b e i n ­
c l u d e d . A r b i t r a r y r u l e s w o u l d t h e r e f o r e c o n t i n u e t o 
b e n e e d e d t o a g r e a t e r o r l e s s e r d e g r e e . N e v e r t h e l e s s , 
o n b a l a n c e , i t w o u l d s e e m a s t h o u g h t h e r e c o u l d w e l l 
b e s c o p e t o b r o a d e n t h e t a x b a s e i n t h e s e a r e a s w i t h 
n e t e q u i t y a n d r e v e n u e g a i n s . T h e c a s e f o r t a x i n g t h e 
r e n t a l o f o w n e r - o c c u p i e d h o u s e s a t l e a s t , w a s 
s t r e n g t h e n e d b y t h e 1 9 8 1 B u d g e t m e a s u r e w h i c h 



a l lowed a tax r e b a t e for in te res t pa id o n m o r t g a g e s 
over cer ta in o w n e r - o c c u p i e d houses . 

3. I n c o m e tax is assessed o n n o m i n a l i n c o m e , no t rea l 
i n c o m e . Th i s , d u r i n g pe r iods of inf la t ion, gives r e ­
sul ts wh ich aga in a r e a l m o s t w i t h o u t e x c e p t i o n o t h e r 
t h a n in a c c o r d a n c e wi th t he objec t ives a n d p r inc i ­
ples ou t l ined a b o v e . Also t he effects a r e p e r h a p s 
m o r e pervas ive a n d c o m p l e x t h a n those s t e m m i n g 
from the a b o v e m e n t i o n e d defects in the i n c o m e tax 
base a n d a r e accord ing ly dea l t wi th he r e at g r e a t e r 
l eng th . 

T o a r r ive at a m e a s u r e of rea l i n c o m e , n o m i n a l (or 
his tor ic cos t ) i n c o m e n e e d s to b e ad jus ted in th ree re ­
spec ts : n o m i n a l in teres t n e e d s to b e ad jus ted to real in­
terest , d e p r e c i a t i o n n e e d s to b e ca l cu l a t ed o n the bas is of 
c u r r e n t ( r e p l a c e m e n t ) costs a n d i nven to ry va lue s u s e d for 
e s t ab l i sh ing the cost of g o o d s sold s imi lar ly n e e d to b e 
v a l u e d a t c u r r e n t ( r e p l a c e m e n t ) cost . 

D e p r e c i a t i o n a l l owances b a s e d on the or ig ina l p u r ­
chase pr ice of a n asset , d u r i n g p e r i o d s of inf la t ion, c lear ly 
u n d e r s t a t e the t rue e c o n o m i c costs wh ich ar ise f rom the 
use of fixed assets in the p r o d u c t i o n process , a n d r e p o r t e d 
i n c o m e is c o r r e s p o n d i n g l y ove r s t a t ed . If tax a n d 
d i v i d e n d s a re based on this ove r s t a t ed i n c o m e , the cap i t a l 
stock of the e c o n o m y is l ikely to be r u n d o w n , or a t least , 
no t g r o w as rap id ly as it o the rwi se w o u l d . T h i s is, of cou r se , 
un less firms a re p r e p a r e d to ra ise c o n t i n u a l l y n e w funds , 
e i the r f rom s h a r e h o l d e r s or by b o r r o w i n g , in o r d e r to 
finance the necessary r e p l a c e m e n t i n v e s t m e n t w h i c h h a s 
no t b e e n p r o v i d e d for by w a y of a d e q u a t e r e t e n t i o n of 
in te rna l ly g e n e r a t e d funds . T h e r e a r e , h o w e v e r , l imits o n 
t he ex t en t to wh ich these sources of finance c a n be re l ied 
o n . Inves tors c a n n o t b e e x p e c t e d to b e en thus i a s t i c a b o u t 
c o m m i t i n g n e w funds to bus inesses in o r d e r j u s t to s t a n d 
still. A l so firms n e e d to exercise s o m e p r u d e n c e wi th 
respec t to the i r g e a r i n g ra t ios , especia l ly g iven the cash 
flow impl i ca t ions of p r e s e n t in teres t ra te a r r a n g e m e n t s , as 
d i scussed be low. 

M u c h the s a m e a r g u m e n t s for the use of c u r r e n t re­
p l a c e m e n t costs in ca l cu la t ing d e p r e c i a t i o n a l l owances 
a p p l y to t he case for us ing c u r r e n t r e p l a c e m e n t costs of 
t r a d i n g stock w h e n ca l cu la t ing t he cost of g o o d s sold. 
F a i l u r e to d o so resul ts in the inc reased n o m i n a l va lue of 
t r a d i n g stock he ld ove r the a c c o u n t i n g pe r iod be ing 
r e p o r t e d as i n c o m e , a l t h o u g h in real t e rms , n o i n c o m e has 
in fact b e e n e a r n e d . If a firm ho lds ten uni t s of s tock v a l u e d 
at $ 10 a t the b e g i n n i n g of the a c c o u n t i n g pe r iod a n d at the 
e n d of the pe r iod a g a i n ho lds 10 un i t s of s tock wh ich a r e 
now v a l u e d in n o m i n a l t e r m s at $ 15, t he re is a 'profi t ' of $5. 
Because this 'profi t ' is n o t h i n g m o r e t h a n an i l lusory p a p e r 
profit , any taxes levied on it, or d i v i d e n d s d i s t r i bu ted f rom 
it, as for t he case w h e r e i n a d e q u a t e p rov i s ion is m a d e for 
d e p r e c i a t i o n , c a n be m e t on ly by r u n n i n g d o w n the cap i ta l 
base of the firm, or by ra i s ing n e w funds f rom ou t s ide of 
t he firm. 

So far as the tax t r e a t m e n t of in teres t is c o n c e r n e d it is 
necessa ry tha t we recognise tha t wi th c o n v e n t i o n a l d e b t 
i n s t r u m e n t s , in teres t is in la rge par t , if no t ent i re ly , a 
cap i t a l m a i n t e n a n c e p a y m e n t , a n d no t i n c o m e . Th i s 
sugges ts t ha t interest , at least u p to the ra te of inflation, 
s h o u l d be n e i t h e r assessab le for l ende r s n o r d e d u c t i b l e for 
b o r r o w e r s for i n c o m e tax p u r p o s e s . P resen t i n c o m e tax 
a r r a n g e m e n t s , wh ich a l low b o t h , h a v e significant adve r se 
r e sou rce a l loca t ion imp l i ca t ions . F o r ins t ance , mos t in­
ves tors in financial assets find tha t the i r after tax in teres t 
r e t u r n s a r e insufficient to m a i n t a i n the p u r c h a s i n g p o w e r 
of the i r sav ings . Th i s , o t h e r th ings b e i n g e q u a l , can be 
e x p e c t e d to d is tor t e x p e n d i t u r e p a t t e r n s in favour of 

c o n s u m p t i o n a n d the d i rec t p u r c h a s e of r ea l assets on 
w h i c h so ca l led ' cap i t a l g a i n s ' a r e tax free, a n d a w a y f rom 
the p u r c h a s e of financial assets . Likely c o n s e q u e n c e s in­
c lude g r e a t e r t h a n a v e r a g e p re s su re on pr ices in s o m e 
sectors (e.g. r e s iden t i a l , r u r a l a n d c o m m e r c i a l real es ta te ) 
wh ich t h r o u g h a var ie ty of r a t che t s a n d l inkages c a n be 
e x p e c t e d to boos t inflat ion genera l ly , a n d a s u b - o p t i m a l 
a l loca t ion of i n v e s t m e n t r e sou rces to the ex ten t t h a t d i rec t 
i n v e s t m e n t in real assets resul ts in pro jec ts no t h a v i n g to 
c o m p e t e aga ins t each o t h e r for the l imi ted s u p p l y of 
i n v e s t m e n t funds . In o t h e r w o r d s , t he l ike l ihood of in­
v e s t m e n t funds b e i n g a l loca ted via t he financial in ter­
m e d i a t i o n p rocess to those act ivi t ies y i e ld ing the h ighes t 
p r o d u c t i v e r a t e of r e t u r n is r e d u c e d . 

T h e r e is a n o t h e r p r o b l e m in t he in teres t r a t e a r e a wh ich 
aga in , at least in pa r t , s t ems f rom exis t ing t axa t ion ar­
r a n g e m e n t s for in teres t . By us ing the in teres t r a t e m e ­
c h a n i s m as the m e a n s by which financial con t rac t s a r e 
ad jus ted for inf lat ion, t he p a t t e r n of cash flows assoc ia ted 
wi th d e b t serv ic ing is severe ly d i s to r t ed . W i t h l ende r s 
be ing c o m p e n s a t e d for the e ros ion of the p u r c h a s i n g 
p o w e r of the i r cap i ta l in the fo rm of a h ighe r ra te of 
in teres t , in te res t p a y m e n t s for t he b o r r o w e r h a v e in effect 
b e c o m e in p a r t cap i t a l r e p a y m e n t s . T h e overa l l d e b t 
serv ic ing b u r d e n is t h e r e b y p u s h e d t o w a r d s t he ear ly yea r s 
of the b o r r o w i n g t e rm , often c a u s i n g l iqu id i ty p r o b l e m s 
for b o r r o w e r s , even w h e n the v e n t u r e b e i n g financed is 
prof i tab le . I n v e s t m e n t e x p e n d i t u r e gene ra l ly is l ikely to be 
inh ib i t ed , a n d tha t wh ich d o e s t ake p lace is l ikely to be 
b ia sed in f avour of projects wi th shor t p a y - b a c k pe r iods . 
Both can b e e x p e c t e d to h a v e ad v e r s e effects o n e c o n o m i c 
g r o w t h . C o m p r e s s e d d e b t r e p a y m e n t s c h e d u l e s a r e a lso 
likely to p u t fu r the r p r e s su re o n the r a t e of inf lat ion, g iven 
tha t firms facing cash flow p r o b l e m s a r e likely to raise 
pr ices in o r d e r to cove r the i r d e b t serv ic ing c o m m i t m e n t s . 

If inflat ion c a n n o t be e l i m i n a t e d , o n e poss ib le r e sponse 
to t he a b o v e p r o b l e m s w o u l d be for financial con t rac t s to 
be i n d e x e d , i.e. t he inflat ion a d j u s t m e n t w o u l d be m a d e to 
t he p r inc ipa l of the d e b t a n d no t by w a y of the a d d i t i o n of 
an ' inf lat ion p r e m i u m ' to the in teres t r a t e . Th i s w o u l d 
e n a b l e d e b t serv ic ing b u r d e n s to be even ly s p r e a d over the 
t e r m of the loan a n d at t he s a m e t i m e real ra tes of r e t u r n 
to financial savers cou ld be ra ised . H o w e v e r , exis t ing 
t axa t i on legis la t ion does no t r ecogn i se this a p p r o a c h — 
i n d e x e d con t rac t s a r e t axed as if in teres t was pa id in t he 
c o n v e n t i o n a l m a n n e r (excep t for inf la t ion ad jus ted sav­
ings b o n d s ) . U n d e r these c o n d i t i o n s it is no t su rp r i s ing 
t h a t s a v e r s / l e n d e r s a r e no t en thus i a s t i c a b o u t financial 
i n d e x a t i o n a n d the overa l l resul t , p a r a d o x i c a l as it m a y 
seem, is t ha t in teres t ra tes h a v e t e n d e d to e n d u p be ing too 
low a n d too h igh at t he s a m e t i m e . F r o m the po in t of view 
of savers they a r e too low (given tha t a f ter tax, a n d often 
before tax, rea l r a tes of r e t u r n o n financial assets a r e 
nega t ive ) , this h a v i n g a d v e r s e i m p l i c a t i o n s for r e source 
a l loca t ion a n d inflat ion. But f rom the po in t of view of 
b o r r o w e r s they a r e too h igh (given the cash flow requ i ­
r e m e n t s i m p o s e d by ' h igh ' n o m i n a l in te res t ra tes ) , this 
a g a i n h a v i n g ad v e r s e i m p l i c a t i o n s for r e source a l loca t ion 
a n d inflat ion. 

So far as tax pol icy is c o n c e r n e d , t he essent ia l s t ep 
r e q u i r e d before financial i n d e x a t i o n c o u l d b e im­
p l e m e n t e d is the m a k i n g of t he ' inf la t ion p r e m i u m ' 
c o m p o n e n t o f the r e t u r n o n financial assets n e i t h e r as ­
sessable (for the l e n d e r ) n o r d e d u c t i b l e (for t he b o r r o w e r ) 
for tax p u r p o s e s . T h i s cou ld be a c h i e v e d in e i t he r o r a 
c o m b i n a t i o n of two ways . Firs t , for c o n t r a c t s wh ich a r e 
ac tua l ly i n d e x e d , t he inflat ion a d j u s t m e n t to t he c o n t r a c t 
cou ld be m a d e n e i t h e r assessab le n o r d e d u c t i b l e for in­
c o m e tax p u r p o s e s p r o v i d i n g tha t : 



(a) the a d j u s t m e n t d id no t exceed the p e r c e n t a g e in­
crease in the c o n s u m e r s ' p r ice index , or such o t h e r 
officially a p p r o v e d index , for t he pe r iod of the loan ; 
a n d 

(b) the inflat ion a d j u s t m e n t was a d d e d to t he p r inc ipa l 
of the d e b t for r e p a y m e n t p u r p o s e s . 

F o r n o n - i n d e x e d con t r ac t s , it w o u l d be necessa ry to 
a p p l y an inflat ion a c c o u n t i n g type ne t m o n e t a r y 
asse t s / l i ab i l i t i es a d j u s t m e n t in o r d e r to de r ive t he real 
in teres t r e t u r n to b e assessed for tax . T h e a d j u s t m e n t 
w o u l d be assessed by a p p l y i n g the p e r c e n t a g e c h a n g e in 
the c o n s u m e r s ' pr ice index , o r a g a i n such o t h e r officially 
a p p r o v e d index , d u r i n g the a c c o u n t i n g pe r iod to the 
t a x p a y e r ' s net m o n e t a r y l i ab i l i t i e s / asse t s ; t he a d j u s t m e n t 
to ne t l iabi l i t ies be ing a ga in a n d tha t to ne t assets b e i n g a 
loss. G i v e n tha t in teres t rece ived a n d pa id w o u l d a l r e a d y 
h a v e b e e n c r ed i t ed a n d d e b i t e d to r e v e n u e , t he effect of 
such an a d j u s t m e n t w o u l d be to m a k e on ly the real ra te of 
in teres t rece ived o n m o n e t a r y assets , a n d pa id on m o n e ­
tary l iabil i t ies , assessab le a n d d e d u c t i b l e respect ive ly . 

It w o u l d p r o b a b l y be necessary , howeve r , to restrict the 
a p p l i c a t i o n of the la t te r m e a s u r e to on ly those t a x p a y e r s 
w h o f inance c o m m e r c i a l a n d / o r financial i n v e s t m e n t s by 
b o r r o w i n g , i.e. the so-cal led ' b u s i n e s s ' t a x p a y e r . 
' P e r s o n a l ' t a x p a y e r s w o u l d c o n t i n u e to be t axed as a t 
p resen t . T h e r a t i o n a l e for this a p p r o a c h is as follows. 

First it w o u l d p r o b a b l y no t be p r ac t i c ab l e to m a k e an 
inflat ion a c c o u n t i n g type a d j u s t m e n t to in teres t rece ived 
o n p e r s o n a l sav ings . 

Second , t he re w o u l d b e a n incen t ive for these sav ings to 
be i n d e x e d . In this r ega rd , it w o u l d of cou r se be i m p o r t a n t 
for i n d e x e d sav ings i n s t r u m e n t s to be m a d e read i ly 
ava i l ab l e , a n d on t e r m s a n d c o n d i t i o n s which w o u l d m e e t 
the va ry ing n e e d s of savers . F o r in s t ance , it w o u l d be 
i m p o r t a n t for a r a n g e of t e r m s to be m a d e ava i l ab l e , so 
tha t savers , if they so wished , cou ld receive a cash flow 
from i n d e x e d sav ings which w o u l d c o r r e s p o n d , m o r e or 
less, wi th tha t p r o v i d e d by c o n v e n t i o n a l savings in­
s t r u m e n t s . T h e only di f ference w o u l d be tha t u n d e r an 
i n d e x e d con t r ac t , this w o u l d resul t in the real va lue of the 
cap i t a l s u m b e i n g r e d u c e d in a n explicit m a n n e r , w h e r e a s 
u n d e r p r e sen t a r r a n g e m e n t s t a k i n g the inflat ion p r e m i u m 
as i n c o m e c a n give the saver the impression t ha t the va lue 
of his cap i t a l is be ing m a i n t a i n e d . T h e p e r s o n a l s ave r 
w o u l d the re fo re h a v e n o t h i n g to lose, bu t s o m e t h i n g to 
ga in (a tax sav ing ) by sav ing by w a y of i n d e x e d in­
s t r u m e n t s , a n d in these c i r c u m s t a n c e s , it w o u l d be likely 
tha t in a re la t ively shor t s p a c e of t ime , t he bu lk of p e r s o n a l 
savings w o u l d be i n d e x e d . T h e G o v e r n m e n t , b o t h as a 
c o m p e t i t o r for p e r s o n a l sav ings , a n d as the sou rce of 
financial i n s t i t u t ions ' reserve assets , cou ld c o n t r i b u t e 
subs t an t i a l l y by i n d e x i n g its o w n d e b t i n s t r u m e n t s . 

T h i r d l y , in teres t p a y m e n t s by ' p e r s o n a l ' t a x p a y e r s (i.e. 
in teres t p a y m e n t s on ' c o n s u m e r c red i t ' ) a r e not tax 
d e d u c t i b l e , a n d in this case t he re fo re the ques t i on of 
w h e t h e r it is the n o m i n a l or rea l ra te of in teres t wh ich 
s h o u l d be tax d e d u c t i b l e d o e s no t ar ise . It cou ld 
neve r the le s s be e x p e c t e d t h a t i n d e x e d l e n d i n g to the 
pe r sona l sec tor w o u l d b e c o m e w i d e s p r e a d , s ince financial 
ins t i tu t ions , for p r u d e n t i a l p u r p o s e s , w o u l d n e e d to en­
sure tha t the i r i n d e x e d depos i t l iabi l i t ies w e r e m o r e o r less 
m a t c h e d by i n d e x e d assets a n d b e c a u s e b o r r o w e r s cou ld 
o b t a i n a s u b s t a n t i a l cash flow a d v a n t a g e if d e b t were 
i n d e x e d . 

A fu r the r p o i n t to be n o t e d is tha t for firms with net 
m o n e t a r y l iabi l i t ies , t he m o n e t a r y a d j u s t m e n t p r o p o s e d 

( a n d t he m o n e t a r y a d j u s t m e n t i n h e r e n t in inflat ion ac ­
c o u n t i n g p r o p o s a l s ) w o u l d e x a c e r b a t e the cash flow 
p r o b l e m s wh ich ar ise u n d e r exis t ing interest ra te a r r a n ­
g e m e n t s . H o w e v e r , in mos t ins tances , this w o u l d be offset 
by the inflat ion a c c o u n t i n g a d j u s t m e n t s to s tocks a n d 
d e p r e c i a t i o n , a n d insofar as a n y p r o b l e m r e m a i n e d , it 
w o u l d be no t so m u c h a flaw in the p r o p o s a l bu t a 
c o n s e q u e n c e of us ing i n a p p r o p r i a t e n o n - i n d e x e d d e b t 
i n s t r u m e n t s . As such it cou ld be expec t ed to has t en the 
m o v e t o w a r d t he use of a m o r e logical fo rm of d e b t 
i n s t r u m e n t , i.e. i n d e x e d d e b t i n s t r u m e n t s . 

T h e re-def in i t ion of i n c o m e as p r o p o s e d a b o v e has 
i m p o r t a n t imp l i ca t i ons for the m e a n i n g of so cal led 
' cap i t a l ga in s ' a n d the ro le of a cap i t a l ga ins tax. T h e first 

Eoin t to recognise is t h a t t he sale of a n asset for a price 
igher t h a n tha t for wh ich it was p u r c h a s e d does no t 

necessar i ly r e p r e s e n t a real ga in , if the p r ice level has 
increased a t the s a m e t i m e . In p r inc ip l e , real ' cap i ta l ga ins ' 
can be m a d e on ly if the asset in q u e s t i o n has been financed 
by d e b t b e a r i n g a ra te o f ' i n t e r e s t ' ( i nc lud ing a n y inflation 
p r e m i u m for i n d e x e d d e b t ) wh ich is less t h a n the ra te of 
inc rease in the gene ra l p r ice level a n d / o r the increase in 
the price of the asset c o n c e r n e d exceeds the increase in 
prices genera l ly . 

T h e r e is p r o b a b l y g e n e r a l a g r e e m e n t tha t those ga ins 
ar i s ing from the first sou rce i.e. inflation g e n e r a t e d 
financial wea l th t ransfers , s h o u l d b e c a p t u r e d by the tax 
sys tem. W h e t h e r those a r i s ing from re la t ive pr ice c h a n g e s 
s h o u l d be , howeve r , is no t c lear -cu t . E q u i t y c o n s i d e r a t i o n s 
p e r h a p s w o u l d sugges t t ha t they s h o u l d be t axed , bu t t hen , 
this w o u l d be at t he risk of severe ly d i s to r t ing m a r k e t pr ice 
s ignals . O n e ' s view on this po in t d e p e n d s on w h a t b a l a n c e 
one wishes to s t r ike b e t w e e n equ i ty a n d e c o n o m i c 
efficiency c o n s i d e r a t i o n s . It a l so has c lear imp l i ca t i ons for 
the cho ice o f i ndex for i n d e x a t i o n a n d inflation a c ­
c o u n t i n g p u r p o s e s . If it is on ly the inflation g e n e r a t e d 
t ransfer of w e a l t h from l ende r s to b o r r o w e r s which o n e 
wishes to c a p t u r e in assessab le ' i n c o m e ' , t hen the a p p r o ­
pr ia te i ndex to be used w o u l d be a g e n e r a l pr ice index . If 
ga ins a n d losses a r i s ing f rom re la t ive pr ice c h a n g e s were 
a lso to be c a p t u r e d , t h e n re fe rence w o u l d also need to be 
m a d e to specific cap i ta l asset pr ice indices . T h i s can per­
h a p s be best d e m o n s t r a t e d by w a y of a s imple e x a m p l e : 

Rate of price General 
increase in 'Interest' inflation 

specific asset A rate rate 
15% 8% 10% 

T h e h o l d e r of Asset A, u n d e r the a b o v e c o n d i t i o n s wou ld 
ove r the pe r iod of o w n e r s h i p m a k e a ga in (in p e r c e n t a g e 
po in t t e rms) of 5 pe r cent (15 pe r cen t — 10 pe r cen t ) on 
a c c o u n t of the c h a n g e in its re la t ive pr ice , a n d a fur ther 2 
per cent (10 per cen t — 8 pe r c e n t ) on a c c o u n t o f the ra te 
of interest b e i n g less t h a n t he g e n e r a l inflat ion ra te . If it is 
on ly the la t te r gain which is to be i nc luded in assessable 
i n c o m e , t h e n this c a n be ach ieved by a l lowing on ly the real 
ra te of in teres t , i.e. t he n o m i n a l in teres t ra te , less the 
gene ra l inflation ra te , to be tax d e d u c t i b l e . ( N e g a t i v e real 
interest ra tes w o u l d imply tax assessab le i n c o m e ) . 

It was sugges ted ea r l i e r t ha t the G o v e r n m e n t shou ld 
index its o w n d e b t i n s t r u m e n t s , la rgely b e c a u s e o f the 
inf luence tha t G o v e r n m e n t d e b t has in f inancial m a r k e t s , 
e i the r as an i n s t r u m e n t in d i rec t c o m p e t i t i o n with t he 
depos i t l iabi l i t ies issued by financial ins t i tu t ions , or as the 
reserve asset he ld , in mos t cases compu l so r i l y , by financial 
ins t i tu t ions . In o t h e r w o r d s , if g o v e r n m e n t secur i t ies were 
no t i ndexed , financial ins t i tu t ions w o u l d h a v e n e i t h e r t he 
incen t ive , n o r the capac i ty to index the i r o w n depos i t s . 



T h e r e is howeve r , a m o r e d i rec t a r g u m e n t for the 
G o v e r n m e n t to i ndex its o w n l iabil i t ies , or a t least en su re 
tha t tKey r e tu rn a pos i t ive after tax real ra te of r e tu rn — 
fai lure to d o so resul ts in an impl ic i t tax on financial 
savings . A nega t ive real ra te of r e tu rn on G o v e r n m e n t 
deb t , as for any o t h e r deb t , impl ies a t ransfe r of wea l th 
from the l e n d e r ( the h o l d e r of t he g o v e r n m e n t secur i ty , 
usual ly in the first i n s t ance a f inancial ins t i tu t ion , bu t in 
the final ana lys is , the ho lde r s of the depos i t s with tha t 
ins t i tu t ion) to t he b o r r o w e r ( t he G o v e r n m e n t ) . T o give 
s o m e ind ica t ion of the c u r r e n t m a g n i t u d e of this ' t ax ' , the 
ave rage before tax r a t e of r e t u r n on the in t e rna l pub l i c 
d e b t o u t s t a n d i n g d u r i n g the 1981 fiscal y e a r was a p ­
p r o x i m a t e l y 9 pe r cent . Aga ins t an inflat ion r a t e of 16.1 per 
cent , this impl ies a nega t ive n o m i n a l r e tu rn of 7.1 p e r c e n t , 
which in after tax t e r m s is p r o b a b l y c loser to 10 per cen t 
( a s s u m i n g an a v e r a g e m a r g i n a l tax ra te of on ly 30 pe r 
cen t ) . G i v e n tha t the a v e r a g e a m o u n t of i n t e rna l pub l i c 
d e b t o u t s t a n d i n g d u r i n g 1981 w a s $6,675 mil l ion 
( exc lud ing tha t held by the Rese rve Bank a n d inflation 
ad jus ted savings b o n d s ) , the imp l i ed tax on p r i v a t e sector 
financial sav ings was s o m e $670 mi l l ion . T h i s r e p r e s e n t s 
s o m e 9.5 per cent of total r e p o r t e d o r 'official' t axa t ion 
receipts in tha t yea r . 

T o s u m m a r i s e this sec t ion, so far as the i n c o m e tax base 
is c o n c e r n e d , w h a t is r e q u i r e d is a r e a s se s smen t of the 
m e a n i n g of the d is t inc t ion b e t w e e n cap i t a l a n d i n c o m e . 
T r a d i t i o n a l interest ra te a r r a n g e m e n t s a n d a c c o u n t i n g 
c o n v e n t i o n s result , in inf la t ionary c i r c u m s t a n c e s , in in­
c o m e be ing ove r s t a t ed , a t the e x p e n s e of cap i t a l . O n the 
o t h e r h a n d , so cal led ' cap i t a l g a i n s ' in m a n y , if not mos t , 
ins tances a re no t real ga ins , a n d of those t h a t d o r ep re sen t 
real ga ins , they a r e in large p a r t p e r h a p s m o r e m e a n i n g ­
fully in t e rp re t ed as a c o m p o n e n t of real i n c o m e . F ina l ly , 
the effective overa l l tax t ake t ends to be u n d e r s t a t e d . 

The Expenditure Tax Base 

E x p e n d i t u r e , as a tax base , m e a n s different th ings to 
different p e o p l e . Fo r m a n y , the cha rac te r i s t i c fea ture of 
e x p e n d i t u r e taxes is tha t they a r e indirect i.e. the tax is 
levied on g o o d s a n d services at s o m e selected po in t , or 
po in t s , in the p r o d u c t i o n a n d d i s t r i bu t i on c h a i n . F o r 
o thers , e x p e n d i t u r e m e a n s final consumption e x p e n d i t u r e 
only . T h i s exc ludes all e x p e n d i t u r e s on i n v e s t m e n t g o o d s 
a n d also i n t e r m e d i a t e c o n s u m p t i o n , i.e. n o n - c a p i t a l in­
pu t s in to p r o d u c t i o n a n d d i s t r i bu t i on processes . It is on ly 
this la t ter def ini t ion of the e x p e n d i t u r e tax b a s e which 
differs from the i n c o m e tax base in a f u n d a m e n t a l s ense ; 
the difference b e t w e e n di rec t a n d indi rec t taxes is l imi ted 
to the fact t ha t they h a v e different po in t s of init ial i m p a c t , 
a n d thus essent ia l ly d i s t r ibu t ive impl i ca t ions . Th i s l a t te r 
aspec t will be d iscussed la ter ; for t he p re sen t , a t t en t i o n is 
focussed on the n a t u r e a n d a p p r o p r i a t e n e s s of t he 
' e x p e n d i t u r e ' tax base as it c u r r e n t l y app l i e s in N e w 
Z e a l a n d . 

T h e ' e x p e n d i t u r e ' taxes c u r r e n t l y levied in N e w 
Z e a l a n d c o m p r i s e a w h o l e s a l e sales tax a n d c u s t o m s a n d 
excise du t i e s . T h e y a r e a p p l i e d in a select ive m a n n e r a n d 
to bo th consumption a n d investment g o o d s ( e x a m p l e s of 
the la t te r b e i n g bus iness m o t o r vehic les a n d a r a n g e of 
m a n u f a c t u r i n g p lan t a n d m a c h i n e r y ) , a n d it is there fore 
p r o b a b l y fair to say tha t they r ep re sen t , insofar as they 
r e s e m b l e any m e a n i n g f u l tax b a s e as o p p o s e d to a n a d hoc 
col lect ion of s e p a r a t e taxes , a n indi rec t tax on i n c o m e 
(which is e q u i v a l e n t to c o n s u m p t i o n a n d i n v e s t m e n t ) as 
m u c h as they r e p r e s e n t a tax on c o n s u m p t i o n . Th i s , 
however , shou ld no t be t a k e n as sugges t ing tha t they c o m e 
very close to e i the r tax base m e a s u r e . T h e fact t ha t they a r e 
select ive in the i r a p p l i c a t i o n , m o s t n o t a b l y e x e m p t i n g 
services, m e a n s tha t e i the r w a y the base is no t at all 

c o m p r e h e n s i v e . M o r e o v e r , l evying the tax a t a s ingle po in t 
in the p r o d u c t i o n / d i s t r i b u t i o n c h a i n ( the w h o l e s a l e level 
for sales taxes , a n d the po in t of i m p o r t a t i o n for c u s t o m s 
du t ies ) resul ts , in m a n y ins tances , in i n t e r m e d i a t e con ­
s u m p t i o n b e i n g t axed in such a m a n n e r tha t taxes h a v e a 
c u m u l a t i v e effect, i.e. taxes a r e p a i d o n a b a s e which has 
of ten b e e n inflated by p rev ious ly pa id taxes . 

A f ea tu re of final c o n s u m p t i o n e x p e n d i t u r e as a tax base 
is t h a t it is n e u t r a l wi th respec t to t he cap i t a l m a r k e t . T h e 
basis for this is t ha t t he t axpaye r , in m a k i n g a cho ice 
b e t w e e n c o n s u m i n g a n d saving , is real ly m a k i n g a cho ice 
b e t w e e n c o n s u m i n g the r e sources at his d i sposa l now, as a 
l u m p s u m , o r p o s t p o n i n g c u r r e n t c o n s u m p t i o n in f avour 
of c o n s u m i n g a flow of g o o d s a n d services ( e q u i v a l e n t to 
the yield d n h i s sav ing) the rea f te r . U n d e r an i n c o m e t ax 
r eg ime , wh ich taxes bo th funds inves ted ( p o s t p o n e d 
c o n s u m p t i o n ) a n d the yield t h e r e o n ( fu tu re c o n s u m p ­
t ion) , t h e r e is in effect d o u b l e t a x a t i o n on i n c o m e saved 
a n d thus a d i s incen t ive to save a n d invest . 

A t rue c o n s u m p t i o n e x p e n d i t u r e tax on the o t h e r h a n d , 
by e x e m p t i n g s a v i n g / i n v e s t m e n t f rom a n y tax l iabil i ty, 
taxes c o n s u m p t i o n on ly once . T h e effect is tha t , for a n y 
given ra te of tax, the ra te of r e t u r n to the saver on con ­
s u m p t i o n fo regone is m a d e e q u a l to the r a t e of r e tu rn 
wh ich c a n b e e a r n e d o n the i n v e s t m e n t his sav ing finances. 
T h u s , the s a v i n g / c o n s u m p t i o n dec is ion is based en t i re ly 
on the a d e q u a c y of the ra te of r e t u r n a v a i l a b l e on in­
v e s t m e n t . F o r t he M e a d e C o m m i t t e e , th is w a s t h e es­
sent ia l fea ture of a t rue e x p e n d i t u r e t ax . 5 

So far as t he l a b o u r m a r k e t is c o n c e r n e d , the c o m p a ­
ra t ive effects of i n c o m e a n d c o n s u m p t i o n based taxes a r e 
less c lear . O n the o n e h a n d the i r effects a r e l ikely to be 
s imi la r , g iven tha t for mos t p e o p l e w o r k dec i s ions a r e 
u n d o u b t e d l y m a d e wi th the e x p e c t a t i o n tha t the g r e a t e r 
p r o p o r t i o n of the i n c o m e will b e c o n s u m e d . It s h ou ld b e 
n o t e d , howeve r , t ha t if sav ings for the p r iva t e sec tor as a 
w h o l e a r e pos i t ive t h e n a c o n s u m p t i o n tax base will be 
n a r r o w e r t h a n an i n c o m e base a n d , for a g iven r e v e n u e 
r e q u i r e m e n t , tax ra tes w o u l d n e e d to be c o r r e s p o n d i n g l y 
h igher . T h u s if w a g e a n d sa la ry e a r n e r s typical ly c o n s u m e 
a g r e a t e r p r o p o r t i o n of the i r i n c o m e t h a n those de r iv ing 
a n i n c o m e f rom o t h e r sources , a n d a re the re fo re con ­
c e r n e d m o r e with i m m e d i a t e t h a n fu ture r e t u r n s , an ex­
p e n d i t u r e tax co u l d resul t in wor se l a b o u r m a r k e t d is ­
to r t ions t h a n an i n c o m e based tax. W h e t h e r the dis tor­
t ions will be in the n a t u r e of incent ives or d i s incen t ives to 
work effort a n d l a b o u r m a r k e t p a r t i c i p a t i o n d e p e n d s , of 
course , on the re la t ive weigh ts of the i n c o m e a n d subs t i ­
tu t ion effects. 

In t e r m s of equ i t y c o n s i d e r a t i o n s , t he re a p p e a r to be two 
b r o a d l y o p p o s i n g views o n e x p e n d i t u r e taxes . O n the o n e 
h a n d , it is often c l a i m e d tha t a tax wh ich taxes w h a t o n e 
takes ou t of the c o m m u n i t y ' s poo l of r e sources , i.e. con­
s u m p t i o n e x p e n d i t u r e , is a fairer tax t h a n o n e wh ich taxes 
w h a t o n e c o n t r i b u t e s to the poo l of r e sources , i.e. o u t p u t o r 
i n c o m e . M o r e o v e r , an e x p e n d i t u r e tax w o u l d resul t in all 
c o n s u m p t i o n b e i n g t a x e d ; no t on ly t h a t financed f rom 
c u r r e n t i n c o m e , bu t a lso tha t financed from inhe r i t ances , 
gifts, a n d p r o c e e d s from the sale of assets ( i nc lud ing a n y 
e l e m e n t of"capital ga in ) . In this sense , it m i g h t be c l a i m e d 
tha t an e x p e n d i t u r e based tax sys tem w o u l d be m o r e 
c o m p r e h e n s i v e t h a n the p re sen t i n c o m e b a s e d sys tem. O n 
the o t h e r h a n d , howeve r , it n e e d s to be a c k n o w l e d g e d t h a t 
a n y inhe r i t ances , gifts, cap i ta l ga ins a n d i n c o m e no t 
c o n s u m e d w o u l d escape tax, a n d tha t t he re w o u l d the ­
refore be c o n s i d e r a b l e s cope for w e a l t h to be ac ­
c u m u l a t e d . W h i l e the p r inc ip le o f t ax ing on ly w h a t o n e 

5 Meade, 1978, p.37. 



takes out of the community's pool of resources would 
suggest that this should not be a cause for concern, it needs 
to be acknowledged that concentrations of wealth can 
imply benefits to the holders of that wealth in terms of 
economic security and power. These latter considerations 
suggest that equity would be enhanced under an expen­
diture tax regime if taxes on consumption were aug­
mented with taxes on wealth, say an annual wealth tax or 
an effective system of estate and gift duties. 

The alternative view on the equity of an expenditure 
based tax system is that expenditure taxes are inherently 
regressive; first because consumption expenditure 
typically absorbs a larger proportion of the income of low 
income earners than of high income earners, and second, 
because expenditure taxes are usually seen as being in­
direct and therefore not progressive. Both these objections 
to expenditure based taxes are, however, capable of being 
overcome. The first could be taken care of by appro­
priately balancing taxes on consumption expenditure 
with taxes on wealth, while with respect to the latter, it 
needs to be recognised that an expenditure tax can in fact 
be applied either directly or indirectly. 

To tax expenditure as defined in this paper, i.e. final 
consumption expenditure, indirectly, it would be neces­
sary to introduce a value added type tax. Under this 
approach, the whole of the sales value of consumer goods 
and services, whether imported or produced at home, is 
taxed by instalments as the goods move along the 
production and distribution chain involving successiye 
transactions between businesses. Although the tax is 
levied at all stages, their total value is subject to the tax 
once and once only since each business pays the tax as a 
percentage of its sales, but less a credit for the VAT 
invoiced to it by its own suppliers. The tax comes home to 
rest, as it were, on the final consumer, for whom there are 
no tax credits. 

The first, and perhaps most characteristic feature of the 
VAT approach is that it avoids what is commonly referred 
to as the 'cascade' effect which arises with turnover taxes, 
i.e. the effect referred to earlier where taxes can be 
cumulative if goods or services happen to have uninte-
grated production stages. In other words, a VAT is neutral 
with respect to differing methods of production and dis­
tribution. 

Another feature of a VAT is its treatment of imports and 
exports. As mentioned, imports, to the extent that they are 
consumed, are taxed, while exports, not forming any part 
of domestic final consumption expenditure are exempted 
or more precisely taxed at a zero rate. If they were totally 
outside of the system, exporters could not claim a credit on 
the VAT charged to them. This treatment of imports and 
exports clearly provides scope for a more integrated ap­
proach to protection and export encouragement policies, 
compared with the present collection of export tax in­
centives and tariffs. 

The major difficulties with VAT are not conceptual, but 
are of a more practical nature. First, as it is a tax which 
would be passed on to the consumers of goods and ser­
vices, its introduction would inflate the consumers' price 
index (CPI). Given present institutional arrangements for 
incomes determination, where the CPI assumes conside­
rable significance, the consequences for cost and price 
inflation, in the absence of any change to institutional 
arrangements, could be serious. As suggested, however, 
this problem is essentially a practical one; there is no 
reason why the CPI could not be adjusted to show price 
movements exclusive of VAT and why the parties in­
volved in incomes determination should not agree that 

such an adjusted index would be more relevant for this 
purpose than the CPI, providing of course, that the in­
troduction of VAT represented a genuine switch from 
income tax to expenditure tax, and not an increased tax 
burden overall. If the latter were the case, then it may well 
be difficult to bring about the required change in insti­
tutional arrangements. 

The second disadvantage of a VAT is the administrative 
costs involved, for both businesses and the tax collecting 
authority. Extensive accounting records would be 
required to 'keep track o f all VAT charges and credits. 
Whether the costs involved would be worthwhile has to be 
judged against the benefits to be derived from the taxes' 
neutrality and also, the fact that it could be effectively 
enforced. In this regard, it should perhaps be noted that 
the value added method of taxation has been used for 
many years now in a number of overseas countries, par­
ticularly the EEC countries. 

However, perhaps the overriding consideration in 
making a choice between direct or indirect expenditure 
taxes (or income taxes) is their respective distributive 
implications. With a direct tax, i.e. one which is levied on 
taxpayers rather than on goods and services, it is possible 
to relate the amount of tax payable by an individual to his 
level of expenditure (or income). For example, the tax can 
be made progressive whereby those with higher 
incomes/expenditures pay a proportionately higher rate 
of tax than those with lower levels of assessable income or 
expenditure. This cannot be achieved, at least not so 
readily and efficiently, with an indirect tax. 

A commonly suggested means of building at least some 
progressivity into indirect taxes is to structure the system 
such as to exempt, or tax at a lower rate, expenditures on 
basic commodities, which are likely to absorb a relatively 
greater proportion of the income of low income earners 
than high income earners. Under this approach, however, 
the amount of redistribution actually achieved is at best 
uncertain; inequities tend to arise given that the tax 
burden on any individual becomes as much a function of 
his tastes as of his income/expenditure level; and stem­
ming from the latter point, the neutrality principle is 
contravened in a rather obvious way. 

While indirect taxes clearly have serious limitations as 
an instrument of redistribution policy, it has to be ack­
nowledged that even with direct taxes, the distribution of 
the tax burden cannot be guaranteed to correspond with 
that desired, since the final or effective incidence of a tax 
does not necessarily correspond with its initial incidence. 
For example, income taxes can have an influence on the 
level of wages that unions may attempt to negotiate with 
employers; indeed, it is becoming apparent that wage and 
salary negotiations are increasingly being based on after 
tax rates of pay rather than gross rates. In this way, 
employees attempt to shift at least some part of their tax 
burden on to employers, who may in turn of course 
attempt to pass it on to the 'consumer' by increasing the 
prices of the goods produced. The extent to which taxes 
can be shifted in this way depends very much on the supply 
and demand conditions in the various markets concerned, 
and in the final analysis the effective incidence of a direct 
tax is neither stable nor certain. 

On the other hand, it is probably fair to say that in 
general taxes are not perfectly 'mobile' and therefore that 
the final incidence of a direct tax will at least to some extent 
correspond with its initial incidence. This, in conjunction 
with the fact that indirect taxes are also capable of being 
'shifted', perhaps even more so than for direct taxes given 
that there has been a general and longstanding acceptance 



of t he p rac t i ce of a d d i n g ind i rec t t axes to resale pr ices , 
w o u l d sugges t t ha t so far as i n c o m e d i s t r i bu t ion pol icy is 
c o n c e r n e d d i rec t t axes m a y be a m o r e effective i n s t r u m e n t 
than ind i rec t taxes . 

A di rec t e x p e n d i t u r e tax cou ld o p e r a t e a d m i n i s t r a ­
tively a l o n g m u c h the s a m e l ines as t he p re sen t i n c o m e tax 
sys tem, at least for p e r s o n a l t a x p a y e r s . By be ing di rect , tax 
ra tes cou ld readi ly b e m a d e p rogress ive , a n d it is a lso 
conce ivab le tha t a P A Y E sys tem cou ld be o p e r a t e d . 
Pe r sona l t a x p a y e r s w o u l d b e r e q u i r e d to p r e p a r e an a n ­
nua l r e tu rn which w o u l d be based o n s o m e t h i n g like tha t 
set ou t in t ab l e 9. 

A ma jo r p o i n t a t issue wi th t he d i rec t p e r s o n a l e x p e n ­
d i t u r e tax is the t r e a t m e n t of e x p e n d i t u r e s on c o n s u m e r 
d u r a b l e s . If t r ea t ed as c o n s u m p t i o n e x p e n d i t u r e the tax 
b u r d e n on , say, the p u r c h a s e of a h o u s e cou ld be r a t h e r 
l u m p y especia l ly if tax ra tes w e r e p rogress ive . If this w a s 
cons ide r ed to be a p r o b l e m t h e n an a l t e rna t i ve a p p r o a c h 
to the t ax ing of large c o n s u m e r d u r a b l e i t ems m i g h t n e e d 
to be found . O n e a l t e rna t i ve a p p r o a c h w o u l d be to t rea t 
c o n s u m e r d u r a b l e s as i n v e s t m e n t or n o n - a s s e s s a b l e ex­
p e n d i t u r e i tems at the t i m e of p u r c h a s e , a n d to c a p t u r e t he 
c o n s u m p t i o n e l e m e n t e i the r by w a y of an a n n u a l c u r r e n t 
cost d e p r e c i a t i o n c h a r g e , or by a n a n n u a l i m p u t e d r en ta l 
va lue c h a r g e . E i the r w a y the re w o u l d be a d m i n i s t r a t i v e 
difficulties, wh ich in s o m e respec ts a r e no t d i s s imi la r f rom 
p r o b l e m s which ar ise in the s a m e a r ea wi th t he i n c o m e tax 
sys tem. P e r h a p s the ins t ruc t ive p o i n t is t ha t u n d e r this 
a p p r o a c h to the t axa t i on of c o n s u m e r d u r a b l e s n o n ­
m o n e t a r y i tems (i.e., the yield on p e r s o n a l real ty a n d 
i n c o m e / e x p e n d i t u r e in k i n d ) form p a r t of a c o m p r e h e n ­
sive e x p e n d i t u r e tax base as m u c h as they d o a c o m ­
p rehens ive i n c o m e tax" base . M u c h the s a m e types o f 
difficulties need to be g r a p p l e d wi th in these a r ea s , i r re ­
spect ive of the tax base se lec ted . It goes w i t h o u t say ing tha t 
an e x p e n d i t u r e tax base w o u l d also be c a p a b l e of 
d e v e l o p i n g the first of the ma jo r a r ea s o f defect ident if ied 
in o u r p resen t i n c o m e tax b a s e — the ex ten t or r e b a t e s a n d 
e x e m p t i o n s . 

W h i l e on the q u e s t i o n o f u n e v e n tax b u r d e n s , it s h o u l d 
be n o t e d t h a t this is no t a p r o b l e m pecu l i a r to e x p e n d i t u r e 
based taxes . S o m e sectors of the e c o n o m y (e.g. the f a rming 
sector) expe r i ence c o n s i d e r a b l e f luc tua t ions in i n c o m e 
from y e a r to year , a n d for these sec tors , it is l ikely t h a t 
c o n s u m p t i o n e x p e n d i t u r e w o u l d p r o v i d e a m o r e s t ab l e 
tax base . If so, the i n t r o d u c t i o n of a c o n s u m p t i o n ex­
p e n d i t u r e b a s e d tax r eg ime w o u l d p r o b a b l y ease o r 
r e m o v e a n y n e e d for t he exis t ing tax s m o o t h i n g dev ices for 
the f a r m i n g sector , n a m e l y i n c o m e e q u a l i s a t i o n a c c o u n t s 
a n d l ivestock s t a n d a r d va lues . 

F o r bus iness t axa t i on to be cons i s t en t with a p e r s o n a l 
tax sys tem based on a d i rec t e x p e n d i t u r e tax, wh ich it is 
i m p o r t a n t tha t it s h o u l d be , g iven tha t n o n - i n c o r p o r a t e d 
bus inesses fall wi th in the ' p e r s o n a l ' tax sys tem, it w o u l d be 
necessary for the bus iness tax base to be c o n v e r t e d from 
the i n c o m e base to a flow of funds base . In the s a m e w a y 
tha t p e r s o n a l tax w o u l d be assessed on to ta l rece ip ts (cash 
i n c o m e a n d cap i ta l rece ip ts ) less cap i ta l p a y m e n t s , bus i ­
ness t axa t ion wou ld be assessed on "net cash rece ip ts 
a r i s ing from the sale of g o o d s a n d services p l u s / m i n u s t he 
net flow of funds ar i s ing from b o r r o w i n g / l e n d i n g a n d real 
asset t r ansac t ions . Th i s a m o u n t is, by w a y of the flow of 
funds f r amework , def in i t ional ly e q u i v a l e n t to the net 
w i t h d r a w a l of funds from the bus iness by its o w n e r s , i.e. 
d i v i d e n d s in t he case of c o m p a n i e s ( i nc lud ing any dis ­
t r i bu t ions from cap i t a l , e i the r d u r i n g the life of the 
c o m p a n y , or on it b e i n g w o u n d u p ) a n d d r a w i n g s for 
u n i n c o r p o r a t e d bus inesses . It s hou ld be c lea r t ha t in the 

case of the la t ter , if b o t h t he bus ine s s affairs a n d the 
p e r s o n a l affairs of the o w n e r a r e r e c o r d e d in a s ingle set o f 
accoun t s , as is usua l ly the case for smal l b u s i n e s s m e n , t h e n 
d r a w i n g s a r e iden t i ca l to the o w n e r ' s c o n s u m p t i o n , a n d 
the bus iness tax l iabil i ty w o u l d b e e q u i v a l e n t to t h e p e r ­
sona l tax l iabil i ty. A n ou t l i ne of a bus ines s flow of funds 
tax r e t u r n is c o n t a i n e d in t a b l e 10. 

Fo r c o m p a n i e s , d i s t r i bu t ions o n c e in the h a n d s of 
s h a r e h o l d e r s , w h e t h e r f rom i n c o m e or cap i t a l , w o u l d be 
l iable for a d d i t i o n a l t ax ; m a y b e no t i m m e d i a t e l y if t hey 
were saved , bu t even tua l l y w h e n they w e r e s p e n t o n 
c o n s u m p t i o n . In o t h e r w o r d s , d o u b l e t a x a t i o n for c o m ­
p an i e s cou ld be r e t a i n e d . W h e t h e r o r no t this c a n be 
c o n s i d e r e d as b e i n g de s i r ab l e , h o w e v e r , is a n o t h e r m a t t e r . 

I n d e e d , it is difficult to find a n e c o n o m i c jus t i f ica t ion for 
the d o u b l e t axa t i on of c o m p a n y i n c o m e . W h i l e a c o m ­
p a n y is c lear ly a s e p a r a t e legal en t i ty in its o w n r ight , it c a n 
be m i s l e a d i n g to view a c o m p a n y as be ing a s e p a r a t e 
e c o n o m i c ent i ty wi th a tax p a y i n g capac i ty . T a x e s levied in 
c o m p a n y i n c o m e , like all o t h e r taxes , m u s t u l t ima te ly be 
b o r n e by ind iv idua l s — e i the r c o n s u m e r s if the c o m p a n y is 
ab l e to shift the tax fo rward , or by its s h a r e h o l d e r s if it is 
not . If, as is the case , taxes a r e a lso i m p o s e d o n s h a r e ­
ho lde r s w h e n they receive d i s t r i bu t i ons of c o m p a n y in­
c o m e , t h e n it is c lear t ha t in s o m e ins t ances the effective 
ra te of tax b o r n e by the equ i ty inves to r c a n be very h igh . 
Th i s , pa r t i cu l a r ly in c o m b i n a t i o n wi th the t e n d e n c y for 
c o n v e n t i o n a l a c c o u n t i n g m e t h o d s to resu l t in bus iness 
i n c o m e be ing ove r s t a t ed in t he first p lace , m u s t act as a 
d i s incen t ive to bus iness i n v e s t m e n t . 

A g a i n s t this b a c k g r o u n d , it is in t e res t ing to no t e tha t a 
g r o w i n g n u m b e r of c o m p a n i e s ove r r ecen t yea r s h a v e 
b e e n ab l e to avo id the i r i n c o m e b e i n g t axed twice by us ing 
increases in the n o m i n a l va lue o f the i r assets to c r ea t e 
' cap i ta l profit reserves ' , f rom wh ich d i v i d e n d s can be 
d i s t r i bu t ed tax free. W h i l e this d e v e l o p m e n t has u n ­
d o u b t e d l y assis ted in m a k i n g equ i t y i n v e s t m e n t less u n ­
a t t rac t ive t h a n w o u l d o the rwi se h a v e b e e n the case , t he 
p r e s e n t s i t ua t ion c a n n o t be j u d g e d as b e i n g a sat isfactory 
o n e . It is cha r ac t e r i s ed by u n c e r t a i n t y , i nequ i t i e s a n d 
a n o m a l i e s , w i th s o m e c o m p a n i e s b e i n g be t t e r p l aced to 
c rea te ' c ap i t a l profit r e se rves ' t h a n o the r s , s imp ly b e c a u s e 
of differing c o r p o r a t e s t ruc tu res . 

T h e r e a re the re fo re two f u n d a m e n t a l q u e s t i o n s wh ich 
n e e d to be a d d r e s s e d in re la t ion to the tax t r e a t m e n t of 
c o m p a n y i n c o m e . T h e first involves the r ea s se s smen t of 
the m e a n i n g o f the d is t inc t ion b e t w e e n cap i t a l a n d i n c o m e 
in a n inf la t ionary e n v i r o n m e n t a l r e a d y re fe r red to . O n e 
a p p r o a c h to this p r o b l e m w o u l d be to i n t r o d u c e inflat ion 
a c c o u n t i n g c o n c e p t s a n d m e t h o d s as d i scussed in the 
p r e c e d i n g sec t ion . A n a l t e rna t ive a p p r o a c h w o u l d be to 
shift f rom the i n c o m e based tax sys tem to an e x p e n d i t u r e 
based sys tem, wi th a flow funds sys tem as o u t l i n e d a b o v e 
be ing a p p l i e d to the bus iness sector . T h e la t te r a p p r o a c h ; 
as ide f rom h a v i n g s o m e a p p e a l i n g c o n c e p t u a l fea tures , 
w o u l d h a v e the m a j o r prac t ica l a d v a n t a g e of b e i n g re la­
tively s imp ly c o m p a r e d wi th inflat ion a c c o u n t i n g m e t h ­
ods . In pa r t i cu l a r , all flows cou ld be m e a s u r e d in t e rms of 
the m o n e t a r y un i t of accoun t , s ince they w o u l d all re la te to 
the s a m e a c c o u n t i n g pe r iod . 

T h e second issue c o n c e r n i n g the t axa t i on of c o m p a n i e s 
is t ha t of d o u b l e t axa t ion . G i v e n tha t t h e r e is a lit t le if any 
e c o n o m i c jus t i f ica t ion for this p rac t i ce , it is sugges ted tha t 
d i s t r i bu t i ons of c o m p a n y i n c o m e , h a v i n g a l r e a d y b e e n 
taxed as c o m p a n y i n c o m e , s h o u l d be free of tax in the 
h a n d s of s h a r e h o l d e r s . A n explici t m o v e in this d i rec t ion 
is ce r t a in ly to be p re fe r red to the d e facto r e m o v a l of taxes 



o n c o m p a n y d i v i d e n d s w h i c h i s c u r r e n t l y o c c u r r i n g b y 
w a y o f d i s t r i b u t i o n s b e i n g m a d e f r o m ' c a p i t a l p r o f i t r e ­
s e r v e s ' . A l s o g i v e n t h a t t h e a m o u n t o f r e v e n u e i n v o l v e d 
w o u l d n o t b e l a r g e , i t w o u l d a p p e a r t o r e p r e s e n t a m e a n s 
o f a s s i s t i n g t h e b u s i n e s s s e c t o r i n a m e a n i n g f u l w a y , a t a 
l i m i t e d c o s t . 

T A X R A T E S T R U C T U R E S 

O n e o f t h e o b j e c t i v e s o f t a x a t i o n i s t h e r e d i s t r i b u t i o n o f 
i n c o m e w i t h i n t h e c o m m u n i t y , g e n e r a l l y f r o m t h o s e w i t h 
h i g h i n c o m e s t o t h o s e w i t h l o w e r i n c o m e s . T h i s , p e r h a p s 
i n c o n j u n c t i o n w i t h a v i e w t h a t i n c o m e a n d e x p e n d i t u r e i s 
s u b j e c t t o d i m i n i s h i n g m a r g i n a l r e t u r n s , h a s r e s u l t e d i n a 
t a x r a t e s t r u c t u r e , a t l e a s t s o f a r a s i n c o m e i s c o n c e r n e d , 

w h i c h i s p r o g r e s s i v e . T h e e x i s t i n g i n d i r e c t t a x e s p e r h a p s 
r e f l e c t a d e g r e e o f p r o g r e s s i v i t y i n t h e s e n s e t h a t s o c a l l e d 
' l u x u r y ' g o o d s a r e t a x e d a t h i g h e r r a t e s , b u t t h e n i t i s 
p e r h a p s r e g r e s s i v e i n t h e s e n s e t h a t e x p e n d i t u r e m a y 
r e p r e s e n t a g r e a t e r p r o p o r t i o n o f t h e i n c o m e o f l o w i n ­

c o m e e a r n e r s t h a n h i g h i n c o m e e a r n e r s . A n o t h e r a s p e c t 
w h i c h a l s o n e e d s t o b e t a k e n i n t o a c c o u n t w h e n c o n ­
s i d e r i n g t h e s t r u c t u r e o f t a x r a t e s o v e r a l l i s t h e i n t e r ­
r e l a t i o n s h i p b e t w e e n t h e t a x s y s t e m a n d t h e s o c i a l w e l f a r e 
s y s t e m . I f s o c i a l w e l f a r e b e n e f i t s a r e m e a n s t e s t e d , t h e r e i s 
a t e n d e n c y f o r e f f e c t i v e m a r g i n a l ' t a x ' r a t e s a t t h e l o w e r 
e n d o f t h e i n c o m e s c a l e t o b e q u i t e h i g h . 

T h i s p o i n t s t o t h e n e e d t o l o o k a t t h e t a x s y s t e m a s a 
w h o l e w h e n c o n s i d e r i n g a n a p p r o p r i a t e r a t e s t r u c t u r e . 
F o r N e w Z e a l a n d , i t i s n o t a t a l l c l e a r w h a t t h e e f f e c t i v e 

i n c i d e n c e o f t a x a t i o n i s , a l t h o u g h i t i s p r o b a b l y s a f e t o s a y 
t h a t i t i s n o t a s i t m i g h t s u p e r f i c i a l l y a p p e a r t o b e , g i v e n 
t h a t o u r m e a s u r e s o f i n c o m e a n d e x p e n d i t u r e d e p a r t 
s u b s t a n t i a l l y f r o m t r u e i n c o m e a n d e x p e n d i t u r e c o n c e p t s 
a n d o u r l a c k o f k n o w l e d g e o n t h e f i n a l i n c i d e n c e o f t a x e s . 
M o r e o v e r , i t i s o f t e n c l a i m e d t h a t t a x a v o i d a n c e i s m o r e 

c o m m o n f o r h i g h e r i n c o m e e a r n e r s , b e c a u s e t h e y f a c e 
h i g h m a r g i n a l t a x r a t e s a n d a r e m o r e l i k e l y t o h a v e t h e 
e x p e r t i s e r e q u i r e d t o a r r a n g e t h e i r a f f a i r s i n s u c h a m a n n e r 
a s t o m i n i m i s e t h e i r t a x l i a b i l i t y . 

F o c u s s i n g f o r t h e m o m e n t o n t h e p r e s e n t i n c o m e t a x 
r a t e s t r u c t u r e , i t i s p r o b a b l y f a i r t o s a y t h a t i t c o r r e s p o n d s , 

a t l e a s t t o s o m e e x t e n t , w i t h w h a t t h e M e a d e C o m m i t t e e 
d e s c r i b e d a s a ' h i g h - l o w - h i g h ' s t r u c t u r e . 6 E f f e c t i v e m a r ­
g i n a l t a x r a t e s a t t h e l o w e r e n d o f t h e s c a l e , w h e n t h e e f f e c t 
o f t h e a b a t e m e n t o f t h e l o w i n c o m e f a m i l y a n d o t h e r 
r e b a t e s a r e t a k e n i n t o a c c o u n t , a r e s i g n i f i c a n t l y h i g h e r 
t h a n t h e r a t e s s p e c i f i e d i n t h e s c h e d u l e o f r a t e s c o n t a i n e d 
i n t h e I n c o m e T a x A c t . R a t e s i n t h e m i d d l e o f t h e s c a l e a r e 
g e n e r a l l y o n l y a l i t t l e h i g h e r , ( i f n o t i n s o m e c i r c u m s t a n c e s 
l o w e r ) t h a n t h e s e e f f e c t i v e r a t e s a t t h e l o w e r e n d , w h i l e 
r a t e s c l e a r l y d o r i s e t o w a r d t h e u p p e r e n d o f t h e s c a l e . 

A m a r g i n a l r a t e s t r u c t u r e o f t h i s n a t u r e c a n b e c r i t i c i s e d 
o n t h e g r o u n d s t h a t i t d o e s n o t r e p r e s e n t t h e m o s t s a t i s ­
f a c t o r y b a l a n c e b e t w e e n r e d i s t r i b u t i o n a n d e c o n o m i c 

e f f i c i e n c y c o n s i d e r a t i o n s . T h e d i s i n c e n t i v e e f f e c t s m a y b e 
s t r o n g e s t f o r t h e l o w e s t i n c o m e e a r n e r s , g i v i n g w h a t i s 
o f t e n r e f e r r e d t o a s t h e ' p o v e r t y t r a p ' , a n d f o r t h e h i g h e s t 
i n c o m e e a r n e r s , w h o a r e p e r h a p s b e s t p l a c e d t o s u b s t i t u t e 
' l e i s u r e ' f o r ' l a b o u r ' . M o r e o v e r , t h e r e i s o f t e n l i t t l e t o b e 
g a i n e d d i s t r i b u t i o n a l l y b y t a x i n g v e r y h i g h i n c o m e s a t 
v e r y h i g h r a t e s , g i v e n t h a t t h e n u m b e r o f t a x p a y e r s i n ­
v o l v e d i s l i k e l y t o b e s m a l l : t h e i n c o m e d i s t r i b u t i o n m a y b e 
m a d e m o r e e v e n , b u t n o t m u c h i n c o m e w i l l b e r e d i s ­
t r i b u t e d . 

6 Meade, 1978, p.308. 

A g a i n s t t h i s b a c k g r o u n d i t m a y b e t h a t a f l a t t e r r a t e 
s t r u c t u r e w o u l d r e p r e s e n t a m o r e a p p r o p r i a t e b a l a n c e . I n 

t h e a t t a c h e d t a b l e 8 , t h e r e s u l t s o f a p p l y i n g a f l a t 2 3 . 6 p e r 
c e n t r a t e o f i n c o m e t a x t o t h e 1 9 7 5 / 7 6 f i s c a l y e a r i n c o m e 
t a x d a t a ( t h e l a t e s t s u f f i c i e n t l y d e t a i l e d d a t a a v a i l a b l e ) f o r 
p e r s o n a l t a x p a y e r s a r e s e t o u t . T h e f l a t r a t e c h o s e n i s t h a t 

w h i c h g e n e r a t e s t h e s a m e r e v e n u e a s w a s i n f a c t c o l l e c t e d 
i n t h a t y e a r . T h e m o s t n o t a b l e f e a t u r e i n t h e t a b l e i s t h a t 
i f a f l a t r a t e o f t a x a t t h i s l e v e l , a n d w i t h o u t e x e m p t i o n s a n d 
r e b a t e s , h a d a p p l i e d , t h e a f t e r t a x d i s t r i b u t i o n o f d e c l a r e d 
i n c o m e w o u l d i n f a c t h a v e b e e n s u b s t a n t i a l l y d i f f e r e n t , 

w i t h a s w o u l d b e e x p e c t e d , l o w e r i n c o m e s b e a r i n g m o r e 
t a x a n d h i g h e r i n c o m e s l e s s . W h i l e l o w e r r a t e s o f t a x o n 
h i g h i n c o m e s w o u l d u n d o u b t e d l y r e s u l t i n t h e r e b e i n g l e s s 
d i s i n c e n t i v e f o r h i g h i n c o m e e a r n e r s t o e a r n a d d i t i o n a l 
i n c o m e a n d a n i n c e n t i v e t o d e c l a r e t h e a s s e s s a b l e i n c o m e 
i n r e s p e c t o f w h i c h t h e y p r e s e n t l y f i n d i t w o r t h w h i l e t o 
i n c u r e x p e n s e s a n d i n c o n v e n i e n c e s i n o r d e r t o a v o i d 
p a y i n g t a x , i t m u s t b e c o n s i d e r e d a s b e i n g d o u b t f u l 

w h e t h e r t h i s w o u l d r e s u l t i n s u f f i c i e n t a d d i t i o n a l i n c o m e 
b e i n g d e c l a r e d t o e n a b l e t h e t a x b u r d e n o n t h o s e a t t h e 
l o w e r e n d o f t h e s c a l e t o b e r e s t o r e d t o w h a t i t w a s u n d e r 
a p r o g r e s s i v e r a t e s t r u c t u r e . I n o t h e r w o r d s , t h e p r o g r e s ­
s i v e r a t e s t r u c t u r e , i n N e w Z e a l a n d a t l e a s t , p r o b a b l y d o e s 
a c h i e v e a s i g n i f i c a n t a m o u n t o f r e d i s t r i b u t i o n . I f a r e a ­
s o n a b l e a m o u n t o f r e d i s t r i b u t i o n w a s t o b e a c h i e v e d 
u n d e r a f l a t r a t e s t r u c t u r e , i t w o u l d p r o b a b l y b e n e c e s s a r y 
t o m o v e i n t h e d i r e c t i o n o f t h e n e g a t i v e i n c o m e t a x a p ­
p r o a c h . 

I f a f l a t r a t e s t r u c t u r e c a n n o t b e a c h i e v e d , e i t h e r b e c a u s e 
t h e r e d i s t r i b u t i o n i m p l i c a t i o n s a r e n o t a c c e p t a b l e , o r 
b e c a u s e a n e g a t i v e i n c o m e t a x s y s t e m i s j u d g e d n o t t o b e 
a p p r o p r i a t e , t h e n i t m a y w e l l b e w o r t h w h i l e t o c o n s i d e r 
r e d u c i n g m a r g i n a l r a t e s o f t a x o n h i g h i n c o m e l e v e l s , s i n c e 
a s a l r e a d y s u g g e s t e d , t h e d i s i n c e n t i v e e f f e c t s h e r e m a y 
c o n s i d e r a b l y o u t w e i g h t t h e b e n e f i t s t o b e o b t a i n e d i n 
t e r m s o f i n c o m e r e d i s t r i b u t i o n , g i v e n t h a t t h e a g g r e g a t e 
a m o u n t o f i n c o m e i n v o l v e d i s s m a l l . I t i s i n d e e d a r g u e d b y 
s o m e ( e . g . P r o f e s s o r F r i e d m a n d u r i n g h i s r e c e n t v i s i t t o 
N e w Z e a l a n d ) t h a t , f o r t h e r e a s o n s a l r e a d y g i v e n , t h e 
a m o u n t o f t a x p a i d b y h i g h i n c o m e e a r n e r s m a y a c t u a l l y 
r i s e i f m a r g i n a l t a x r a t e s a b o v e s o m e t h r e s h o l d w e r e 
l o w e r e d , a n d t h a t i n t h i s s e n s e i n c o m e r e d i s t r i b u t i o n 
o b j e c t i v e s w o u l d b e a s s i s t e d . 

W h e t h e r t h e c h a n g e i n i n c o m e d i s t r i b u t i o n w h i c h 
w o u l d b e i m p l i e d b y a f l a t t a x r a t e w o u l d b e p o l i t i c a l l y 
a c c e p t a b l e i s a m a t t e r f o r c o n j e c t u r e . I f i t i s n o t , a n d i t i s 
c o n s i d e r e d t h a t p r o g r e s s i v e t a x r a t e s h a v e a r o l e t o p l a y , 
t h e r e i s a n o t h e r p o i n t w h i c h r e q u i r e s a t t e n t i o n . T h i s i s t h e 
q u e s t i o n o f t a x i n d e x a t i o n . 7 

W h e r e t a x r a t e s a r e p r o g r e s s i v e a n d / o r w h e r e e x e m p ­
t i o n s a n d r e b a t e s a r e s p e c i f i e d i n n o m i n a l d o l l a r t e r m s , 

t h e r e i s a t e n d e n c y f o r a v e r a g e t a x r a t e s t o r i s e a s i n f l a t i o n 
p u s h e s i n c o m e s i n t o e v e r h i g h e r t a x b r a c k e t s , a n d e r o d e s 
t h e r e a l w o r t h o f t h e e x e m p t i o n s a n d r e b a t e s . T h e r e s u l t i s 

a t e n d e n c y f o r t h e t a x t a k e t o i n c r e a s e i n a n a u t o m a t i c a n d 
a r b i t r a r y m a n n e r . I f b o t h r a t e s a n d e x e m p t i o n s / r e b a t e s 
w e r e i n d e x e d , t h i s c o u l d n o t o c c u r , t h i s o u t c o m e b e i n g 
d e s i r a b l e f o r a n u m b e r o f r e a s o n s . 

F i r s t , i n c r e a s e d G o v e r n m e n t e x p e n d i t u r e i n r e a l t e r m s 
w o u l d r e q u i r e t h e G o v e r n m e n t e x p l i c i t l y t o r a i s e t a x r a t e s . 
T h i s w o u l d r e s u l t i n t h e e l e c t o r a t e b e i n g f a c e d w i t h a 
c l e a r e r c h o i c e b e t w e e n m o r e G o v e r n m e n t e x p e n d i t u r e 
a n d h i g h e r t a x e s , o r l o w e r G o v e r n m e n t e x p e n d i t u r e a n d 
l o w e r t a x e s . A t p r e s e n t , i t i s n o t a l w a y s e v i d e n t t h a t t h i s 

7 This topic is dealt with in some detail in the Reserve Bank Bulletin for 
January-February 1981. 



t rade-off is fully a p p r e c i a t e d . At the s a m e t ime , it is 
b e c o m i n g ev iden t t ha t t r a d e u n i o n s a n d o the r s a re 
rea l i s ing t h a t in o r d e r to m a i n t a i n rea l d i sposab l e in­
c o m e s , it is necessa ry e i the r for before tax i n c o m e s to rise 
signif icantly m o r e r ap id ly t h a n the r a t e of inf lat ion, or for 
an inc reased p r o p o r t i o n of i n c o m e to be pa id in a form 
which is no t subjec t to tax . T h e fo rmer obv ious ly acce le­
ra tes the w a g e / p r i c e sp i ra l , whi le the la t te r resul ts in 
inequ i t i e s . F ina l ly , as m o r e a n d m o r e t axpaye r s m o v e in to 
h ighe r tax b racke t s , the progress iv i ty o f t he tax s t ruc tu re is 
effectively r e d u c e d , i.e. the effective tax ra te rises 
p r o p o r t i o n a t e l y m o r e for low i n c o m e e a r n e r s t h a n high 
i n c o m e e a r n e r s . Jus t as a n y c h a n g e in the overa l l tax t ake 
s h o u l d be m a d e explici t , so s h o u l d a n y c h a n g e in the 
d i s t r i bu t i on of the tax b u r d e n . Wi th a n i n d e x e d tax sys­
t em, a c h a n g e in the d i s t r i bu t ion of taxes cou ld on ly be 
ach ieved by legis la t ion. 

T h e p r inc ipa l a r g u m e n t aga ins t t he i n d e x a t i o n of t he 
tax sys tem is t ha t as it o p e r a t e s at p resen t , it o p e r a t e s as an 
a u t o m a t i c m a c r o e c o n o m i c s tabi l iser , i.e. w h e n i n c o m e s 
rise, the tax t ake rises m o r e t h a n p r o p o r t i o n a t e l y a n d vice 
versa . H o w e v e r , it is doub t fu l , to say the least , w h e t h e r this 
m e c h a n i s m w o r k s sat isfactori ly a n y longer , s ince wi th 
pers i s ten t inflat ion it con t inua l l y w o r k s as a def la t ionary 
inf luence, i r respec t ive of w h e t h e r real act ivi ty is r is ing or 
fall ing. G o v e r n m e n t s , in these c i r cums tances , h a v e found 
it necessa ry to m a k e tax cuts ( f rom t ime to t ime) a n d 
inc rease G o v e r n m e n t e x p e n d i t u r e as a m e a n s of offsett ing 
this de f la t ionary inf luence d u r i n g p e r i o d s w h e n real ac ­
tivity h a s been fall ing, n o t w i t h s t a n d i n g h igh ra tes of 
inf lat ion. F r o m this po in t of view, 'fiscal d r a g ' has p e r h a p s 
m o r e t h a n j u s t faci l i ta ted inc reased levels of G o v e r n m e n t 
e x p e n d i t u r e . It m a y well h a v e been a n u n d e r l y i n g cause . 

Aga ins t this b a c k g r o u n d , it s h o u l d be a p p a r e n t t h a t 
s tab i l i sa t ion object ives , w h e r e the objec t ives a r e specified 
p r imar i l y in t e rms of real act ivi ty, a n d no t the p r i ce level, 
w o u l d be be t t e r se rved by an i n d e x e d tax sys tem, given 
that fiscal res t ra in t wou ld then b e i m p o s e d on ly w h e n rea l 
i n c o m e s a n d activity were r is ing s t rong ly , a n d vice versa . 

CONCLUSION 

T h i s c o n c l u d i n g sect ion s u m m a r i s e s the essent ia l po in t s 
m a d e in the p a p e r . 

First , it is i m p o r t a n t tha t tax r e fo rmers a n d pol icy 
m a k e r s a re c lear on the i r objec t ives a n d on the p r inc ip l e s 
w h i c h u n d e r l y a g o o d tax sys tem. T h e la t te r aspec t is of 
p a r t i c u l a r i m p o r t a n c e in t axa t ion , b e c a u s e a n y tax sys t em, 
in the final analys is , is d e p e n d e n t o n it b e i n g a c c e p t a b l e , o r 
a t least no t u n d u l y u n a c c e p t a b l e , to those to w h o m it is 
a p p l i e d . T h e object ives a n d p r inc ip les o f t axa t i on a r e 
listed in the pape r , no t b e c a u s e they a r e no t set ou t 

e l sewhere , b u t b e c a u s e , if t ax pol icy ove r t he last d e c a d e o r 
so is a n y gu ide , t hey a r e too read i ly o v e r l o o k e d . 

T h e second sec t ion of the p a p e r e x a m i n e s a l t e rna t ive 
tax bases . T h i s involves a sk ing the q u e s t i o n s , w h a t is 
i n c o m e ? w h a t is e x p e n d i t u r e ? w h a t a r e o u r cap i ta l ga ins? 
It is a r g u e d tha t i n c o m e as c o n v e n t i o n a l l y m e a s u r e d is 
severe ly d i s to r t ed by inf la t ion, a n d tha t cap i t a l ga ins , 
w h e n i n c o m e is redef ined to a c c o u n t for the effects of 
inf lat ion, a re m u c h less of a n issue. In essence the re is a 
n e e d for a r e a s se s smen t of the d i s t inc t ion b e t w e e n cap i t a l 
a n d i n c o m e in an inf la t ionary e n v i r o n m e n t . Inf la t ion 
a c c o u n t i n g c o n c e p t s a n d m e t h o d s p r o v i d e o n e a p p r o a c h 
to this p r o b l e m , bu t a n a l t e rna t ive a p p r o a c h w o u l d be to 
a d o p t a n e x p e n d i t u r e b a s e d tax sys tem w h e r e all e x p e n ­
d i tu re flows w o u l d re la te to the s a m e t i m e p e r i o d a n d 
the re fo re co u l d b e m e a s u r e d in t e r m s o f t he m o n e t a r y u n i t 
o f a ccoun t . W i t h respec t to so ca l led e x p e n d i t u r e taxes , we 
n e e d to b e c lear on w h e t h e r we a re r e fe r r ing to taxes o n 
c o n s u m p t i o n e x p e n d i t u r e only , o r w h e t h e r it is ind i rec t 
taxes (i.e. taxes o n g o o d s a n d services g e n e r a l l y ) wh ich we 
a re re fer r ing to . E a c h raise different sets of issues. 

T h e sec t ion o n a l t e rna t ive tax bases a lso p r o v i d e s a 
c o n c e p t u a l f r a m e w o r k wi th in which b e h a v i o u r a l re ­
sponses (i.e. i ncen t i ve s /d i s i ncen t i ve s ) u n d e r the two tax 
sys tems can be e v a l u a t e d . T h e c o n c l u s i o n r e a c h e d is t h a t 
an e x p e n d i t u r e tax, c o m p a r e d wi th an i n c o m e tax, m i g h t 
cause less d i s to r t ions in t he cap i t a l m a r k e t bu t p e r h a p s 
g rea t e r d i s to r t ions in the l a b o u r m a r k e t . W i t h respec t to 
t he equ i ty imp l i ca t ions of i n c o m e ve r sus e x p e n d i t u r e 
taxes , it is sugges ted tha t the la t te r n e e d no t imp ly a n 
inc reased tax b u r d e n o n low i n c o m e e a r n e r s if it is a c ­
cep ted tha t e x p e n d i t u r e taxes can be a p p l i e d as a d i rec t tax 
a n d if they were to be a u g m e n t e d wi th a p p r o p r i a t e t axes 
on wea l th . 

T h e final sect ion looks briefly a t s o m e aspec t s o f a l ­
t e rna t ive tax r a t e s t ruc tu res . W h i l e the overa l l level of tax 
ra tes is obv ious ly d e p e n d e n t on t he G o v e r n m e n t ' s 
r e v e n u e r e q u i r e m e n t s , the s t ruc tu r e o f tax ra tes d o e s h a v e 
s o m e i m p o r t a n t imp l i ca t ions , b o t h for the abi l i ty of t he 
sys tem to m e e t its objec t ives , a n d for t he cho ice o f tax 
sys tem, pa r t i cu la r ly the cho ice b e t w e e n d i rec t a n d ind i rec t 
taxes . It is sugges ted tha t t he s t ruc tu r e of r a tes a p p l i e d in 
N e w Z e a l a n d p r o b a b l y d o e s effect a s ignif icant red is ­
t r ibu t ion of i n c o m e (at least r e p o r t e d i n c o m e ) , bu t at t he 
e x p e n s e of d i s incen t ives for b o t h h igh a n d low i n c o m e 
e a r n e r s . 

F ina l ly , it is a r g u e d tha t if a p rogress ive tax r a t e 
s t ruc tu re is to b e r e t a i n e d , o n a c c o u n t of r e d i s t r i b u t i o n 
r e q u i r e m e n t s , t he re w o u l d be c o n s i d e r a b l e mer i t in in­
dex ing the tax ra tes a n d e x e m p t i o n s a n d r e b a t e s for 
c h a n g e s in the pr ice level. 
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(Deficit (-), Surplus ( + ) ) 

Adjusted Cyclical Adjusted Internal 
Conventional Domestic Effect Balance (After 

Deficit Deficit of the Borrowing from 
March Before Before Adjusted the Non-Bank 
Year Borrowing' Borrowing2 Budget 3 Private Sector) 4 

($ million) 

1976 1,001.7 789.1 905.1 - 523.1 
1977 506.1 199.2 253.3 + 42.0 
1978 694.4 360.7 159.6 25.7 
1979 1,445.9 977.1 606.1 181.4 
1980 1,026.9 410.2 + 74.4 + 178.8 
1981 - 1,524.9 942.7 528.8 - 223.7 

(%of GDP) 

1972 -1.1 + 0.4 -0.0 + 1.2 
1973 -2.6 -1.2 -2.0 + 1.9 
1974 -2.6 -0.3 -1.1 + 2.4 
1975 -3.9 -2.5 -3.9 -2.2 
1976 -8.7 -6.9 -7.9 -4.6 
1977 -3.7 -1.4 -1.7 + 0.3 
1978 -4.6 -2.4 -1.0 -0.2 
1979 -8.3 -5.6 -3.5 -1.0 
1980 -4.9 -2.0 + 0.4 + 0.9 
1981 -6.4 -3.9 -2.2 -0.9 

1 As per Budget Table II format. 

2 Column 1 adjusted to exclude government overseas transactions. 

3 As defined in N.Z. Planning Council, Planning Paper No. 5, The 
Stabilisation Role of Fiscal Policy, by R.S. Deane and R.G. Smith, 
with 1971 /72 as the base year. 

4 Column 2 less borrowing from the non-bank private sector. 

SOME ILLUSTRATIVE BUDGET INDICATORS 



MONETARY AGGREGATES AND CONSUMERS' PRICE INDEX 

Years M l M3 DC CPI 
Ending Annual Annual Annual Annual 
March % Change % Change % Change % Change 

1 9 6 1 3 . 7 ' 6 . 0 1 3 . 0 1 . 7 
1 9 6 2 - 5 . 8 - 0 . 1 0 . 6 3 . 0 
1 9 6 3 4 . 2 6 . 6 3 . 2 1 . 6 
1 9 6 4 7 . 7 8 . 9 8 . 9 2 . 5 
1 9 6 5 2 . 2 7 . 4 7 . 7 4 . 3 
1 9 6 6 - 5 . 6 3 . 9 9 . 9 2 . 9 
1 9 6 7 0 . 4 5 . 1 4 . 2 4 . 3 
1 9 6 8 - 2 . 9 3 . 7 3 . 9 4 . 9 
1 9 6 9 4 . 0 7 . 2 7 . 7 5 . 5 
1 9 7 0 7 . 2 9 . 1 8 . 6 4 . 7 
1 9 7 1 5 . 0 7 . 5 7 . 7 1 0 . 4 
1 9 7 2 1 3 . 1 1 0 . 3 5 . 1 8 . 4 
1 9 7 3 2 5 . 0 2 3 . 3 1 8 . 2 5 . 9 
1 9 7 4 1 4 . 4 1 5 . 6 2 1 . 3 1 0 . 3 
1 9 7 5 2 . 6 2 . 8 1 3 . 3 1 3 . 2 
1 9 7 6 1 9 . 8 1 7 . 0 1 8 . 5 1 7 . 2 
1 9 7 7 5 . 9 1 5 . 6 1 8 . 6 1 3 . 7 
1 9 7 8 1 . 8 1 3 . 3 1 1 . 3 1 4 . 6 
1 9 7 9 1 8 . 3 2 2 . 5 2 1 . 0 1 0 . 4 
1 9 8 0 5 . 5 1 5 . 7 1 4 . 1 1 8 . 4 
1 9 8 1 1 4 . 2 ( P ) 1 4 . 3 ( P ) 1 6 . 0 ( P ) 1 5 . 2 

( P ) P r o v i s i o n a l . 

Definitions 

1 The money supply ( M l ) includes notes and coin held by the public, 
cheque account balances at savings banks, and demand deposits at 
trading banks (net of government deposits and the demand deposits 
of selected financial institutions at t rading banks). 

2 The money supply and selected liquid assets of the public (M3) 
includes the money supply as defined above together with all other 
demand, time and other deposits with the selected financial insti­
tutions (net of deposits of these institutions with each other). 

3 Total domestic credit (DC) measures the total credit extended by the 
selected financial institutions to the domestic economy, including 
both private and government sectors. 

4 The consumers ' price index (CPI) measures changes in the general 
level of goods and services which households purchase. 



C H A N G E S I N T H E M O N E Y S U P P L Y A N D S E L E C T E D L I Q U I D A S S E T S (M3) 

($ million) 

C h a n g e s i n M 3 I n s t i t u t i o n C l a i m s o n : 
Total Percentage 

Year ended Overseas Govern­ Private Change in Money Change in 
March Sector ment Sector Other Money Supply Money Supply 

Supply (M3) (M3) 

1 9 6 1 - 9 2 . 6 3 8 . 8 1 1 9 . 9 3 2 . 2 9 8 . 0 1 , 7 3 0 . 5 6 . 0 
1 9 6 2 7 . 8 1 9 . 8 - 2 6 . 9 1 7 . 0 - 1 . 1 1 , 7 2 9 . 4 - 0 . 0 
1 9 6 3 6 3 . 2 5 5 . 3 - 0 . 8 - 1 . 0 1 1 4 . 2 1 , 8 4 3 . 6 6 . 6 
1 9 6 4 0 . 9 6 9 . 8 9 2 . 2 - 8 . 9 1 6 4 . 5 2 , 0 0 8 . 1 8 . 9 
1 9 6 5 - 1 8 . 5 5 2 . 3 7 8 . 1 1 4 . 2 1 4 9 . 3 2 , 1 5 7 . 4 7 . 4 
1 9 6 6 - 9 8 . 8 1 0 7 . 8 7 1 . 0 2 1 . 6 8 5 . 2 2 , 2 4 2 . 6 3 . 9 
1 9 6 7 - 4 4 . 9 6 1 . 9 1 9 . 4 1 3 . 2 1 1 3 . 9 2 , 3 5 6 . 5 5 . 1 
1 9 6 8 5 1 . 0 6 9 . 7 - 8 . 5 2 9 . 2 8 8 . 3 2 , 4 4 4 . 8 3 . 7 
1 9 6 9 2 7 . 4 6 7 . 6 1 0 6 . 9 1 0 . 9 1 7 6 . 8 2 , 6 2 1 . 6 7 . 2 
1 9 7 0 8 7 . 3 6 6 . 4 1 5 2 . 0 6 . 1 2 3 9 . 8 2 , 8 6 1 . 4 9 . 1 
1 9 7 1 - 3 . 8 4 4 . 6 1 7 9 . 8 - 7 . 9 2 1 6 . 0 3 , 0 7 7 . 4 7 . 5 
1 9 7 2 1 9 5 . 2 4 3 . 0 1 1 0 . 1 2 . 0 3 1 7 . 7 3 , 3 9 5 . 1 1 0 . 3 
1 9 7 3 2 1 2 . 6 2 4 9 . 7 2 8 1 . 8 4 9 . 4 7 8 9 . 8 4 , 1 8 4 . 9 2 3 . 3 
1 9 7 4 - 9 9 . 7 2 0 8 . 8 6 6 5 . 2 - 6 8 . 9 6 5 3 . 3 4 , 8 3 8 . 2 1 5 . 6 
1 9 7 5 - 5 1 0 . 5 1 2 5 . 2 2 8 0 . 5 2 0 5 . 0 1 3 3 . 2 4 , 9 7 1 . 4 2 . 8 
1 9 7 6 - 2 9 7 . 0 6 2 4 . 1 3 2 1 . 8 1 2 . 4 8 4 6 . 4 5 , 8 1 7 . 8 1 7 . 0 
1 9 7 7 - 9 0 . 1 2 6 2 . 5 8 5 1 . 4 3 0 . 7 9 0 7 . 7 7 , 6 2 5 . 5 1 5 . 6 
1 9 7 8 - 1 0 5 . 5 2 5 3 . 6 5 3 7 . 2 3 2 . 9 8 9 5 . 5 7 , 6 2 1 . 0 1 3 . 3 
1 9 7 9 2 7 . 5 5 1 1 . 5 1 , 0 8 7 . 4 1 0 5 . 2 1 , 7 1 5 . 4 9 , 3 3 6 . 4 2 2 . 5 
1 9 8 0 - 2 6 . 1 2 2 4 . 1 1 , 1 7 0 . 5 - 6 . 7 1 , 4 6 3 . 6 1 0 . 8 0 0 . 0 1 5 . 7 
1 9 8 1 ( P ) 1 3 9 3 2 1 1 , 3 4 1 - 2 6 0 1 , 5 4 1 1 2 , 3 4 1 1 4 . 3 

( P ) P r o v i s i o n a l 

T A B L E 4 

G O V E R N M E N T F I N A N C I N G T R A N S A C T I O N S 

($ million) 

Financed By Domestic Borrowing from -
Deficit Net Overseas Other 

Year ended Before Non- Trading Reserve Borrowing & Financial Cash Surplus/ 
March Borrowing Banks Banks Bank Investment Transactions Deficit(-) 

(1) (2) (3) (4) (5) (6) (7) 

1 9 6 1 7 9 . 1 8 8 . 4 _ _ - 0 . 8 8 . 4 
1 9 6 2 8 1 . 2 3 2 . 9 — - 0 . 3 4 9 . 4 — 0 . 8 
1 9 6 3 1 2 7 . 1 1 0 7 . 3 — 4 . 8 3 2 . 8 — 1 7 . 4 
1 9 6 4 1 1 5 . 9 1 2 7 . 5 — - 2 7 . 8 1 9 . 0 2 . 0 4 . 8 
1 9 6 5 8 9 . 7 1 4 4 . 3 — - 3 9 . 3 - 1 4 . 2 0 . 7 1 . 8 
1 9 6 6 1 1 5 . 2 6 2 . 5 1 5 . 0 1 5 . 5 2 2 . 8 — 0 . 6 
1 9 6 7 1 3 4 . 3 9 4 . 0 - 1 1 . 8 - 1 2 . 2 6 7 . 8 — 3 . 5 
1 9 6 8 1 1 0 . 5 7 3 . 2 1 6 . 6 - 1 2 . 6 3 5 . 1 — 1 . 8 
1 9 6 9 1 3 4 . 7 1 4 3 . 8 2 . 6 0 . 7 - 2 . 5 — 9 . 9 
1 9 7 0 7 5 . 8 1 0 7 . 8 2 . 2 - 4 . 4 - 1 7 . 8 — 1 2 . 0 
1 9 7 1 8 0 . 6 9 3 . 6 6 . 1 - 1 . 2 - 2 . 9 - 1 1 . 6 3 . 4 
1 9 7 2 7 2 . 3 5 9 . 1 6 9 . 0 - 4 2 . 5 - 1 6 . 3 — - 3 . 0 
1 9 7 3 2 0 6 . 0 2 5 0 . 2 1 8 5 . 7 - 9 . 5 - 1 1 9 . 5 - 8 7 . 5 1 3 . 4 
1 9 7 4 2 4 1 . 7 2 3 9 . 6 - 1 1 2 . 7 1 3 6 . 0 - - 1 4 . 2 — 7 . 0 
1 9 7 5 3 9 0 . 4 2 5 . 4 - 5 2 . 3 1 6 6 . 8 2 4 6 . 1 — - 4 . 4 
1 9 7 6 1 , 0 0 1 . 7 2 6 6 . 0 2 6 1 . 0 2 4 5 . 9 2 8 7 . 1 - 7 0 . 7 - 1 2 . 4 
1 9 7 7 5 0 6 . 1 2 4 1 . 2 - 1 1 9 . 2 2 5 6 . 0 1 2 9 . 8 — 1 . 7 
1 9 7 8 6 9 4 . 4 3 3 5 . 0 7 2 0 . 2 - 4 7 0 . 8 2 6 5 . 8 - 1 5 0 . 0 5 . 8 
1 9 7 9 1 , 4 4 5 . 9 7 9 5 . 7 1 0 1 . 3 - 4 9 . 4 4 4 4 . 0 1 5 0 . 0 - 4 . 3 
1 9 8 0 1 , 0 2 6 . 9 5 9 9 . 8 1 4 5 . 0 1 6 6 . 1 3 2 7 . 7 - 2 0 7 . 0 4 . 7 
1 9 8 1 1 , 5 2 4 . 9 7 4 8 . 6 - 3 1 . 6 - 1 4 9 . 2 7 5 3 . 8 2 0 7 . 0 3 . 7 



COMPARISON OF DOMESTIC GROWTH, 
EXTERNAL BALANCE AND FISCAL BALANCE 

Balance of Adjusted4 Adjusted 
Payments Fiscal Internal Fiscal Deficit 

Year ended Change in Current Account Surplus/Deficit before Borrowing 
March Real GDP % as % GDP as % GDP as % GDP 

PART I: PERIODS OF LARGE EXTERNAL DEFICITS 

1961 ( + 5.4) 3 - 4.12 + 2.9 - 0.3 
1962 + 3.6 - 3.91 + 0.8 - 0.3 
1963 + 4.9 (- 1-48) ( - |1.9) (- 1-5) 

1966 ( + 4.0) 3 - 4.64 + 1.7 - 0.2 
1967 + 3.5 - 4.15 + 1.5 - 0.5 
1968 - 0.6 (- 2.50) ( + 1.6) (- 0.4) 

1971 ( + 2.0) 3 - 3.87 + 1.9 + 0.3 
1972 + 3.8 (- 0.23) ( + 2.2) ( + 0.2) 

1975 ( + 6.2) 3 -13.61 _ 2.8 - 2.5 
1976 - 0.5 - 8.84 - 2.3 - 6.9 
1977 + 2.1 - 5.99 - 0.6 - 1.4 
1978 - 3.1 - 4.68 + 4.6 - 2.4 
1979 + 0.1 - 2.68 - 0.5 - 5.6 
1980 + 2.9 - 3.81 + 1.6 - 2.0 
1981 + 1.0 - 3.20 - 0.9 - 3.9 

Average 1.61 - 5 . 3 2 + 0.7 2 - 2.1 2 

PART II: PERIODS WITH EXTERNAL SURPLUSES 
OR SMALL DEFICITS 

1964 ( + 4.8) - 0.89 + 2.9 - 0.9 
1965 + 5.3 - 0.99 + 4.0 + 0.2 
1966 + 4.0 (- 4.64) ( + 1.7) (- 0.2) 

1969 ( + 1.4) + 0.54 + 2.5 - 0.6 
1970 + 8.0 + 0.23 + 2.3 + 0.2 
1971 + 2.0 (- 3.87) ( + 1.9) ( + 0.3) 

1972 ( + 3.8) - 0.23 + 2.2 + 0.2 
1973 + 4.8 + 1.76 + 4.4 - 1.2 
1974 + 6.4 (- 1.00) ( + 1.1) (- 0.3) 

Average: + 5.1 1 + O.l2 + 3.1 2 - 0.44 2 

1 Omit t ing first bracketed year of each period to allow for lags. 

2 Omitt ing last bracketed year of each period, except 1980/81. 

3 Note that these higher growth rates in each case followed preceding 
periods of an improved external account, as can be seen from Part II 
of the table. It was also true of 1960/61; there was a balance of 
payments current account surplus in 1959/60. 

4 Differs from column 4 of table 1 by extent of borrowing from trading 
banks, i.e. internal balance in this table 5 is adjusted deficit before 
borrowing less all private sector borrowing. 



CORE MODEL MULTIPLIERS IN RESPONSE TO 
REDUCED SIZE OF GOVERNMENT BUDGET 

D e r i v e d f rom r e s p o n s e s to a 5 pe r cen t d e c r e a s e in to ta l real g o v e r n m e n t e x p e n d i t u r e offset by an a p p r o x i m a t e l y 
e q u i v a l e n t n o m i n a l r e d u c t i o n in p e r s o n a l i n c o m e tax ( a b o u t 10 pe r cen t ) so tha t the G o v e r n m e n t ' s b u d g e t a r y deficit be fore 
b o r r o w i n g r e m a i n e d s t eady . 

Mul t i p l i e r s af ter : 1 Year 2 Years 3 Years 4 Years 5 Years 

F o r : 

C o n s u m e r Prices 
P r iva te Rea l O u t p u t 
T o t a l Rea l O u t p u t 
Pr iva te E m p l o y m e n t 
M o n e y S u p p l y ( M 3 ) 
C u r r e n t E x t e r n a l B a l a n c e 

as a P r o p o r t i o n of 
C u r r e n t O v e r s e a s Rece ip t s 

- .007 .006 .013 .016 .013 
- .022 .080 .099 .062 .054 
- .019 .062 .083 .054 .050 
- .014 .003 .035 .051 .048 

.056 .083 - .108 - .343 - .506 

.212 .161 - 2 . 0 6 4 - 2 . 5 6 8 - 1 . 9 3 9 

N o t e : P e r c e n t a g e r e s p o n s e s w e r e d iv ided by 5 w h e n ca lcu la t ing mul t ip l ie r s . T h e resul ts a re b a s e d on s i m u l a t i o n s wi th 
the Rese rve B a n k ' s co re m o d e l of the N e w Z e a l a n d e c o n o m y . 

TABLE 7 

CORE MODEL SIMULATION OF SMOOTHED GOVERNMENT EXPENDITURE 

EXOGENOUS VARIABLE DEVIATION FROM CONTROL 

Overseas 
Real Non-Wage Government Real Consumer Private Current 

Expenditure $m. Output Prices Employment Account 
Control Smoothed Difference % $m. % % 000's $m. 

1974(4) 339.9 346.1 6.2 - .01 - 0.1 
1975(1) 367.4 346.1 - 2 1 . 3 - .7 - 8.9 — -0 .05 - 0 . 3 2.3 
1975(2) 394.3 346.2 -48 .1 -2 .6 -34 .5 -0 .03 - 0 . 2 4 -1 .5 10.0 
1975(3) 393.2 346.4 - 4 6 . 8 -3 .8 -51 .5 -0 .12 - 0 . 5 3 -3 .2 23.8 
1975(4) 378.2 346.9 -31 .3 -2 .2 -29 .8 -0 .31 - 0 . 7 4 - 4 . 6 46.3 
1976(1) 315.0 347.2 32.2 0.1 1.1 - 0 . 4 6 -0 .84 - 5 . 3 62.8 
1976(2) 330.1 347.0 16.9 -1 .1 -14 .1 -0 .40 - 0 . 9 9 -6 .1 78.0 
1976(3) 328.7 346.7 18.0 -0 .5 - 6.8 - 0 . 2 3 - 0 . 9 7 - 6 . 0 62.6 
1976(4) 272.5 346.6 74.1 2.6 34.1 -0 .22 -0 .75 - 4 . 7 41.7 
1977(1) 326.8 346.5 19.7 2.2 28.9 -0 .15 -0 .55 -3 .5 21.2 
1977(2) 314.5 345.9 31.4 1.9 24.7 0.11 - 0 . 2 4 -1 .5 - 20.8 
1977(3) 329.5 345.7 16.2 3.5 43.2 0.21 0.17 1.1 - 60.0 
1977(4) 385.3 345.6 -39 .7 1.8 21.7 0.25 0.44 2.7 - 82.5 
1978(1) 324.2 345.8 21.6 3.0 35.4 0.42 0.82 5.1 -104 .8 
1978(2) 314.9 345.9 31.0 3.4 40.1 0.39 1.10 6.8 - 1 1 4 . 3 
1978(3) 394.2 345.9 -48 .3 0.5 6.2 0.47 1.21 7.3 -118 .1 
1978(4) 377.7 345.8 - 3 1 . 9 - 0 . 3 - 3.3 0.51 1.22 7.6 - 1 1 2 . 9 
1979(1) 357.5 345.5 - 1 2 . 0 0.9 11.2 0.33 1.23 7,8 - 84.5 
1979(2) 323.5 345.8 22.3 -0 .1 - 0.7 0.20 1.08 6.8 - 57.1 
1979(3) 355.9 345.7 -10 .2 0.2 2.8 0.23 1.00 6.1 - 43.4 

N o t e : 1. G o v e r n m e n t e x p e n d i t u r e con t ro l a n d s m o o t h totals bo th $6,923.3 mi l l ion . 
2. Rea l o u t p u t overa l l c h a n g e + 0 . 4 p e r c e n t i.e. $99.7 mil l ion on con t ro l total o f $25,216 mi l l ion . 
3 . E m p l o y m e n t (p r iva t e sec tor) a v e r a g e s (000) 622.2 con t ro l , 622.9 s i m u l a t i o n e x p e r i m e n t . 
4 . O v e r s e a s c u r r e n t a c c o u n t overa l l d e t e r i o r a t i o n $449.6 mi l l ion. 



Ratio 
of tax 

Average Proport­ Change 
Tax Rate Average Tax ional to tax 

(From Income Rate After Tax Differences Actually 
Tax Act Rebates and Rate % Assessed 

Income Schedule) Exemptions' % Points $m 

0 - 2 0 0 0 1 9 . 2 0 6 . 1 1 2 3 . 6 1 7 . 4 9 5 6 . 7 4 6 + 1 8 6 . 9 
- 4 0 0 0 2 2 . 4 9 1 4 . 3 3 2 3 . 6 9 . 2 7 8 1 . 9 9 5 + 5 5 . 0 
- 6 0 0 0 2 2 6 . 9 5 1 9 . 0 9 2 3 . 6 4 . 5 1 8 6 . 7 1 8 + 2 3 . 6 
- 8 0 0 0 3 1 . 5 0 2 3 . 2 0 2 3 . 6 0 . 4 0 7 . 7 2 8 + 1 . 7 

- 1 0 0 0 0 3 4 . 8 1 2 7 . 2 2 2 3 . 6 - 3 . 6 2 - 4 0 . 2 1 5 - 1 3 . 0 
- 1 2 0 0 0 3 7 . 1 9 3 0 . 6 9 2 3 . 6 - 7 . 0 9 - 3 5 . 6 9 7 - 2 3 . 1 
- 1 4 0 0 0 3 9 . 0 2 3 3 . 5 1 2 3 . 6 - 9 . 9 1 - 2 8 . 3 0 7 - 2 9 . 6 
- 1 6 0 0 0 4 0 . 4 8 3 5 . 6 5 2 3 . 6 - 1 2 . 0 5 - 2 2 . 7 3 5 - 3 3 . 8 
- 1 8 0 0 0 4 1 . 7 0 3 7 . 5 0 2 3 . 6 - 1 3 . 9 0 - 1 1 . 4 4 8 - 3 7 . 1 
- 2 0 0 0 0 4 2 . 8 2 3 8 . 8 8 2 3 . 6 - 1 5 . 2 8 - 1 0 . 9 5 5 - 3 9 . 3 
- 3 0 0 0 0 4 7 . 4 7 4 2 . 0 6 2 3 . 6 - 1 8 . 4 6 - 3 9 . 0 3 4 - 4 3 . 9 
- 4 0 0 0 0 4 9 . 9 0 4 6 . 4 2 2 3 . 6 - 2 2 . 8 2 - 1 9 . 7 0 2 - 4 9 . 2 
- 6 0 0 0 0 5 2 . 5 0 4 9 . 3 6 2 3 . 6 - 2 5 . 7 6 - 1 6 . 0 1 0 - 5 2 . 2 
- 8 0 0 0 0 5 3 . 8 0 5 1 . 5 6 2 3 . 6 - 2 7 . 9 6 - 5 . 2 0 5 - 5 4 . 2 

I Tax assessed 
taxable income + exemptions (i.e. total declared income) 

2 Average weekly earnings (including overtime) as at April 1976 were 
$112.93. which is equivalent to an annual income of $5,872. 

ALTERNATIVE TAX RATE STRUCTURES: APPLICATION TO 1975/76 DATA 



PERSONAL DIRECT EXPENDITURE TAX RETURN 1 

COMPUTATION OF ASSESSABLE EXPENDITURE 

ADD 

1. Personal Incomes 
Wages 
Salaries 
Dividends 
Interest 
Rent 
Profits 
Royalties 

2. Capital Receipts 
Realisation of capital assets 
Amount borrowed 
Receipt of repayment of past loans 
Reduction in money balances 

3. Other 
Inheritances 
Gifts 

Total Chargeable Items 

DEDUCT 

4. Non-consumption outgoings 
Acquisition of assets 
Amount lent 
Repayment of past borrowings 
Increase in money balances 

Total Allowable Deductions 

5. Chargeable Balance 
(representing expenditure on consumption) 

1 This ' return ' is essentially that suggested by the Meade Committee 
(Meade, 1978). 



TABLE 10 

OUTLINE* OF BUSINESS FLOW OF FUNDS TAX 1 RETURN 

INFLOWS OUTFLOWS 

Sale o f g o o d s a n d services 
Sale of fixed assets 
Inc rease in b o r r o w i n g 
D e c r e a s e in l e n d i n g 
D e c r e a s e in cash b a l a n c e 
In teres t rece ived 

Capital Account Flows 

S h a r e s issued 

Total Inflows 

P u r c h a s e of ma te r i a l s , w a g e s a n d sa la r ies , e tc . 
P u r c h a s e of fixed assets 
D e c r e a s e in b o r r o w i n g 
Inc rease in l e n d i n g 
Inc rease in cash b a l a n c e 
In teres t pa id 

Capital Account Flows 

R e d u c t i o n in s h a r e cap i ta l 
D i v i d e n d s / d r a w i n g s 

Total Outflows 

1 For a more detailed " re tu rn" see Meade 1978, p.231. 

2 Tax could be calculated on either the balance of other than capital 
account flows, or alternatively on the balance of capital account 
flows, given that the two are, by way of the flow of funds identity, 
equal. 



F I G U R E 1: I N F L A T I O N , C U R R E N T BALANCE A N D O U T P U T RESPONSES OVER A F O U R YEAR H O R I Z O N TO A O N E PER C E N T INCREASE 
IN REAL N O N - W A G E G O V E R N M E N T E X P E N D I T U R E U N D E R A F I X E D E X C H A N G E RATE. DEVIATIONS F R O M C O N T R O L . 
( INFLATION A N D C U R R E N T BALANCE, RESPONSES ARE ADDITIVE. O U T P U T MULTIPLIERS ARE P R O P O R T I O N A T E ) . 
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FIGURE 2: INFLATION, CURRENT BALANCE AND OUTPUT RESPONSES OVER A FOUR 
,YEAR HORIZON TO A ONE PER CENT INCREASE IN REAL NON-WAGE 
GOVERNMENT EXPENDITURE UNDER A FLEXIBLE EXCHANGE RATE, 
DEVIATIONS FROM CONTROL. (INFLATION AND CURRENT BALANCE 
RESPONSES ARE ADDITIVE, OUTPUT MULTIPLIERS ARE PROPORTIONATE). 
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