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Economic Theory Works'

That is the thesis of this address, but it is a thesis built upon the belief
that economic theory only contributes positively to the dynamics of
economic progress if there is the right leadership of people; if the
power of ideas is free to emerge; and if there is a sufficiently strong
political will to facilitate the durable implementation of those ideas. In
a sense, the address is thus about the interaction of people, power and
politics in contributing to the processes of economic change in New
Zealand, and the lessons which can be drawn from that process.

In looking back over the past decade of tumultuous change in our
economy and, of more importance, in thinking about the implications
of the dynamics of this process for the next decade, I have perhaps
been unusually fortunate to experience the interaction of people, the
power of ideas, and politics from the perspective of having been an
insider within the country's central bank, its Public Service, its largest
State owned enterprise, one of its major private sector corporations,
and its largest voluntary welfare organisation.

Such an intensely varied career has facilitated exposure to national and
corporate crises, competing visions and goals, an array of strategies to
address a vast array of public and private sector policy problems,
diverse teams of people, and much debate about the processes and
timing of economic and commercial change. It has also provided
insight to many of the ideas which have driven these processes, ranging
from principal/agent theory to network/common facilities problems,
from the role of elasticities to transactions cost analysis, from positive
macro-economic adjustment policies to the dilemma of variable lags,
from econometric modelling to capital flow theory, from the

' This address was prepared at the request of the New Zealand Institute of Economic Research
subsequent upon the inaugural award of the NZIER/QANTAS Economics Award in 1994. Dr
Deane is currently Chief Executive of Telecom New Zealand Limited, and was formerly Chief
Executive of Electricity Corporation of New Zealand Ltd, Chairman of the State Services
Commission, Deputy Governor of the Reserve Bank of New Zealand, and Alternate Executive
Director of the International Monetary Fund.
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economics of organisational arrangements to the array of thinking on
market processes and entrepreneurship, and from the complexities of
monetary and fiscal policy management to the fascination of
optimisation modelling.

The origins of these ideas within the New Zealand context has been
discussed in Roger Kerr's Tasman Medal 5‘.1:nt:e+a:h2 of a year ago, where
he observed that he felt "we learned most from our own practical
experience with the crazy experiments that had been inflicted on the
New Zealand economy" rather than from the sometimes "bewildering
range of exotic sources" which have been suggested by some political
scientists and journalists. As Kerr observed, "New Zealand had
strayed so far from the economic mainstream that the way back was
fairlv self evident. It was a matter of undoing much of what had led to
the economic convulsions of the early 1980s."

My own exposure to many of the ideas and theories which have been
utilised in the policy advice of the last decade came essentially from
mainstream economics as taught to many of us at universities such as
Victoria, and by teachers such as Sir Frank Holmes, who introduced
me to a bunch of ideas about market economics which I thought made
good sense but which seemed seldom to be applied to New Zealand
economic policy making in the decades of the 1960s and 1970s. This
was despite the gigantic efforts of Sir Frank at that time, and it is
uniquely appropriate that he 1is this year's winner of the
NZIER/QANTAS Economics Award.

In turning to some of the lessons which may be drawn from the
interaction of the power of these ideas with the political processes and
the people who oversaw the development and implementation of the

various analytical approaches, one cannot help but be impressed by the
manner in which crises so often galvanise action.

* Roger Kerr, Looking Back Together, Tasman Institute, Melbourne, 22 November 1994
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This was the case for the nation in mid-1984 when the distortions of a
two year period of massive direct interventions by the government
culminated in a large scale foreign exchange crisis. In turn, this crisis
provided the opportunity and the stimulation for the period of financial
and foreign exchange market deregulation, and a gradual return to
fiscal and monetary normalcy, to say nothing of the other reforms
which followed.

In a similar vein, the extensive drain on taxpayers' funds from the
inefficiency of the government-owned commercial sector, whether it
was in electricity or coal mines, forests or airlines, telecommunications
or the postal services, contributed substantially to the fiscal crises,
which in turn provided the backdrop for the development of the State
owned enterprises model and the associated subsequent round of
privatisations. Within commercial and voluntary organisations, crises
such as the unbelievably appalling service of the New Zealand
telephone system in the mid-1980s, when it could take months to even
get a phone line installed, and the fiscal constraints of government
which led to a reduction in funding for voluntary welfare organisations
such as the [HC, contributed to major organisational reforms which led
to today's privatised and much more efficient Telecom, where 95% of
customer faults are attended to within a working day, and a more
tightly client-focussed but still autonomous, viable and vigorous IHC.,

My first lesson, therefore, would be that it helps to start with a crisis,
or at least with a set of circumstances which force people to reassess
the existing ways of doing things and to think about new ways of
delivering value whether it be in the public or private sectors.

In response to a question about the vision he saw for New Zealand, Sir
Robert Muldoon when he was Prime Minister indicated that he would
feel satisfied if he left New Zealand no worse off than he found it. In
the event, he failed even to achieve that limited vision, but in the
process he confirmed emphatically the dilemmas faced by a country or
a company which lacks a positive and uplifting vision. In contrast,
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Roger Douglas' vision when he became Minister of Finance was that

"political survival depends on making quality decisions; compromised

policies lead to voter dissatisfaction; letting things drift is political
s e

suicide."

His vision that New Zealand could indeed rejoin the world and achieve
sustainable economic growth underpinned many of the reforms
undertaken by the Labour Government in the second half of the 1980s.

In a similar way Ruth Richardson, when she became Minister of
Finance, had a vision and set some goals that rested on the proposition
that what the Reserve Bank Act had done for monetary policy, the
Fiscal Responsibility Act could do for fiscal policy, and more broadly
that sound and rather conventional economic policies, including
particularly taxation reforms, could contribute to economic growth.

After a period of operating in the wilderness of Muldoon
interventionism, Bill Birch when he became Minister of Labour in
1990 realised that economic growth would only be achieved if the
reforms already undertaken were accompanied by more adaptable
labour markets. His Employment Contracts Act, which was vastly
assisted by people such as Roger Kerr, Steve Marshall, and Doug
Myers, all in the private sector, became one of the cornerstones of the
four pillars of economic policy which Birch now sees as essential to
the maintenance of growth: the preservation of a fully open,
competitive economy; the Reserve Bank Act, which commits us to
price stability; the Fiscal Responsibility Act, which insists on sound
fiscal management; and the Employment Contracts Act, which
facilitated a shift from collective bargaining to direct organisational/
employee contracting.

: Hon Roger Douglas, The Politics of Successful Structural Reform, paper to the Mont Pelerin
Society, Christchurch, 28 November 1989.
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The visions and goals set for themselves by private sector corporations,
and indeed by most State owned enterprises once they were given the
opportunity to be more fully commercial, have in a similar way led to
vast improvements in efficiency and quality of customer service. In
1992, Telecom committed itself to being one of the very best
telecommunications companies in the world, and last year achieved a
ratio of economic value added to market capital value that surpassed
that of all other telecommunications companies listed on the New York
Stock Exchange.

The second lesson is the need for a positive, uplifting vision and the
establishment of a set of demanding goals. Most people relish a
challenge but need to know where they are heading. With Muldoon we
floundered, with Douglas, Richardson, and Birch we progressed to a
resumption of strong economic growth and much improved
international competitiveness. Our inflation performance in recent
years has ranked with the best in the world and our unemployment rate,
although higher than any of us would wish, is now almost back down
to where it was at the start of the reform process. Adjustment has a

price, but the price of failure to adjust would unquestionably have been
much higher.

Change can only be successful if the appropriate framework is
established and the right strategies are pursued. When I arrived at
Telecom in 1992, vast improvements in efficiency had been affected
but a share price of $2.35 indicated a failure to adapt to the rapidly
deregulated telecommunications market place. Prices were falling
sharply, many product line volumes were declining or barely
increasing, and revenues were falling disconcertingly. A second round
of restructuring, based upon the need for further customer service
improvements and completely revamped marketing strategies, led
within a relatively short period of time to strongly rising volumes of
business, offsetting the ongoing price reductions, and capturing both
revenue growth and further cost reductions. A share price in recent
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months averaging around $6.00 indicates the value of the right
strategies.

These strategies were built upon an analysis of price. income, and
cross-product elasticities; on detailed modelling of short run and long
run marginal costs for Telecom and its competitors; on improved
carrier relations and understanding of network economics; and on
detailed customer analysis and responses to customer surveys. This
was more micro than macro-economics, but the way in which the
analytical framework was built up to develop the strategies was
remarkably similar to the analogous exercises the Treasury, the
Reserve Bank and the State Services Commission went through in
reforming macro-economic policies in the 1980s and in implementing
major reforms within the public sector.

[ recall the papers written by Rob Cameron, Bryce Wilkinson, Graham
Scott, and Roger Kerr, along with others within the Treasury, which
provided the public sector reform framework.

Within the Reserve Bank, the extensive array of econometric
modelling carried out in the 1970s provided the conviction needed to
progress the financial and foreign exchange reforms of the 1980s. That
process was facilitated by the Governors of the time, Alan Low and
Ray White, in a manner which was amazingly permissive given the
oppressive climate created by the Muldoon Government at that time.
Muldoon made efforts to suppress the debate, including individual
letters to directors of the Reserve Bank protesting about our
publications programme, but to their credit the Board of the Bank
showed much integrity in supporting the advice, published and
unpublished, of the Bank.

The result of much of the analytical and strategic thinking which

progressed in the Treasury and the Reserve Bank in the late 1970s and
the early 1980s was that many of the economic reforms of the late
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1980s could be implemented not only quickly but also with remarkable
effectiveness given the speed of change and the scale of the reforms.

You will not be surprised to learn that my third lesson is the need to
develop a strong framework of thinking and to pursue analytical and
strategic rigour to get the policies right. Again, this is the hallmark of
success both for nations and for corporations.

Visions and strategies mean little of course without people who believe
in them and can implement them.

As 1 have had the privilege to move through various organisations, I
have realised just how easy it is to underestimate one's colleagues and
to fail to realise the vast untapped potential that many people have if
they are given the right opportunities and incentives and framework
within which to develop ideas and build upon them. The only reason
the Treasury and the Reserve Bank were ready and willing to
implement the reforms of the past decade was because the leadership
of those organisations, although handcuffed by the Muldoon
Government policies of the 70s and early 80s, nonetheless tolerated or
created environments within which the staff were able to discuss and
develop the analysis which subsequently was utilised during the reform
process.

The political leadership, drive and commitment, came from a unique
group of politicians initially within the Labour Government of 1984 -
Lange the propagandist and articulator, Douglas the master strategist,
Prebble the hit man and great achiever, Palmer the legislator and
parliamentary manager, Stan Roger the non-interferer, and David
Caygill the wise counsellor - then perpetuated by Ruth Richardson and
followed by Jim Bolger and Bill Birch who have to their great credit,
and with no little political skill, maintained the essential economic
policy framework.
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But governments can achieve little unless they create incentives and
sanctions which the commercial world and others can respond to in
appropriate ways to facilitate economic growth. Within the Public
Service, the leadership of agencies such as the Treasury and Bank was
complemented by the contributions of many others including notably
Margaret Bazley who oversaw the personnel and industrial relations
aspects of the Public Service reform process while she was a State
Services Commissioner, and Don Hunn, now Commissioner of the
State Services, but who in the mid-1980s oversaw large elements of the
State  Owned Enterprise transition process and much of the
restructuring of other government agencies.

The contribution of the private sector to the separation of the
commercial functions of government from the policy, regulatory and
administrative functions would never have progressed successfully
without the leadership of the likes of Alan Gibbs at the Forestry
Corporation, John Fernyhough at the Electricity Corporation, Sir
Ronald Trotter at Telecom and then as Chairman of the newly formed
SOE Advisory Unit, Michael Morris at New Zealand Post, and their
colleagues on the Boards and within the managements of the SOEs.

Sir Peter Elworthy, President of Federated Farmers during the periods
of withdrawal of farm subsidies and floating the dollar, made a
gigantic contribution in leading the farm sector into a new world. He
stomped the country, essentially as a politician advancing ideas which
seemed to many farmers ahead of their time.

One of my warmest anecdotes of that time was the late night phone call
from Sir Ronald Trotter, who had kindly volunteered (in a sense) to
assist the Electricity Corporation to finalise its asset valuation after a
year of tortuous and unsuccessful negotiations. He rang me after a
splendid Pierre Boulez concert to announce that checks had revealed
that all Treasury officers were safely in bed and that Richard Prebble
and Roger Douglas were captured in the Beehive. In the early hours of
the morning, we reached a deal, one based as much on people
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relationships as on analytical rigour. And the lesson for Murray Horn
and his Treasury colleagues: the Treasury should never sleep.

The key to success was not only the appointment of quality people in
the process, but also a much improved understanding of
principal/agency theory and an improved understanding of the way in
which organisations respond to incentives and sanctions. The
importance of the assignment of accountabilities, but with the
associated role of team work, and the insistence on a central strategic
framework but highly decentralised implementation and operations,
consistent with what is typically regarded as the best management
practice these days, contributed substantially to the success of the
reform process within the public sector.

It is interesting to reflect on the key role played by a number of women
in this process: Margaret Bazley, initially within the State Services
Commission, then in vastly reducing the Transport bureaucracy, and
now overseeing the largest government agency of them all, the
Department of Social Welfare; Marie Shroff, now Cabinet Secretary,
but head of the State Owned Enterprises Unit within the State Services
Commission during the critical reform process; Judith Aitken who
played a lead role in the reforms of the electricity industry and now
heads the Education Review Office; Ariane Burgess who runs a
Communications team at Telecom which succeeded in bringing the
company through massive reforms, including staff reductions from
26,000 to 8,000, and a very successful privatisation.

The lesson is the need to develop and build quality people, and to
facilitate a framework of strong individual accountabilities to allow
ideas to be successfully implemented.

In any reform process, marketing the product must be a high priority.
The achievement of credibility for politicians is just as important as it
is for top corporate managers. Those economic reforms which have
been not only successful but also well accepted by the public have
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typically been associated with strong and convincing communications
programmes. One can think particularly of the introduction of GST
and the associated income tax reforms, and indeed the Public Service
reforms of 1986/87. Although the latter were roundly criticised by the
media at the time, an irony in itself given the many years over which
the media had called for improvements in Public Service efficiency,
the polling immediately before the 1987 General Election indicated
that those reforms were high on the list of the most desired policy
changes and contributed effectively to the Labour Government being
re-elected with an increased majority in 1987.

The collapse of the Government's communications programme in the
wake of the Lange/Douglas confrontation with respect to the income
tax and welfare reforms of late 1987 was clearly critical to the loss of
voter commitment which occurred at the next election.

Although we achieved vast efficiency improvements, including a
doubling of productivity, within the Electricity Corporation over a five
year span, our inability to convince consumers and politicians of the
credibility of our pricing strategies resulted in a compromise of the
SOE model and a degree of interference again by the Government
which contributed to the slow pace of subsequent reforms within the
electricity industry. On the other hand, the success of Telecom in
marketing its contribution to the improved economic well being of its
customers contributed to its successful privatisation and its subsequent
commercial success.

The lesson from both the public and private sectors is to market the
product. This applies whether the product is improved economic
policies or a new telephone service. Given the historical plethora of
controls and regulations in New Zealand, it is not surprising that for
many years marketing and communications were among our weakest
areas of management, and even today represent serious skill shortages.

There has been much debate in New Zealand over the pace of
economic reform, with many of those who have been dubious about the
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new policies arguing that they would have been more acceptable had
the implementation been more gradual.

My own experience would suggest that the major problem with
reforms relates to their acceptability to people, and in this respect the
major concern is typically uncertainty. Higher degrees of certainty can
be achieved only by having clear objectives and speedy
implementation. When people know where they are headed and what
change implies for them, they can adapt more readily and seek
alternative opportunities in a more positive way. In 1984, David Lange
when he became Prime Minister asked me how long it would take for
the benefits from the change process to accrue, to which I responded
that it would be at least two terms of government providing the
package of reforms was comprehensive and rapidly implemented. In
the event, the process was less than complete and my estimation of the
timing was significantly astray.

The real gains in terms of sustainably low inflation, improved
international competitiveness, much stronger economic growth and
reduced unemployment have only come to pass in the last several years
and only after the package of reforms became more all-encompassing,
including particularly the labour market reforms.

Roger Douglas reached a similar conclusion in his Mont Pelerin speech
in 1989 when he advocated the implementation of reforms by quantum
leaps. He argued that moving step by step lets vested interests mobilise
in such a way that the momentum can be slowed and even halted. He
said "speed is essential. It is impossible to move too fast. Delay will

drag you down before you can achieve your success. Once you start
the momentum rolling, never let it stop."

If concerns about speed wobbles, to use Geoffrey Palmer's phrase,
leads to delays then we risk inducing problems such as those
encountered in the delay of floating the dollar, which was first
advocated around October 1984 (when amongst senior officials and
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ministers only Richard Prebble and I were really strong supporters for
an immediate move) but not implemented until March 1985 when
floating was forced upon us by the emergence of yet another run on the
dollar. Analogous problems emerged in 1988 after Lange advocated a
tea break subsequent upon the change of heart with respect to the tax
and welfare package changes; the Public Service wage adjustment of
February 1987, when Roger Douglas and Stan Roger intervened over
the heads of their negotiators and delivered a Public Service wage
adjustment more than twice what was required at the time, thus greatly
delaying the slowing of inflation and violating the principles they had
most strongly advocated; and indeed in the private sector where for
example in the initial year or two of facing competition in the toll
market, Telecom delayed moving to competitive price parity and lost
1% market share a month for about 15 months in a row until a change
in marketing strategies halted the decline in early 1993.

The lesson: do not hand-wring.

In summary, my six lessons would be to start with a crisis or some
other genuine stimulus to persuade people of the need for change; to
have an uplifting vision and a firm set of goals; to establish a
framework of thinking and design the strategies within it; to get quality
people to lead the process, to emphasise individual accountabilities but
within a team framework; to communicate and market the product to

achieve credibility for any change process; and to avoid hand-
wringing.

Within this context, the economic growth of the last few vyears
demonstrates unequivocally that economic theory can be made to
work. Much of the economists jargon is simply commonsense. But
economic progress, whether it be for the nation or the corporation,
needs an environment where the power of imaginative ideas can be
fostered, where innovative people can provide positive leadership, and
where there is a political realisation that creative ideas and their
implementation amounts to quality politics. The synthesis of these
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elements yields real welfare gains for the community which far surpass
the short term political gains which may arise from ad hoc approaches
designed principally to preserve parliamentary seats. That is another
lesson, and one which may be too easy to forget.

The past decade in New Zealand has been a fascinating lesson in the
intermingling of people, power (as in ideas) and politics. The elements
underpin the dynamics of economic change in a way which we should
now all much better understand. That fact, together with the success of
the reforms as illustrated by the progress of the last few years, should
provide us with great optimism for the future, both for the economics
profession and the country.
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