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1. N E W  ZEALAWD - 1986 ARTICLE N CONSULTATION 

The Execut ive  D i r e c t o r s  c o n s i d e r e d  t h e  s t a f f  r e p o r t  f o r  t h e  1986 
A r t i c l e  I V  c o n s u l t a t i o n  w i t h  New Zealand (SM/86/112, 5 / 2 2 / 8 6 ;  Cor. 1, 
5 / 2 8 / 8 6 ;  and Sup. 1, 6/25/86) .  They a l s o  had b e f o r e  them a r e p o r t  011 

r e c e n t  economic developments  i n  New Zealand (SM/86/124, 6 /9 /86) .  

Mr. Rye made t h e  f o l l o w i n g  s t a t e m e n t :  

S i n c e  i t s  e l e c t i o n  in J u l y  1984,  t h e  New Zealand Government 
h a s  i n i t i a t e d ,  and l a r g e l y  implemented,  comprehensive and  f a r -  
r e a c h i n g  eccnomic re forms.  My a u t h o r i t i e s  welcomed t h e  o p p o r t u n i t y  
t o  review with t h e  s t a f f  t h e  p r o g r e s s  t h e y  have a c h i e v e d  s o  f a r ,  
and t h e i r  f u t u r e  p o l i c y  i n t e n t i o n s .  They are  i n  broad agreement. 
w i t h  t h e  s t a f f  on a l l  t h e  major i s s u e s ,  and r e g a r d  the report a s  
a n  a c c u r a t e  and comprehensive a c c o u n t  of r e c e n t  deve lopments  in 
t h e  New Zealand economy and economic p o l i c y .  

I t  nay b e  u s e f u l  t o  o u t l i n e  t h e  b a s i c  framework t h a t  h a s  
guided  New Zealand economic p o l i c y  s i n c e  J u l y  1984. This h a s  
b e e n  two s i d e d :  t o  u n d e r t a k e  n e c e s s a r y  macroeconomic a d j u s t m e n t  
a n d ,  of no less  i m p o r t a n c e ,  t o  promote microecanomic r e f o r m s  
zirned a t  improving e f f i c i e n . c y ,  r e s o u r c e  a l l o c a t i o n ,  and f l e x i b i l -  
i t y  i n  t h e  econ-omy. 

With in  t h i s  framework t h e  Government h a s  a c h i e v e d  a s i g n i f i -  
c a n t  r e d u c t i o n  in t h e  f i s c a l  d e f i c i t - - f r o m  8.9 p e r c e n t  of GDP i n  
1983/$4 t o  4 p e r c e n t  of GDP i n  1985/86--enforced a f i r m  monetary 
p o l i c y  by f u l l y  f i n a n c i n g  t h e  f i s c a l  d e f i c i t  t h r o u g h  d o m e s t i c  
bond i s c u e s ,  d e r e g u l a t e d  t h e  f i n a n c i a l  s e c t o r ,  f l o a t e d  t h e  
exchange r a t e ,  s u b s t a n t i a l l y  reduced government a s s i s t a n c e  t o  t h e  
e x p o r t  sec tor - - inc luding  a g r i c u l t u r e - a n d  a c c e l e r a t e d  the r o l l b a c k  
of p r o t e c t i o n  from i m p o r t s .  A d d i t i o n a l l y ,  a major r e s t r u c t u r i n g  
o f  t h e  t a x  system--the i n t r o d u c t i o n  of a value-added t a x  and 
r e d u c t i o n s  i n  p e r s o n a l  Income t s r - w i l l  t a k e  e f f e c t  on October  1, 
1986,  s u b s t a n t i a l  re forms t o  t h e  p u b l i c  s c c t o r  have been announced, 
and i t  i s  expec ted  t h a t  d e c i s i o n s  w i l l  be t a k e n  on l a b o r  market  
re form by about  t h e  end of t h i s  y e a r .  

Most of t h e s e  p o l i c y  measures  have b o t h  a micro and niacro 
dimension.  For  example,  f i n a n c i a l  d e r e g u l a t i o n ,  a p r e r e q u i s i t e  
f o r  implementing a f i r m  monetary p o l i c y ,  i s  a l s o  c o n t r i b u t i n g  t o  
improved r e s o u r c e  a l l o c a t i o n  in t h e  economy. S i a i l a r l y ,  t h e  
p u b l i c  s e c t o r  re forms and measures  t o  r e d u c e  government n e t  
spending--as d e s c r i b e d  i n  t h e  supplement  t o  t h e  s t a f f  repor t - -  
w i l l  c a r r y  b e n e f i t s  for b o t h  t h e  f i s c a S  b a l a n c e  and  p u b l i c  
s e c t o r  e f f i c i e n c y .  

I n  some a r e a s  t h e r e  a r e  t e n s i o n s  between the d i f f e r e n r  
e l e m e n t s  of t h e  o v e r a l l  s t r a t e g y .  I n  p a r t i c u l a r ,  s u b s t a n t i a l  
c o s t s  t o  t h e  budget  a r e  l i k e l y  thLs  y e a r  a s  a r e s u l t  of l o s s e s  



EBM/86/104 - 6/27/86 - 4 -  

b e i n g  i n c u r r e d  by, and r e s t r u c t u r i n g s  o f ,  t h e  major  i n d u s t r i a l  
and ene rgy  p r o j e c t s  i n i t i a t e d ,  w i t h  s p o n s o r s h i p  by t h e  then-  
Government,  i n  t h e  e a r l y  1980s- 
t o  mask t h e s e  c o s t s  by s h e l t e r i n g  t h e s e  p r o j e c t s  from t h e  changed 
c o n d i t i o n s  t h e y  now f a c e ,  t h i s  would have  i n t r o d u c e d  d i s t o r t i o n s  
i n t o  t h e  economy a n d ,  i n  a l l  l i k e l i h o o d ,  l e d  t o  m i s a l l o c a t i o n  of 
r e s o u r c e s .  Another  l e g a c y  from t h e  p a s t  l i m i t i n g  t h e  scope  f o r  
f u r t h e r  improvement i n  t h e  f i s c a l  p o s i t i o n  t h i s  year i s  t h e  need 
t o  t a c k l e  t h e  l a r g e  d e b t s ,  accumula t ed  unde r  p r e v i o u s  p o l i c i e s  
g e a r e d  t o  s u p p o r t i n g  farm incomes ,  of t h e  pr imary  p roduce r  boa rds .  

While i t  would have  been p o s s i b l e  

The Government h a s  also had t o  face t h e  release of p r e s s u r e s  
b u i l t  up  d u r i n g  t h e  wage-price f r e e z e  of 1982-84, which w a s  
p a r t i c u l a r l y  e v f d e n t  i n  t h e  1985 wage round.  C o n s i s t e n t  w i t h  
t h e  medium-term f o c u s  of t h e  o v e r a l l  s t r a t e g y ,  t h e  Government 
r e f r a i n e d  from i n t e r v e n i n g  d i r e c t l y  i n  t h e  round so as  n o t  t o  
u n d e r m i m  t h e  development  of a more f l e x i b l e  wage-f i x i n g  p r o c e s s .  
While t h e  outcome i n  terms of t h e  a v e r a g e  i n c r e a s e  i n  wages and 
s a l a r i e s  was d i s a p p o i n t i n g  t o  t h e  a u t h o r i t i e s ,  t h e  s h o r t - t e r m  
a d v e r s e  e f f e c t s  were less t h a n  might  have  been f e a r e d .  Some 
d i v e r s i t y  i n  s e t t l e m e n t s  has been  achieved--a l though m a i n l y ,  
bu t  n o t  e n t i r e l y ,  i n  above-award payments--and t h e  flow-on t o  
p r i c e s  has been l i m i t e d  owing t o  t h e  g e n e r a l l y  h igh  p r o f i t  base  
of employers ,  g r e a t e r  exposure  t o  c o m p e r i t i o n  from imports, and 
t h e  Government 's  nonaccommodating macro p o l i c i e s .  

Wages and salaries i n c r a a s e d  even  more i n  t h e  p u b l i c  s e c t o r  
t h a n  i n  t h e  p r i v a t e  s e c t o r .  While t h i s  i n  p a r t  r e f l e c t s  a ca tch -  
up w i t h  t h e  p r i v a t e  s e c t o r  from t h e  1984 wage r o u n d ,  and s e r i o u s  
r e c r u i t m e n t  and r e t e n t i o n  problems i n  some a r e a s ,  t h e  magni tude .  
of t h e  i n c r e a s e  also r e f l e c t s  d e f i c i e n c i e s  Jr. t h e  s t a t e  p a y - f i x i n g  
mechanisms. These a r e  be ing  a d d r e s s e d ;  a commit tee  r ev iewing  
s t a t e  pay f l x i n g  I s  abou t  t o  r e p o r t ,  and t h e  i n t r o d u c t i o n  of more 
f l e x i b l e  pay - f ix ing  a r r a n g e m e n t s  f o r  s ta te-owned e n t e r p r i s m  i s  
e n v i s a g e d  i n  t h e  r e c e n t l y  anr,>;-iced p u b l i c  s e c t o r  r e f o r m  package.  

T h i s  year 's  wage round w i l l  be n e g o t i a t e d  i n  a mo-e h e l p f u l  
env i ronmen t .  S i n c e  t h e  1985 r o u n d ,  t h e  Government h a s  ,qemon- 
s t r a t e d  i t s  f u l l  commitment t o  nonaccommodating macro p o l i c i e s ,  
t h e  economy 1s more subdued--GDP i s  e x p e c t e d  t o  f a l l  by a b w t .  
1 p e r c e n t  i n  1986/87--and t h e  n e g o t i a t i n g  p a r t i e s  s h o u l d  have 
l e a r n e d  some l e s s o n s  frota t h e  l a s t  r o u n d ,  r e i n f o r c e d  by lower  
b u s i n e s s  prof i t s  End r i s i n g  unemployment.. The Government a g a i n  
i n t e n d s  n o t  t o  p rov ide  a g u i d e l i n e  f o r  t h e  round so as t o  a v o i d  
any n o t i o n  of a government-endorsed go ing  ra te  or c e i l i n g ,  which 
would most l i k e l y  become a f l o o r .  The p r o s p e c t  af a major  reform 
of l a b o r  marke t  i n s t i t u t i o n s  to  f a c i l i t a t e  more f l e x i b i l i t y  In 
wage and s a l a r y  d e t e r m i n a t i o n  p r o c e s s e s  may have a h e l p f u l  
i n f l u e n c e .  
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There  a r e  a l s o  grounds  f o r  some opt imism abou t  t h e  i n f l a t i o n  
o u t l o o k .  A f t e r  i n c r e a s i n g  s h a r p l y  in 1 9 8 4 - - r e f l e c t i n g  t h e  l i f t -  
i ng  of t h e  p r i c e  f r e e z e ,  d e v a l u a t i o n  of t h e  exchange r a t e ,  and 
i n c r e a s e s  i n  c h a r g e s  f o r  government-provided goods and s e r v i c e s  ~ 

i n f l a t i o n  i s  now t r e n d i n g  downward. Food p r i c e s  f e l l  i n  May by 
0.2 p e r c e n t ,  and two ma jo r  i ndependen t  economic f o r e c a s t i n g  
groups  have r e c e n t l y  r e v i s e d  t h e i r  f o r e c a s t s  of i n f l a t i o n  f o r  
t h e  y e a r  t o  Septembtr  1986 from a b o u t  1 2  p e r c e n t  t o  10 p e r c e n t .  
Fol lowing  t h e  downward t r e n d  i n  i n f l a t i o n - - a n d  i n f l a t i o n  
e x p e c t a t i o n s - - i n t e r e s t  rates have f a l l e n  c o n s i d e r a b l y .  Ten-year 
government bond ra tes  are now abou t  15  p e r c e n t ,  compared wi th  
ra tes  of about  19  p e r c e n t  e a r l y  t h i s  y e a r .  These deve lopments  
have  seen t h e  exchange r a t e  weaken somewhat i n  r e c e n t  weeks,  and  
s h o u l d  l e a d  t o  some easing of t h e  p r e s s u r e s  bo rne  by t h e  t r a d -  
a b l e s  s e c t o r  d u r i n g  t h e  p a s t  yea r .  

The s t a f f  r e p o r t  n o t e s  t h a t  t h e  g a i n s  i n  e x t e r n a l  competi-  
t i v e n e s s  ach ieved  i n  1982-84 have s i n c e  been l a r g e l y  e roded .  
T h i s  r e f l e c t s  t h e  wage and p r i c e  deve lopments  o u t l i n e d  e a r l i e r  
and  upward p r e s s u r e  on t h e  exchange ra te .  While u n h e l p f u l  in 
some r e s p e c t s ,  t h e  pressure on  t h e  exchange ra te  h a s  been  r e g a r d e d  
as  one  of t h e  i n e v i t a b l e  consequences  of t h e  d i s i n f l a t i o n  p r o c e s s .  
It  h a s  not  t h e r e f o r e  been r ega rded  as c a u s e  f o r  r e l a x i n g  t h e  
u n d e r l y i n g  s t a n c e  of  monetary p o l i c y  o r  f o r  i n t e r v e n t i o n  i n  t h e  
exchange marke t  t o  lower  t h e  r a t e ,  which would i n  any case have 
been u n h e l p f u l  f o r  monetary p o l i c y .  R a t h e r ,  my a u t h o r i t i e s  
c o n s i d e r  t h a t  a b roade r  approach  i s  required--one t h a t  emphas izes  
t h e  need t o  ease t h e  burden of a d j u s t m e n t  on t h e  e x p o r t  s x t o r  
by removing i n a p p r o p r i a t e  government i n t e r v e n t i o n  s h e l t e r i n g  t h e  
rest of t h e  economy. 

My a u t h o r i t i e s  t h e r e f o r e  a g r e e  w i t h  t h e  s t a f f  t h a t  a d d i t i o n a l  
re forms a t  t h e  microeconomic l e v e l - - e s p e c i a l l y  i n  t h e  l a b o r  market,  
i n  zhe p u b l i c  s e c t o r  and th rough  f u r t h e r  r e d u c t i o n s  i n  p ro tec t ion - -  
and  f u r t h e r  p r o g r e s s  on t h e  f i s c a l  d e f i c i t  are  t h e  b e s t  ways t o  
r educe  t h e  c o s t s  of t h e  a d j u s t m e n t  p rocess .  The key w i l l  be  t o  
m a i n t a i n  an  o v e r a l l  b a l a n c e  i n  t h e  s t r a t e g y - - t o  e n s u r e  t h a t  t h e  
pace  of r e f s rm i n  t h e  easier  areas  d o e s  n o t  o u t s t r i p  t h a t  i n  t h e  
more d i f f i c u l t  ones--while keep ing  t h e  momentum of re form going .  
I n  t h e  more d i f f i c u l t  area3 t h e  Ceve rme i i t  must  t a k e  time t o  b u i l d  
a c o n s t i t u e n c y  f o r  change i f  i t  i s  t o  be  s u c c e s s f u l  i n  a c h i e v i n g  
permanent reform.  

Regarding t h e  b a l a n c e  of payments,  t h e  c u r r e n t  accout i t  h a s  
n o t  narrowed t o  t h e  e x t e n t  t h a t  wa5 expec ted  a y e a r  ago ,  main ly  
because  domescic a c t i v i t y  remained s t r o n g  i n  1985 l o n g e r  t h a n  
expec ted .  The c o n t i n u a t i o n  of a c u r r e n t  accoun t  def i c i t - - a l b e i t  
a c c o r d i n g  t o  t h e  l a t e s t  f o r e c a s t s  a s u b s t a n t i z l l y  smaller one i n  
1986/87 t h a n  i n  1985186--needs ro be viewed a g a i n s t  t h e  mcjre 
a t  t r a c t i v e  environment  f o r  f o r e i g n  d i r e c t  and ind! rect  i n v e s t m e n t  
i n  New Zealand and t h e  f l o a t i n g  exchange ra te .  
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A t  t h e  same t i m e ,  t h e  s h o r t - t e r m  o u t l o o k  f o r  t h e  i m p o r t a n t  
farm e x p o r t i n g  s e c t o r  remains  d i f f i c u l t .  I n  p a r t  t h i s  r e f l e c t s  
t h e  wi thd rawa l  of a s s i s t a n c e  t o  t h e  a g r i c u l t u r a l  s e c t o r ,  b u t  
d e t e r i o r a t i n g  r e t u r n s  f o r  pr imary  commodi t ies  caused  by o v e r s u p p l y  
i n  i m p o r t a n t  markets have  been  a major  problem. D e s p i t e  t h e  
d i f f i c u l t i e s ,  t h e  Government h a s  s t r o n g l y  r e s i s t e d  a r e t u r n  t o  
policies t h a t  would i n s u l a t e  t h e  a g r i c u l t u r a l  s e c t o r  from marke t  
s i g n a l s  

In summary, t h e  New Zea land  Government h a s  set in p l a c e  a 
s t r o n g  and i n t e g r a t e d  medium-term program of m a c r o s t a b i l i z a t i o n  
and s t r u c t u r a l  a d j u s t m e n t .  T h i s  h a s  i n v o l v e d  s h o r t - r u n  c o s t s ,  
bu t  t h e  f i r s t  b e n e f i t s  are now b e g i n n i n g  t o  emerge. C u r r e n t  
i n d i c a t o r s  s u g g e s t  cjnly a s h a l l o w  r e c e s s i o n  and t h e  l i k e l i h o o d  
of some u p t u r n  i n  a c t i v i t y  toward t h e  end of t h i s  y e a r .  While 
t h e r e  will be o c c a s i o n a l  s e t b a c k s ,  t h e  Government r ema ins  s t r o n g l y  
commit ted t o  m a i n t a i n i n g  t h e  o v e r a l l  momentum of re form.  

Mr. Ismael r e c a l l e d  t h a t  on t h e  o c c a s i o n  of t h e  d i s c u s s i o n  f o r  t h e  
p r e v i o u s  A r t i c l e  Tv c o n s u l t a t i o n  w i t h  New Zes l and  (EBM/85/93, 6 / 1 0 / 8 5 ) ,  
t h e  E x e c u t i v e  Baard had e x p r e s s e d  i t s  f u l l  s u p p o r t  f o r  t h e  g e n e r a l  economic  
s t r a t e g y  o f  t h e  a u t h o r i t i e s .  I n  p a r t i c u l a r ,  t h e  Board had endor sed  t h e  
a u t h o r i t i e s ’  s t r a t e g y  t o  r educe  t h e  budget  d e f i c i t ,  r e f o r m  t h e  t ax  s y s t e m ,  
d e c o n t r o l  i n t e r e s t  r a t e s  and exchange ra tes ,  r e d u c e  p r o t e c t i o n  t o  l o c a l  
i n d u s t r y  a g a i n s t  i m p o r t s ,  and ,  more g e n e r a l l y ,  move away from r e g u l a t i o n  
and c o n t r o l s  toward r e l i a n c e  on marke t  f o r c e s .  The p r e s e n t  d i s c u s s i o n  
p rov ided  a n  o p p o r t u n i t y  t o  r e v i e w  the  p r o g r e s s  i n  the i m p l e m e n t a t i o n  of 
t h a t  economic s t r a t e g y ,  t o  a s s e a s  t h e  r e s u l t 3  a c h i e v e d  t h u s  f a r ,  and  t o  
i d e n t i f y  a r e a s  where f u r t h e r  measures might  be  n e c e s s a r y .  

The s t a n c e  of f i s c a l  p o l i c y  was a p p r o p r i a t e ,  and  s i g n i f i c a n t  p r o g r e s s  
had been made i n  r e d u c i n g  t h e  budget  d e f i c i t ,  Mr. Ismael no ted .  However, 
t h e  pace of f i s c d l  a d j u s t m e n t  i n  1985/86 was somewhat. slower t h a n  origin- 
a l l y  budgeted ,  p r i m a r i l y  owing t o  two f a c t o r s ;  l a r g e  s a l a r y  i n c r e a s e s  t o  
c i v i l  s e r v a n t s  and h i g h e r  t h s n  e x p e c t e d  d e b t  s e r v i c e  c o s t s .  

Lookiag  ahead a t  1986187, i t  appea red  t h a t  i n  t h e  a b s e n c e  o f  a d d i t i o n a l  
measures  ‘so r educe  e x p e n d i t u r e s  and  raise new r e v e n u e s ,  t h e  f i s c a l  d e f i c i t  
c o u l d  r ise  s u b s t a n t i a l l y ,  Mr. Ismael c o n t i n u e d .  He s h a r e d  t h e  s t a f  f ’  s 
c o n c e r n  t h a t  t h e  l a r g e  p u b l i c  s e c t o r  pay i n c r e a s e ,  t o g e t h e r  w i t h  t h e  s l i p -  
page i n  t h e  imp lemen ta t ion  of t h e  1985186 b u d g e t ,  would have t h e  e f f e c t  
of l i f t i n g  t h e  base  f o r  most items of e x p e n d i t u r e  and  fo r  t h e  d e f i c i t .  
The f i s c a l  o u t l o o k  f o r  1986/87  was n o t  promis’ng, and h e  d i d  n o t  see any 
e v i d e n c e  of a s e r i o u s  p l an  t o  t a c k l e  t h e  problem. The staff r e p o r t e d  t h a t  
a C a b i n e t  Committee had been  e s t a b l i s h e d  t o  i d e n t i f y  p o t e n t i a l  a r e a s  of 
s a v i n g s  ir. p u b l i c  e x p e n d i t u r e s ,  bu t  i t  went on t o  s t a t e  t h a t  t h e  Committee 
was engaged l a r g e l y  i n  c o s m e t i c  o p e r a t i o n s  t o  s h i f t  c e r t a i n  expendj ’ures  
o u t  of t h e  pub lcc  a c c o u n t .  H i s  c h a i r  was of t h e  v iew t h a t  the ongoing  
r e v i e w  would have t o  t r a n s c e n d  c o s m e t i c  measu res  and make a more s e r i o u s  
e f f o r t  a t  c u t t i n g  p u b l i c  e x p e n d i t u r e s  so t h a t  a s u s t a i n a b l e  f i s c a l  p o s i t i o n  
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c o u l d  b e  a c h i e v e d .  E x p e n d i t u r e  r e d u c t i o n  was t h e  o n l y  v i a b l e  way i n  which 
t h e  f i s c a l  d e f i c i t  c o u l d  be reduced ,  a s  t a x a t i o n  was a l r e a d y  h igh  a t  a b o u t  
3 5  p e r c e n t  of GDP.  I f  h i g h e r  t a x a t i o n  were t o  be c o n s i d e r e d  as a means 
of r e d u c i n g  t h e  f i s c a l  d e f i c i t ,  t h e  a u t h o r i t i e s  would have t o  proceed 
c a r e f u l l y  and implement t z x  i n c r e a s e s  s e l e c t i v e l y  i n  a mamer t h a t  would 
n o t  adve rs e l  y a f f ec t i n c e n t i v e  s . 

I n  a n  economy l i k e  t h a t  of New Zea land ,  where i n d e x a t i o n  of incomes 
had become e n t r e n c h e d  and p e r v a s i v e ,  t h e  c h o i c e  of t h e  tax i n s t r u m e n t  was 
i m p o r t a n t ,  Mr. Ismael commented. S e v e r a l  t h e o r e t i c a l  arguments  e x i s t e d  
iis t o  uky a n  expendi ture-based  t ax  sys tem was b e t t e r  t h a n  an income- 
based  one and why a w i d e r  tax base was better t h a n  a narrower one. I n  
New Zea land ,  where wage ra tes  were l i n k e d  t o  prices, i n d i r e c t  taxes-- 
compared w i t h  d i r ec t  taxes--added t o  i n f l a t i o n  b o t h  d i r e c t l y  and i n d i r e c t l y ,  
made e x p o r t s  less  c o m p e t i t i v e ,  a n d  worsened t h e  f i s c a l  s i t u a t i o n .  The 
10 p e r c e n t  goods and s e r v i c e s  tax w a s  not  a reform measure because ,  t o  t h e  
e x t e n t  t h a t  i t  would b? used  t o  o f f s e t  lower p e r s o n a l  income tax  r a t e s ,  
i t  c o u l d  be c o n s i d e r e d  a backward s t e p ;  h e  asked  f o r  t h e  s t a f f ' s  v iews  on 
t h a t  matt e r . 

The s t a f f  a p p r a i s a l  of monetary  p o l i c y  was somewhat i n a d e q u a t e ,  
Mr. Ismael remarked; whfle  d e s c r i b i n g  t h e  a u t h o r i t i e s '  p o l i c y ,  t h e  s t a f f  
had f a i l e d  t o  p a s s  a clear judgment on i t s  a p p r o p r i a t e n e s s .  For  example,  
t h e  s t a f f  had s t a t e d  t h a t  t h e  a u t h o r i t i e s  would p u r s u e  a nonaccommodating 
monetary p o l i c y  and t h a t  t h e y  would f i n a n c e  t h e  borrowing requi rement  3f 
t h e  p u b l i c  s e c t o r - f r o m  n o n i n f l a t i o n a r y  sources. But t h e  a c t u a l  monetary 
, levelopments  shown i n  Table  2 of t h e  s t a f f  r e p o r t  i n d i c a t e d  t h a t  i n  
December 1985 t o t a l  c r e d i t  g r o v t h  had been  28 p e r c e n t  a y e a r ,  c r e d i t  t o  
t h e  Government had grown by 24 p e r c e n t  a y e a r ,  and  broad money had 
i n c r e a s e d  by 20 p e r c e n t .  L a t e s t  d a t a  fo r  March 1986 showed t h a t  t o t a l  
l i q u i d i t y  growth had a c c e l e r a t e d  t o  a b o u t  24 p e r c e n t  a y e a r .  Glven t h o s e  
m a g n i t u d e s ,  h e  tended  t o  c o n c l u d e  t h a t  monetary p o l f c y  w a s  e x p a n s i o n a r y  
and t h a t  measures  should  be t a k e n  t o  r e d u c e  t h e  r a t e  of moriey growth.  H e  
a s k e d  t h e  s t a f f  f o r  i t s  views on monetary developments  and whether  i t  
c o n s i d e r e d  t h a t  a c t u a l  developments  w e r e  c o n s i s t e n t  w i t h  t h e  a u t h o r i t i e s '  
o b j e c t i v e s  of a t t a i n i n g . d o m e s t i c  and e x t e r n a l  s t a b i l i t y .  

L i b e r a l i z a t i o n  of i n t e r e s t  r a t e s  was a velcome f e a t u r e  of monetary  
management, Mr. Ismael c o n s i d e r e d .  It was u n d e r s t a n d a b l e  t h a t  t h e  a u t h o r i -  
t i e s  were u n w i l l i n g  t o  t i g h t e n  monetary policy b e c a u s e  i n  t h e  s h o r t  r u n  
i t  would ra ise  a l r e a d y  h i g h  i n t e r e s t  r a t e s .  However, t h e r e  w a s  l i t t l e  
doubt  t h a t  i n t e r e s t  r a t e s  would remain e l e v a t e d  s o  l o n g  as  i n f l a t i o n  
remained h i g h .  T h e r e f o r e ,  i t  was a l l  t h e  more i m p o r t a n t  t h a t  macroeconomic 
p o l i c i e s ,  a s  w e l l  as incomes po i i cy ,  aimed t o  r e d u c e  i n f l a t i o n ;  i n  t h a t  
r e s p e c t ,  monetary p o l i c y  had a key r o l e  t o  p lay .  

The impor tance  of incomes p o l i c y  i n  New Zealand c o u l d  n o t  be over -  
emphasized because  it was s u c h  a s i g n i f i c s n t  d e t e r m i n a n t  of t h e  outcome 
of f i s c a l ,  monetary,  and e x t e r n a l  developments ,  Mr. I s m a e l  n o t e d .  It  was 
u n f o r t u n a t e ,  a l t h o u g h  u n d e r s t a n d a b l e ,  t h a t  r e c e n t  wage developments  had 
n e u t r a l i z e d  t h e  p o s i t i v e  e f f e c t s  of t h e  wage f r e e z e  i n  t h e  p r e v i o u s  y e a r .  
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That  tendency  f o r  incomes t o  c a t c h  up s u g g e s t e d  t h a t  l e g i s l a t i v e  c . - n t r o l  
on wages had l i t t l e  e f f e c t  i n  c o n t r o l l i n g  c o s t s  i n  t h e  long  run.  Hence, 
f i r m  f i n a n c i a l  p o l i c i e s ,  i n s t i t u t i o n a l  and r e g u l a t o r y  r e f o m s  t o  improve 
t h e  workings of t h e  l a b o r  marke t ,  and measu res  t o  open up t h e  economy t o  
f o r e i g n  c o m p e t i t i o n  cou ld  l e a d  t o  g r e a t e r  modera t ion  i n  f u t u r e  wage 
s e t t l e m e n t s .  He hoped t h a t  t h e  a u t h o r i t i e s  would pay g r e a t e i  a t t e n t i o n  
t o  r e fo rms  i n  t h o s e  a r e a s  so as  t o  a l l o w  t h e  market f o r c e s  t o  p l a y  a more 
i m p o r t a n t  r o l e  i n  wage d e t e r m i n a t i o n .  

He welcomed t h e  f a c t  t h a t  t h e  a u t h o r i t i e s  had i n i t i a t e d  d i s c u s s i o n s  
on a new ar rangement  under  which wage S e t t l e m e n t s  would be l i n k e d  more 
c l o s e l y  t o  g e n e r a l  economic c o n d i t i o n s  and t o  t h e  c i r c u m s t a n c e s  of i n d i v i d -  
u a l  f i r m s ,  Mr. Ismael s a i d .  I n  t h e  New Zealand env i ronmen t ,  e x c e s s i v e  
r e l i a n c e  on macroeconomic p o l i c i e s  migh t  no t  be a p p r c p r i a t e  because ,  a s  
New Zealand  was a w e l f a r e  s t a t e ,  any unemployment g e n e r a t e d  t h r o u g h  
t i g h t e r  f i n a n c i a l  p o l i c i e s  would o n l y  i n c r e a s e  p r e s s u r e  on government 
e x p e n d i t u r e s  fo r .  unemployment b e n e f i t s  and j o b  programs. For t h a t  r e a s o n ,  
incomes p o l i c l ' s h o u l d  be a n  i n t e g r a l  p a r t ,  of t h e  policy package;  h e  hoped 
t h a t  t h e  a u t h o r i t i e s  and t r a d e  unions cou ld  a g r e e  on a more s a t i s f a c t o r y  
sys tem of wage d e t e r m i n a t i o n .  

I n  t h e  e x t e r n a l  s e c t o r ,  t h e  c u r r e n t  accoun t  d e f i c i t  had d e c l i n e d  t o  
6 .2  perc ,en t  cf GDP i n  1985/86 from a b o u t  7 p e r c e n t  i n  1984/85,  Mr. Ismael 
obse rved .  That  improvement was welcome; however,  t h e  p r o j e c t e d  c u r r e n t  
d e f i c i t  of 3 1 / 2  p e r c e n t  f o r  1986/87 seemed t o  be t oo  o p t i m i s t i c  i n  view 
of t h e  s h a r p  a p p r e c i a t i o n  of t h e  r ea l  exchange r a t e ,  t h e  h i g h  expec ted  
wage s e t t l e m e n t s ,  and t h e  poor  p r o s p e c t s  f o r  commodity prices. The e x p o r t  
s e c t o r  was l i k e l y  t o  be p a r t i c u l a r l y  a f f e c t e d  by t h o s e  a d v e r s e  deve lopments ,  
e s p e c i a l l y  a t  a time when t h e  Government was wi thdrawing  s u p p o r t  from t h a t  
s e c t o r .  T h e r e f o r e ,  t h e  a u t h o r i t i e s  shou ld  moni tor  bo th  exchange r a t e  
developments  and e x p o r t  s e c t o r  p r o f i t a b i l i t y  t o  e n s u r e  t h a t  t h e y  were con- 
s i s t e n t  wFth t h e  o b j e c t i v e  of a c h i e v i n g  a s a t h f a c t o r y  b a l a n c e  of payments 
outcome. 

The s t a f f  had welcomed t h e  p o l i c y  of a v o i d i n g  any i n c r e a s e  in n e t  
o f f i c i a l  i n d e b t e d n e s s  ' abroad ,  M r .  Ismael s a i d .  A t  t h e  same time, h e  no ted  
t h a t  p r i v a t e  cap i t a l  i n f l o w s  had assumed a dominant r o l e  i n  f i n a n c i n g  t h e  
c u r r e n t  accoun t  d e f i c i t .  As a r e s u l t  of heavy r e l i a n c e  on e x t e r n a l  
c a p i t a l ,  t o t a l  e x t e r n a l  deb t  was e s t i m a t e d  a t  62.5 p e r c e n t  of GDP, and 
t h e  debt  s e r v i c e  r a t i o  was e s t i m a t e d  a t  o v e r  2 2  p e r c e n t  f o r  1985186. 
debt  s e r v i c e  r a t i o  was expec ted  t o  r ise  f u r t h e r  u n l e s s  f o r e i g n  bor rowing  
c o u l d  be conta ined: ,  i t  was t h e r e f o r e  i m p o r t a n t  t o  improve t h e  c u r r e n t  
accoun t  p o s i t i o n  through f i r m  f i n a n c i a l  p o l i c i e s ,  wage modera t ion ,  and  
a p p r o p r i a t e  e x t e r n a l  po l i c i  es. 

The 

With r e s p e c t  t o  t r a d e  p o l i c y ,  t h e  pace of imp lemen ta t ion  of t h e  
a u t h o r i t i e s '  p l an  t o  reduce t a r i f f s  agd o t h e r  res t r ic t ive  c r n t r o l s  on 
i m p o r t s  had slowed down because  of t h e  l a r g e  wage l n c r e a s e s  and t h e  
a p p r e c i a t i o n  of t h e  exchange r a t e ,  Mr. Ismael  remarked.  The o b j e c t i v e  
of  opening t h e  e c o n m y  t o  f o r e i g n  c o m p e t i t i o n  w a s  no t  l i k e l y  t o  be 
a c h i e v e d  i n  t h e  n e a r  f u t u r e .  H e  asked t h e  s t a f f  t o  comment on  how 
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r e c e n t  wage and exchange r a t e  developments  were l i k e l y  t o  a f f e c t  t h e  
a t t a i n m e n t  of t h e  a u t h o r i t i e s '  o b j e c t i v e  of impor t  l i b e r a l i z a t i o n .  

M r .  Leonard commented t h a t  t h e  r e v i s e d  economic s t r a t e g y  i n i t i a t e d  
by t h e  New Zealand a u t h o r i t i e s  i n  t h e  second h a l f  o f  1984 w a s  c u r r e n t l y  
g o i n g  through a t e s t i n g  t h e .  Both t h e  speed  and  p a t h  of a d j u s t m n t  were 
u n c e r t a i n ,  e n t r e n c h e d  a t t i t u d e s  were proving  h a r d  t o  overcome, and t h e  
u l t i m a t e  success of p r e s e n t  p o l i c i e s  was nmre a matter of  convict j : , l  t h a n  
of d e m o n s t r a b l e  proof a I n d e e d ,  t h e  g e n e r a l  p r i n c i p l e  t h a t  seemed t o  m e r g e  
from t h e  New Zealand e x p e r i e n c e  was t h a t  t h e  chances  of t h e  s t r a t e g y  reach- 
i n g  i t s  o b j e c t i v e s  g r e a t l y  depended on t h e  c r e d i b i l i t y  of  t h e  Government 
a n d  t h e  c o n v i c t i o n  and  p e r s i s t e n c e  w i t h  which i t  implemented i t s  pol ic ies .  

The Government had i n h e r i t e d  a l e g a c y  of  p u b l i c  a t t i t u d e s  and i n s t i -  
t u t i o n a l  b e h a v i o r  p a t t e r n s  based on a h i s t o r y  of e r ra t ic  o f f i c i a l  i n t e r -  
v e n t i o n ,  Mr. Leonard c o n t i n u e d .  It had ch,angcr-d t h e  economic p o l i c y  regime 
and must d e m o n s t r a t e  i n  a c l e a r ,  c o n c l u s i v e ,  and c o n t i n u i n g  way t h a t  i t  
h P i  done so. Otherwise ,  t h e  b e n e f i t s  of s u p p o r t i v e  p r i v a t e  a c t i o n s  and 
e x p e c t a t i o n s  t h a t  were e s s e n t i a l  f o r  t h e  s t r a t e g y  to  have e f f e c t  would be 
l a c k i n g ,  and t h e  Government 's  a i m s  were l i k e l y  t o  go u n r e a l i z e d .  It  was 
e n c o u r a g i n g ,  t h e r e f o r e ,  t h a t  t h e  New Zealand a u t h o r i t i e s  had r e c o g n i z e d  
t h e  need t o  e s t a b l i s h  t h e  c r e d i b i l i t y  and permanence of i t s  p o l i c y  approach  
and  had implenented  a bold and g e n e r a l l y  c o n s i s t e n t  package of p o l i c y  
measures .  

__ 

The p r o g r e s s  i n  reducing  t h e  s t r u c t u r a l  d e f i c i t  i n  1985/86 w a s  
i m p r e s s i v e ,  a s  w a s  t h e  a u t h o r i t i e s '  commitment t o  f u l l  funding  of t h e  
p u b l i c  s e c t o r  borrowing r e q u i r e m e n t ,  Mr. Leonard s a i d .  Some s l i p p a g e  i n  
m e e t i n g  t h e  budgetary  t a r g e t  had o c c u r r e d ,  and t h e  f i s c a l  o u t l o o k  f o r  
1986/87 was somewhat u n c e r t a i n ;  however,  measures  had been taker .  t o  
improve t h e  q u a l i t y  and e f f i c i e n c y  of government services and t o  r e d u c e  
t h e  budget  d e f i c i t .  Those measures  had s i g n i f i c ? m t  s t r u c t u r a l  impl ica-  
t i o n s ,  and  h e  wondered what t h e  p r o s p e c t s  were f o r  r e a c h i n g  t h e  d e s i r a b l e  
l e v e l  of u n d e r l y i n g  d e f i c i t .  H e  would a l s o  be i n t e r e s t e d  i n  knowing t h e  
grounds on which a n  u n d e r l y i n g  d e f i c i t ,  a s  d e f i n e d  by t h e  s t a f f ,  w a s  
r e g a r d e d  as a c c e p t a b l e  a n d ,  i n  p a r t i c u l a r ,  whether  i t  was c o m p a t i b l e  w i t h  
p r i c e  s t a b i l i t y .  

There  seemed t o  be a l a c k  o f  d e f i n i t i o n  i n  t h e  Government 's  p r e s e n t a -  
t i o n  of i t s  p o s i t i o n  on f i s c a l  p o l i c y  t h a t  s h o u l d  be c l a r i f i e d ,  Mr. Leonard 
remarked. H e  c o u l d  u n d e r s t a n d  t h e  a u t h o r i t i e s '  r e l u c t a n c e  t o  c o n s t r a i n  
t h e i r  a c t i o n s  by a d o p t i n g  medium-terc t a r g e t s  f o r  t h e  f i s c a l  d e f i c i t .  
P e r h a p s  a s i m i l a r  c o n s i d e r a t i o n  u n d e r l a y  t h e i r  s t a t e d  p o s i t i o n  of n o t  
h a v i n g  any spec i f ic  o b j e c t i v e s  f o r  t h e  o v e r a l l  tax burden o r  t h e  s i z e  of 
t h e  p u b l i c  s e c t o r .  However, i n  view of  t h e  need f o r  t h e  Government's 
po l ic ies  t o  c a r r y  c o n v i c t i o n ,  a c lear  and comprehensive s t a t e m e n t  of t h e  
Government 's  f i s c a l  I n t e n t i o n s  a t  t h e  p r e s e n t  j u n c t u r e  c o u l d  i n c r e a s e  t h e  
c r e d i  b i li t y--and t h e r e  f o r e  t 1 .e pro ba b i  li t y of s ucc es s-- of t he a u t h o r  i t i e  s ' 
approach .  H e  wondered how t h e  Government c o u l d  e v o l v e  a r a t i o n a l  pay 
p o l i c y  f o r  t h e  p u b l i c  s e c t o r  and r e s o l v e  t h e  problem of spec'al claims, 
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e s p e c i a l l y  f o r  t h o s e  a t  t h e  h i g h e r  a d m i n i s t r a t i v e  l e v e l s ,  w i t h o u t  f i r s t  
c l a r i f y i n g ,  i t s  v iews  on what  t h e  t a s k s ,  s i z e ,  and  s t r u c t u r e  of t h e  s e c t o r  
s h o u l d  be and  t h e  consequent  i m p l i c a t i o n s  f o r  t h e  tax burden. 

The i n t r o d u c t i o n  of t h e  goods and services t a x  r a i s e d  a s imilar  
q u e s t i o n  r e g a r d i n g  t h e  c r e d i b i l i t y  of t h e  o v e r a l l  s t r a t e g y ,  M r .  Leonard 
c o n t i n u e d .  Although t h e  t a x  was a p p r o p r i a t e  and even  i n d i s p e n s a b l e  i n  
New Z e a l a n d ' s  c i r c u m s t a n c e s ,  i t s  t i m i n g  and  i t s  e f f e c t  on  t h e  c o s t  of 
l i v i n g  index--adding a b o u t  5 p e r c e n t a g e  points--when th:s Government was 
committed t o  r e d u c i n g  i n f l a t i o n  and  t h e r e  w a s  a n e e d  f o r  modera t ion  i n  
pay s e t t l e m e n t s ,  might  ra ise  q u e s t i o n s  as t o  t h e  c o h e r e n c e  of o v e r a l l  
po l ic ies .  He would welcome comments.".. Mr. Rye o r  t h e  s t a f f  on t h e  matter. 

It was u n f o r t u n a t e ,  i f  i n e v i t a b l e ,  t h a t  d e r e g u l a t i o n  of t h e  f i n a n c i a l  
s e c t o r  had c l o u d e d  t h e  meaning and  i n t e r p r e t a t i o n  of monetary  and c r e d i t  
i n d i c a t o r s  a t  a time when t h e  i n f o r m a t i o n  t h a t  t h e y  m i g h t  have conveyed 
c o u l d  have been most u s e f u l ,  M r .  Leonard o b s e r v e d .  He d i d  n o t  s u g g e s t  
t h a t  t h e  d e r e g u l a t i o n  had been i n a p p r o p r i a t e ,  b u t  h e  would l i k e  t o  h e a r  
from t h e  s t a f f  and Mr. Rye how t h e  N e w  Zea land  a u t h o r i t i e s  would a n a l y z e  
t h e  emerging r e l a t i o n s h i p s  i n  t h e  f i n a n c i a l  area. A s  o t h e r  members of 
t h e  Fund had l e a r n e d  from e x p e r i e n c e ,  s u c h  e f f o r t s  were i m p o r t a n t  i n  
d e t e r m i n i n g  t h e  conduct  of monetary  p o l i c y  i n  a d e r e g u l g t e d  envi ronment .  
The a u t h o r i t i e s  s h o u l d  u s e  a broad  r a n g e  of i n d i c a t o r s  t o  assess monetary  
c o n d i t i o n s  and t h e y  s h o u l d  p r o v i d e  m a r k e t  p a r t i c i p a n t s  w i t h  as much 
i n f o r m a t i c ?  as p o s s i b l e  c o n c e r n i n g  o f f i c i a l  o b j e c t i v e s  end o p e r a t i o n s .  

N e v e r t h e l e s s ,  d e s p i t e  t h e  h i g h  growth  r a t e  of monetary  a g g r e g a t e s ,  
monetary p o l i c y  appeared  t o  have been s u i t a b l y  firm, j u d g i n g  by t h e  
l eve l  of i n t e r e s t  r a t e s  and t h e  i n i t i a l  s t r e n g t h  of t h e  exchange ra te ,  
M r .  Leonard commented. C o n t i n u a t i o n  of a f i r m  monetary s t a n c e  a p p e a r e d  
t o  be d e s i r a b l e  f o r  some t i m e  t o  come, and  t h e  a u t h o r i t i e s  would be w e l l  
a d v i s e d  t o  keep t h e  whole a r r a y  of r e l a t e d  i n d i c a t o r s  under  review; a 
s lowing  down i n  t h e  r a t e  of growth  o f  t h e  monetary  a g g r e g a t e s  c o u l d  be 
v i t a l  i n  enhancing  t h e  c r e d i b i l i t y  o f  monetary p o l i c y  and r e d u c i n g  
i n f l a t i o n a r y  e x p e c t a t i o n s .  

I .  

He agreed  w i t h  t h e  o f f i c i a l s '  argument t h a t  under  a regime where t h e  
exchange r a t e  w a s  market d e t e r m i n e d ,  t h e  a t t e n t i o n  of t h e  a u t h o r i t i e s  was 
b e t t e r  focused  on t h e  fundamenta l  d e t e r m i n a n t s  of c o m p e t i t i v e n e s s  t h a n  on  
measures  of t h a t  c o m p e t i t i v e n e s s ,  Mr. Leonard n o t e d .  A t  t h e  same t i m e ,  
prudence sugges ted  t h a t  i t  would be advlsab1.e  t o  k e e p  a n  eye  on t h e  
movements of sucsh i n d i c a t o r s ,  e s p e c i a l l y  t h o s e  r e l a t e d  t o  t h e  real  exchange  
r a t e .  

He welcomed t h e  a t t e n t i o n  b e i n g  g i v e n  t o  t h e  f o r t h c o m i n g  wage round,  
Mr. Leonard s a i d .  The outcome of t h e  1985186 r o m d  had be,?n d i s a p p o i n t i n g ,  
c e f l e c t i n g  i n  p a r t  t h e  i n h e r i t e d  r i g i d i t i e s  i n  t h e  wage d e t e r m i n a t i o n  
s y s t e m  and  t h e  a u t h o r i t i e s '  f a i l u r e  t o  l i m i t  s p e c i a l  pay i n c r e a s e s  f o r  
public sec tor  employees.  The  macroeconomic c o n t e x t  I n  which t h e  n e x t  
round was se t  must  be made c l ea r  t o  t h e  n e g o t i a t o r s  on b o t h  s ides ,  e s p e -  
cially t h e  Government 's  d e t e r m i n a t i o n  t h a t  f i n a n c i a l  p o l i c i e s  would 
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s t a y  on c o u r s e  whatever  t h e  outcome of t h e  wage round. For  i t s  p a r t ,  t h e  
Government would need t o  s e c u r e  t h e  n e c e s s a r y  d e g r e e  of modera t ion  i n  i t s  
own pay s e t t l e m e n t s  and n o t  g i v e  t h e  wrong s i g n a l  t o  t h e  p r i v a t e  s e c t o r .  
Over t h e  long term, i t  vas c r u c i a l  t h a t  s t e p s  be t a k e n  t o  remove s t r u c t u r a l  
r i g i d i t i e s  i n  t h e  l a b o r  market so t h a t  t h e  wage d e t e r m i n a t i o n  p r o c e s s  
would more c l o s e l y  r e f l e c t  g e n e r a l  economic c o n d i t i o n s  and t h e  s i t u a t i o n s  
f a c e d  by i n d i v i d u a l  f i r m s .  I n  t h e  absence  o f  marked p r o g r e s s  i n  c o n t r o l -  
ling pay i n c r e a s e s ,  t h e  o v e r a l l  s t r a t e g y  of  t h e  Government, p a r t i c u l a r l y  
t h e  f i g h t  a g a i n s t  i n f l a t i o n ,  cou ld  be s e r i o u s l y  damaged. A permanent  
improvement i n  pay and p r i c e  developments  would a l s o  be  v a l u a b l e  i n  
s e c u r i n g  t h e  r e d u c t i o n  in t h e  c u r r e n t  accoun t  d e f i c i t  t h a t  had c a u s e d  
e x t e r n a l  d e b t  t o  r each  i t s  p r e s e n t  l e v e l  of abou t  60 p e r c e n t  of GDP. 

The c o n t i n u e d  removal of i n d u s t r i a l  a s s i s t a n c e ,  s u b s i d i e s ,  and  i m p o r t  
p r o t e c t i o n  was d e s i r a b l e ,  d e s p i t e  p o s s i b l e  sho r t - run  a d v e r s e  e f f e c t s ,  as  
expos ing  t h e  economy t o  market f o r c e s  would improve o v e r a l l  economic 
e f f i c i e n c y  and t h e  a l l o c a t i o n  of r e s o u r c e s ,  M r .  Leonard concluded .  

M r .  Bertuch-Samuels s a i d  t h a t  h e  welcomed t h e  b a s i c  r e o r i e n t a t i o n  o f  
e c o n m i c  p o l i c i e s  aimed a t  t r ans fo rming  New Zea land ' s  economy i n t o  a more 
c o m p e t i t i v e  open and marke t -o r i en ted  economy. That  t a s k  was n o t  e a s y ,  
and  not  s u r p r i s i n g l y  t h e  a u t h o r i t i e s  had encoun te red  d i f f i c u l t i e s  and 
would c o n t i n u e  to  do so. However, t h o s e  d i f f i c u l t i e s  must be  s e e n  as a 
r e f l e c t i o n  of t h e  l a r g e  i n t e r n a l  and e x t e r n a l  imbalances  of p r e v i o u s  
y e a r s  and of t h e  r i g i d i t i e s  r e s u l t i n g  fkom pas t  i n t e r v e n t i o n i s t  policies, 
i n c l u d i n g  e x t e n s i v e  wage and p r i c e  c o n t r o l s  and a h igh  d e g r e e  of s u b s i d i -  
z a t i o n  i n  t h e  e c o n m y .  To overcome t h o s e  problems would r e q u i r e  a d e t e r -  
mined e f f o r t  ove r  a number of y e a r s .  The s u c c e s s  of t h e  a u t h o r i t i e s '  
s t r a t e g y  would t h e r e f o r e  depend c r u c i a l l y  on t h e i r  a b i l i t y  t o  i n s p i r e  
s u f f i c i e n t  c r e d i b i l i t y  and c o n f i d e n c e  by m a i n t a i n i n g  t h e  momentum of t h e  
s t a b i l i z a t i o n  pol ic ies  and t h e r e b y  e n s u r e  a sound macroeconomic env i ron -  
ment i n  which t h e  microeconomic re forms cou ld  have t h e i r  f u l l  b e n e f i c i a l  
e f f e c t  . 

The a u t h o r i t i e s '  p r o g r e s s  d u r i n g  t h e  p r e v i o u s  two y e a r s  in c o r r e c t i n g  
t h e  l a r g e  f i s c a l  imbalances--evcn .if t h e  budget  d e f i c i t  f o r  1985/86 curned 
ou t  somewhai: h i g h e r  t h a n  targeted--was commendable, Mr. Sertuch-Samuels  
remarked. However, h e  was concerned t h a t  a t  3 . 6  p e r c e n t  of GDP, t h e  
s t r u c t u r a l  deficit remained l a r g e .  Moreovzr ,  t h e  f i s c a l  o u t l o o k  f o r  
1986/87 w a s  s t i l l  u n c e r t a i n ,  and t h e  d e f i c i t / G P P  r a t i o  c o u l d  rise i n  t h a t  
y e a r .  H e  t h e r e f o r e  welcomed t h e  a u t h o r i t i e s '  prompt a c t i o n  i n  taki.7.g a 
number of measures  t o  a c h i e v e  a d d i t i o n a l  budgetary  s a v i n g s ,  f o l l o w i n g  t h e  
recommendations of t h e  s?ec ia l  Cab ine t  Committee. 

The proposed tax r e fo rm,  which provided  f o r  a s h i f t  f rm d i r e c t  t o  
i n d i r e c t  t a x a t i o n  and a s l m p l i f  i c a t i o n  of t h e  sys t em of i n d i r e c t  taxes, 
was welcome, Mr. Bertuch-Samuels c o n t i m e d .  The scaling back o f  d i r e c t  
t a x a t i o n  shou ld  make an. impor t an t  c o n t r i b u t i o n  t o  t h e  s t r e n g t h e n i n g  of 
i n c e n t i v e s  i n  t h e  p r i v a t e  s e c t o r .  However, t h e  tax reform d i d  n o t  a p p e a r  
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t o  be d e s i g n e d  t o  be revenue  n e u t r a l - - a  f a c t  t h a t  might  r e n d e r  t h e  t a s k  
of f i s c a l  . c o n s o l i d a t i o n  more d i f f i c u l t ;  he  asked  t h e  s t a f f  o r  Mr. Rye t o  
comment. 

With respect t o  monetary p o l i c y ,  t h e  s t r o n g  e x p a n s i o n  of c r e d i t  and 
monetary a g g r e g a t e s  d u r i n g  t h e  past y e a r  had l a r g e l y  r e f l e c t e d  t h e  s t r u c -  
t u r a l  r e f o r m s  u n d e r t a k e n  in t h e  f i n a n c i a l  sector  and d i d  not i n d i c a t e  a 
too generous  s u p p l y  of  l i q u i d i t y  t o  t h e  economy, Mr. Bertuch-Samuels 
commented. In f a c t ,  o t h e r  i n d i c a t o r s - - i n  p a r t i c u l a r ,  t h e  h i g h  real 
i n t e r e s t  ra te  l e v e l - - p o i n t e d  t o  a s u f f i c i e n t l y  t i g h t  monetary s t a n c e .  
Whi le  i t  c o u l d  be a rgued  t h a t  t h e  h igh  i n t e r e s t  ra tes  c o n s t i t u t e d  a heavy 
burden on t h e  domest ic  economy, t h e y  s h o u l d  be s e e n  as a n e c e s s a r y  i n s t r u -  
ment  i n  t h e  o v e r a l l  e f f o r t  t o  break  t h e  s t i l l  widespread  i n f l a t i o n a r y  
e x p e c t a t i o n s .  Any r e d u c t i o n  i n  i n t e r e s t  rates would h i n g e  c r u c i a l l y  on  
t h e  a b i l i t y  o f  t h e  a u t h o r i t i e s  t o  f u r t h e r  r e d u c e  t h e  p u b l i c  s e c t o r  borrow- 
ing  r e q u i r e m e n t .  

The results of t h e  1985/86 wage round,  a s  w e l l  as t h e  e x p e c t e d  wage 
i n c r e a s e s  f o r  1986/87, were e x p e c t e d  t o  be a b o u t  2 5  p e r c e n t  f o r  t h e  
p u b l i c  s e c t o r  a n 5  15 p e r c e n t  fo r  t h e  p r i v a t e  s e c t o r ,  a c c o r d i n g  t o  t h e  
New Zealand I n s t i t u t e  of E c o n m i c  R e s e a r c h ,  Mr. Bertuch-Samuels no ted .  
Those developments  were a major  c a u s e  f o r  c o n c e r n  a n d ,  as r e c o g n i z e d  by 
t h e  a u t h o r i t i e s ,  would be i n c o n s i s t e n t  w i t h  economic s t r a t e g y ;  t h e y  would 
s e r i o u s l y  j e o p a r d i z e  t h e  a t t a i n m e n t  o f  g r e a t e r  p r i c e  s t a b i l i t y - a n d  weaken 
New Z e a l a n d ' s  c o m p e t i t i v e n e s s .  The Government would t h e r e f o r e  be w e l l  
a d v i s e d  t o  leave no d o u b t s  about  i:s i n t e n t i o n  t o  a d h e r e  t o  3 t i g h t  
monetary s t a n c e ,  t h e r e b y  s i g n a l i n g  t o  b o t h  s i d e s  of t h e  wage b a r g a i n i u g  
t a b l e  t h a t  e x c e s s i v e  wage s e t t l e m e n t s  would i n  t h e  end o n l y  have a nega- 
t i v e  impact  on employment. P e r h a p s  such a d i s p l a y  of  d e t e r m i n a t i o n  would 
a l s o  s e r v e  a s  a n  i n c e n t i v e  f o r  t h e  b a r g a i n i n g  p a r t i e s  t o  t a k e  g r e a t e r  
a c c o u n t  of t h e  g e n e r a l  s t a t e  01 t h e  economy a s  w e l l  as of p a r t i c u l a r  
i n d u s t r i e s '  economic a n d  f i n a n c i a l  c i r c u m s t a n c e s .  In t h a t  c o n n e c t i o n ,  
t h e  envisaged  1 e g i s l . a t i v s  changea t o  i n c r e a s e  f l e x i b i l i t y  i n  t h e  l a b o r  
market  and  t h e  f i r s t  s t e p s  a l r e a d y  t a k e n  in t h a t  d i r e c t i o n  were welcome* 

Moreover,  t h e r e  appeared  t o  be  a need f o r  g r e a t e r  wage d i f f e r e n t t a -  
t i o n  between s k i l l e d  a n d  u n s k i l l e d  l a b o r ,  M r .  Bertuch-Samue1.s added. To 
d o  so c o u l d  h e l p  t o  r e d u c e  t h e  s h o r t a g e  of q u a l i f i e d  p e r s o n n e l  by s t r e n g t h -  
e n i n g  i n c e n t i v e s  t o  s e e k  b e t t e r  q u a l i f i c a t i o n s  as w e l l  a s  by slow2ng down 
t'ne r e c e n t l y  growing t r e n d  of s k i l l e d  w o r k e r s  e m i g r a t i n g  t o  n e i g h b o r i n g  
A u s t r a l i a .  

The t a r g e t e d  s i g n i f i c a n t  r e d u c t i o n  of t h e  current a c c o u n t  d e f i c i t  
i n  t h e  c u r r e n t  f i s c a l  y e a r  was welcome, Mr. Bertuch-Samuels s a i d .  Nonethe- 
l ess ,  h e  screed w i t h  t h e  s t a f f  t h a t  f u r t h e r  e f f o r t s  were needed to improve 
New Zealand ' 8  e x t e r n a l  c o m p e t i t i v e n e s s  i f  Buff i c i e n t  t r a d e  s u r p l u s e s  were 
t o  be g e n e r a t e d  t o  compensate  f o r  t h e  h igh  s h a r e  of e x t e r n a ;  i n t e r e s t  
payments i n  t h e  c o u n t r y ' s  b a l a n c e  of payments.  I n ' 9 r t a n t  i n  t h a t  r e s p e c t  
w a s  t h e  need f o r  r e a l i s t i c  wage s e t t l e m e n c s  and - 4 n t i n u c d  f i s c a l  r e s t r a i n t  
t o  p e r m i t  a decrease in i n t e r e s t  r a t e s  and t h e r e b y  t o  ease t h e  p r e s s u r e s  
on t h e  exchange ra te .  
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While welcoming t h e  a u t h o r i t i e s '  e f f o r t s  t o  d i v e r s i f y  t h e  c o u n t r y ' s  
e x p o r t  b a s e  by promoting e x p o r t s  from t h e  f o r e s t r y  and f i s h i n g  s e c t o r ,  
t h e r e  w a s  a d d i t i o n a l  scope f o r  i n c r e a s i n g  i n d u s t r i a l  e x p o r t s ,  which had 
c o n t r i b u t e d  o n l y  25 p e r c e n t  t o  New Z e a l a n d ' s  t o t a l  e x p o r t s  i n  1 9 8 ~ 1 8 5 ,  
Mr. Bertuch-Samuels r e m r k e d .  I n  p a r t i c u l a r ,  t h e  a u t h o r i t i e s  should  
i n t e n s i f y  t h e i r  t r a d e  l i b e r a l i z a t i o n  e f f o r t s  b e c a u s e ,  d e s p i t e  r e c e n t  
p r o g r e s s  i n  t h a t  area,  t h e  c o u n t r y ' s  i n d u s t r i e s  a p p e a r e d  t o  remain h i k h l y  
p r o t e c z e d .  However, h e  a p p r e c i a t e d  t h e  a u t h o r i t i e s '  c o n c e r n  o v e r  t h e  
i n c r e a s i n g  p r o t e c t i o n i s t  t e n d e n c i e s  i n  some of New Z e a l a n d ' s  t r a d i n g  
p a r t n e r s ,  and h e  agreed  t h a t  e f f o r t s  t o  r o l l  baci k l -~>ce , t lon  s h o u l d  be 
m u t u a l  . 

M r .  Templeman noted  t h a t  d u r i n g  t h e  p r e v i o u s  Ar t ic le  IV c o n s u l t a t i o n  
d i s c u s s i o n  on New Zealand (EBM/85/93, 6110185) ,  t h e  Board had g e n e r a l l y  
commended t h e  New Zealand a u t h o r i t i e s  f o r  t h e i r  b o l d  approach to  economic 
a d j u s t m e n t  and s t r u c t u r a l  re form.  I m p r c s s i v e  p r o g r e s s  had be?n made i n  
f r e e i n g  up r e l a t i v e  prices t o  h e l p  a l l o c a t e  r e s o u r c e s  mre e f f i c i e n t l y  
t h r o u g h  t h e  removal of pr ice  and wage c o n t r o l s ;  t h e  f l o a t i n g  of t h e  
exchange ra te ;  and t h e  removal o r  r e d u c t i o n  of  c o n t r o l s  o v e r  i n t e r e s t  
r a t e s ,  f o r e i t ?  exchange a v a i l a b t l i t d . e s ,  c r e d i t  a l l o c a t i o n ,  and p o r t f o l i o  
i nve s tmen t s . 

However, c o n s i d e r a b k  work remained i n  s t r e n g t h e n i n g  m a c r o e c o n m i c  
management and i n  e f f e c t i n g  s t r u c t u r a l  re forms o f  markets and i n s t i t u t i o n s  
i n  New Zea land ,  Mr. Templeman c o n t i n u e d .  Althcugh good p r o g r e s s  had been 
made i n  r e d u c i n g  t h e  f i s c a l  d e f i c i t ,  s lowing  t h e  r a t e  o f  growth of  d e b t ,  
r e s t o r i n g  b u s i n e s s  p r o f i t a b i l i t y ,  and s t r e n g t h e n i n g  c o n f i d e n c e  i n  t h e  
p r i v a t e  s e c t o r ,  s u b s t a n t i a l  weaknesses remained.  They concerned  t h e  
r a p i d  . r a t e  of expans ion  of t h e  monetary a g g r e g a t e s ,  c o n t r o l  o v e r  f i s c a l  
e x p e n d i t u r e s ,  and wage r e s t r a : n t .  A s  a consequence ,  i n f l a t i o n a r y  p e r f o r -  
mance had been somewhat d i s a p p o i n t i n g ,  t h e  c u r r e n t  a c c o u n t  d e f i c i t  of t h e  
b a l a n c e  of payments w a s  e t i 1 1  l a r g e ,  and--for a n  i n d u s t r i a l  country-- the 
f o r e i g n  d e b t  burden w a s  high.  

To a c h i e v e  d u r a b l e  r ea l  economic growth w i t h  a s u s t a i n a u l e  e x t e r n a l  
p o s i t i o n ,  N e w  Zea land-must  c l o s e  t h e  i n f l a t i o n  gap wi th  i t s  t r a d i n g  
p a r t n e r s ,  Mr. Templeman s t a t e d .  The 15 p e r c e n t  i n f l a t i o n  ra te  i n  1985186 
perhaps  r e f i e c t e d  t h e  r e s u l t  o f  l i f t i n g  p r i c e  c o n t r o l s ,  d e v a l u i n g  t h e  
exchange r a t e ,  and i n c r e a s i n g  u s e r  c h a r g e s ,  and  t h e  p r o s p e c t  of double-  
d i g i t  i n f l a t i o n  a g a i n  i n  1986/87 mignt  be p a r t l y  t h e  r e s u l t  ,of t h e  i n t r o -  
d u c t i o n  of :he new goods and  s e r v i c e s  tax l a t e r  I n  1986. However, t h e  
u n d e r l y i n g  r a t e  of i n f l a t i o n  s t i l l  seemed t o o  tligh t o  p e r m i t  achievemen: 
of t h e  o b j e c t i v e  of price i n c r e a s e s  t h a t  were no h i g h e r  i n  New Zealand 
t h a n  t h e  a v e r a g e  of i n f l a t i o n  i n  New Z e a l a n d ' s  p a r t n e r s .  

Two i m p o r t a n t  e x p l a n a t o r y  f a c t o r s  were c o n t i n u e d  s t r o n g  wage pressures 
and t h e  accommodation of c o s t  p r e s s u r e s  by a h igh  r a t e  of growth of money 
and c z e d i t ,  M r .  Templeman s a i d .  A d m i t t e d l y ,  t h e  h i s t o r y  of past  government 
involvement  i n  wage d e t e r m i n a t i o n ,  s e v e r a l  y e a r s  of d - r l i n i n g  real  wages,  
t h e  r e c e n t  r e c o v e r y  of p r o f i t s ,  t h e  ca tch-up  i n  p u b l i c  s e c t o r  s a l a r i e s  a t  
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t h e  s e n i o r  l e v e l ,  and  la ' ,cr  s h o r t a g e s  l a r g e l y  e x p l a i n e d  c o n t i n u e d  d i f f i -  
c u l t i e s  i n  keeping  wage r a t e  i n c r e a s e s  under  c o n t r o l .  Thz assumed 8 p e r  
c e n t  i n c r e a s e  i n  wage ra tes  i n  1986/87 would be a n o t a b l e  a c h i e v e m e n t ,  
which, however,  d i d  n o t  a p p e a r  a s s u r e d .  

T h e r e  was a t r a d e - o f f  between a c o n t i n u e d  r a p i d  i n c r e a s e  i n  nominal  
wage r&tes a n d  p r o s p e c t s  f o r  growth s n d  employmet;:, Mr. Templeman o b s e r v e d .  
Nat tonal  income d a t a  d i d  n o t  seem t o  be w e l l  deve loped  i n  New Z e a l a n d ,  b u t  
a v a i l a b l e  i 3 f o r m a t i o a  on p r i v a t e  i n v e s t m e n t  over t h e  past  t h r e e  y e a r s  was 
e n c o u r a g i n g .  Employment g r o w t h  had r i s e n  w h i l e  t h e  unemployment r a t e  had 
f a l l e n ,  b u t  p r o s p e c t s  f o r  1986/87 d i d  not  l o o k  so promis ing .  I n  t h e  
s h o r t  run,  wage r e s t r a i n t  in t h e  n e x t  round of n e g o t i a t i o n s  would b e  
i m p o r t a n t  i n  c o n t a i n i r i g  i n f l a t i o n ,  a c h i e v i n g  real  growth,  and  m a i n t a i n i n g  
New Z e a l a n d ' s  e x t e r n a l  c o m p e t i t i v e  p o s i t i o n .  Over t h e  l o n g e r  r u n ,  a 
r e d u c t i o n  i n  l a t o r  marke t  r i g i d i t i e s  would b e  a t  l e a s t  a s  i m p o r t a n t .  He 
l o o k e d  forward with i n t e r e s t  t o  t h e  responr:e of b u s i n e s s  and  l a b o r  t o  t h e  
Government 's  d i s c u s s i o r .  p a p e r  on l a b o r  z'rIorms and t o  t h e  p r e s e n t a t i o n  of 
l a b o r  l e g i s l a t i o n  b e f o r e  t h e  end of  1486. 

Monetary a g g r e g a t e s  had grown r a p i d i y  i n  r e c e n t  y e a r s ,  w i t h  a r ise of 
n e t  domest ic  c r e d i t  of 12-15 p e r c e n t  i n  1983/'84 and 1984/85 ,  M r .  Templeman 
remarked.  While t h e r e  seemea t o  have been some d e c e l e r a t i o n  o f  money and  
c r e d i t  g rowth  e a r l y  f n  1986, t h e  growth  ra te  s t i l l  seemed u n c o m f o r t a b l y  
h i g h .  Also,  whi le  he unders tood  t h e  d i f f i c u l t i e s  o f  formal  monetary  
t a r g e t i n g  i n  t h c  c o n t e x t  of f i n a l i c i a l  market  d e r e g u l a t i o n ,  t h e  p r e p a r a t i o n  
by t h e  a u t h o r i t i e s  of " c o n d i t i o n a l  p r o j e c t i o n s "  of nominal  GDP growth 
s h o u l d  p r o v i d e  a u s e i u l  c l u e  t o  t h e  a u t h o r i t i e s '  v iew of a n  a p p r o p r i a t e  
r a t e  of money growth .  T h e  i m p l i c i t  GDP a e f l a t o r s  f o r  1985/86 and 1986187 
t h a t  c o u l d  be d e r i v e d  from t h o s e  p r o j e c t i o n s  would be about  11 p e r c e n t  o r  
more, which d i d  n o t  seem c o n s i s t e n t  w i t h  t h e  Government 's  i n f l a t i c r \ ,  

- 

. o b j e c t i v e s .  

He welcomed t h e  f u l l - f u n d i n g  approach  t o  f f n a n c i n g  t h e  f i s c a l  d e f i c i t  
th rough s e c u r i t i e s  i s s u e d  a t  market r a t e s  of i n t e r e s t ,  a s  i t  i n t r o d u c e d  
t r a n s p a r e n c y  ir,Lo t h e  c o s t  of f inancLng f i s c a l  d e f i c i t s  and h e l p e d  t o  
g e n e r a t e  a market-dete.lmined i n t e r e s t  ra te  f o r  r e s o c - i e  a l l o c a t i o n  p u r p o s e s ,  
M r .  Templeman s a i d .  U n f o r t u n h t e l y ,  t h e  budget  d e f i c i t  t a r g e t  of 2.8 p e r  
c e n t  of GDP i n  1985186 had n o t  been r e a c h e d ,  a l t h o u g h  t h e  d e f i c i t  had 
f a l l e n  s u b s t a n t i a l l y ,  t o  4 . 1  p e r c e n t .  However, a l l  of t h e  r e d u c t i o n  had 
b e e n  due t o  revenue i n c r e a s e s ,  w h i l e  t h e  e x p e n d i t u r e  r a t i o  had a c t u a l l y  
I n c r e a s e d  o v e r  t h e  p r e v i o u s  y e a r .  F o r  1986187, t h e  s t a f f  r e p o r t  s u g g e s t e d  
t h a t  t h e  d e f i c i t  c o u l d  r ise a g a i n ,  b u t  Supplement 1 t o  t h s  s t a f f  report 
i n d i c a t e d  t L a t  new f i s c a l  measures  would r e d u c e  t h e  d e f i c i t  by a b o u t  
1 3 / 4  p e r c e n t  of GDP. N o n e t h e l e a s ,  t h e  p o s i t i o n  of t h e  budget  d e f i c i t  
r a t i o  i n  1986/87 remained u n c l e a r .  

T h e  s teps  t a k e n  t o  d a t e  i n  t h e  a r e a  of tax r e f o r m ,  and t h e  planned 
i n t r o d u c t i o n  of t h e  goods and  s e r v i c e s  tax i n  O c t o b e r  1986 to  h e l p  r e d u c e  
m a r g i n a l  p e r s o n a l  income tax ra tes  and t o  s i m p l i f y  t h e  system of i n d i r e c t  
t a x e s  were commendable, M r .  Templeman commented. However, t h e  t o p  m a r g i n a l  
t a x  r a t e  f o r  p e r s o n a l  income tax of 48 p e r c e n t  and t h e  i n c r e a s e  i n  t h e  
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company income tax  ra te  from 4 5  p e r c e n t  t o  48 p e r c e n t  r a i s e d  q u e s t i o n s  
abou t  t h e i r  e f f e c t s  on household  and b u s i n e s s  i n c e n t i v e s  t o  s a v e ,  work, 
and  i n v e s t .  CompJ.etion of t h e  r e v i e w  of  budget  e x p e n d i t u r e s  and tax 
e x p e n d i t u r e s  d e s c r i b e d  i i i  Supplement 1 t o  t h e  s t a f f  r e p o r t  and r e l a t e d  
f i s c a l  measures  would f o c u s  a t t e n t i o n  on t h e  e x p e n d i t u r e  s i d e  of t h e  
f i s c a l  a c c o u n t s  i n  h e l p i n g  t o  r educe  t h e  1986/87 d e f k i t .  He a l s o  
welcomed changes in t h e  s t r u c t u r e  and  f i n a n c i n g  of t h e  s ta te-owned 
t r a d i n g  enterpr ises ,  i n c l u d i n g  p lanned  l e g i s l a t i o n  to pe rmi t  t h e  new 
b o d i e s  t o  o p e r a t e  f u l l y  on a commerdal b a s i s .  

Real e x p o r t  g rowth ,  i n c l u d i n g  d i v e r s i f i c a t i o n  of e x p o r t s ,  had been 
i m p r e s s i v e ,  Mr. 1'empleman remarked.  A s u b s t a n t i a l  s t r e n g t h e n i n g  of l jew 
Z e a l a n d ' s  i n t e r n a t i o n a l  c o m p e t i t i v e  p o s i t i o n  i n  1981-84 seemed a p p a r e n t  
from movements i n  r e l a t i v e  u n i t  ?-abor c o s t s  and i n  t h e  r ea l  e f f e c t i v e  
exchange ra te .  However, t h e r e  had been a r e v e r s a l  of t r e n d s  i n  both  
measurements i n  t h e  p rev ious  yea r  o r  s o ,  which was d i s t u r b i n g  , e s p e c i a l l y  
i n  l i g h t  of t h e  planned wi thd rawa l  of government s u p p o r t  f o r  some economic 
s e c t o r s  and  planned t r a d e  l i b e r a l i z a t i o n .  I f  t r a d e  l i b e r a l i z a t i o n  were 
t o  proceed as  expec ted ,  New Z e a l a n d ' s  u n d e r l y i n g  c o m p e t i t i v e  p o s i t i o n  
needed t o  be r e l a t i v e l y  s t r c n g ;  i t  was t h e r e f o r e  somewhat d i s a p p o i n t i n g  
t o  l e a r n  of t h e '  sca le -back  i n  t h e  a n t i c i p a t e d  r e d u c t i o n  i n  customs d u t i e s .  

The s t a f  f '  s medium--term b a l a n c e  of payments and f o r e i g n  d e b t  s c e n a r i o  
was h e l p f u l ,  Mr. Templcman said. .  N e w  Zealand had a h igh  d e b t  and d e b t  
s e r v i c e  r a c i o  fcr a n  i n d u s t r i a l  c o u n t r y ,  w i th  a r a t i o  of t o t a l  d e b t  t o  
GDP of n e a r l y  6 3  p e r c e n t  a t  t h e  end of 1985/86 and a d e b t  service r a t i o  
of more t h a n  2 2  p e r c e n t .  A g r a d u a l  r e d u c t i o n  in f o r e i g n  borrowing by t h e  
p u b l i c  s e c t o r  should  a l l e v i a t e  t h e  o f f i c i a l  f o r e i g n  d e b t  burden ,  b u t  a 
c o n c u r r e n t  r ise  i n  p r i v a t e  bor rowing  would,  a p p a r e n t l y ,  keep t h e  d e b t  
burden nigh.  Fo r  example,  s t a f f  p r o j e c t i o n s  showed t h e  t o t a l  deb t  r a t i o  
f a l l i n g  o n l y  t o  57 p e r c e n t  i n  '1991192, w h i l e  t h e  d e b t  service r a t i o  would 
a c t u a l l y  r i s e  s h a r p l y  t o  n e a r l y  40 p e r c e n t .  H e  would have  welcomed more 
i n f o r m a t i o n  on p r i v a t e  c a p i t a l  f l ows ,  f o r  which no d e t a i l e d  s t a t i s t i c s  
were shown f o r  t h e  p e r i o d  fo l lowing  1982f83.  

H e  d i d  no t  u n d e r e s t i m a t e  t h e  d i f f l c u l t i e s  of economic a d j u s t m e n t ,  
n o r  t h e  p o l i t i c a l  s e n s i t i v i t y  o f  such matters as l a b o r  r e l a t i o n s  and tax 
r e f o r m s ,  Mr. Templeman s t a t e d .  But i f  t h e  a u t h o r i t i e s  were t o  succeed  i n  
r e a c h i n g  t h e i r  a m b i t i o u s  g o a l s ,  s i m u l t a n e o u s  p r o g r e s s  must  be made i n  b o t h  
t h e  macroEconomic and  s t r u c t u r a l  areas. Only th rough  f i r m  d e t e r m i n a t i o n  
by t h e  Government, and w i t h  t h e  c o o p e r a t i o n  of b u s i n e s s  and l a b o r ,  c o u l d  
change be b rough t  about  i n  t h e  i n f l a t i o n a r y  e x p e c t a t i o n s  and i n g r a i n e d  
h a b i t s  t h a t  con t inued  t o  overshariow t h e  New Zea land  economy. H e  was 
encouraged  by Mr. Rye ' s  s t a t e m e n t  t h a t  t h e  Government remained s t r o n g l y  
committed t o  m a i n t a i n i n g  t h e  o v e r a l l  momentum o f  refom. 

Mr. Schne ide r  commented t h a t  d u r i n g  t h e  p r e v i o u s  Ar t i c l e  I V  consu l -  
t a t i o n  d i s c u s s i o n  on N e w  Zealand (EBM/85/93), t h e  E x e c u t i v e  Board had 
cornsended t h e  Government 's  newly adop ted  s t r a t e g y  based l a r g e l y  r,n market-  
o r i e n t e d  management and focused  on medium-term o b j e c t i v e s .  I n  a small, 
h i g h  per c a p i t a  income economy l i k e  tnat  of New Zea land ,  i t  was c a u r a g e o u s  
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t o  a i m  a t  i n c r e a s i n g  market e f f i c i e n c y ,  removing c o n t r o l s  o n  wages a n d  
i n t e r e s t  rates, a c c e l e r a t i n g  t h e  p r o c e s s  of t r a d e  l i b e r a l i z a t i o n ,  and  
l e t t i n g  t h e  exchange r a t e  f l o a t  w h i l e  p u r s u i n g  t i g h t  monetary a n d  f i s c a l  
p o l i c i e s .  The main d e f e c t s . o f  t h a t  s t r a t e g y  mix stemmed from t h e  r e l u c -  
t a n c e  o r  i n a b i l i t y  of economic a g e n t s  and i n s t i t u t i o n s  t o  r e s p o n d  q u i c k l y  
t o  t h o s e  changes  and p o l i c y  measures .  S t r u c t u r a l  and b e h a v i o r a l  r i g i d i -  
t i es ,  e s p e c i a l l y  i n  t h e  l a b o r  m a r k e t ,  had proved t o  b e  major  o b s t a c l e s  t o  
p r o g r e s 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.0 i n f l a t i o n  and t h e  c u r r e n t  a c c o u n t  
d e f i c i t .  I n  a d d i t i o n ,  the economy s u f f e r e d  from o t h e r  s t r u c t u r a l  p roblems,  
e s p e c i a l l y  t h e  heavy tax burden  and t h e  s i z e  of t h e  p u b l i c  s e c t o r .  All 
t h o s e  weaknesses  had g r a d u a l l y  slowed t h e  economy t o  a s t a n d s t i l l ,  and  
t h e  r e a l  growth r a t e  w a s  e x p e c t e d  t o  be n e g a t i v e  f o r  1986/87. 
p r e s e n t  background of a f a v o r a b l e  world economic o u t l o o k  and t h s  emphas is  
on  growth issues worldwide,  t h e  d i m i n i s h e d  p r o s p e c t s  f o r  growth i n  
N e w  Zealand gave c a u s e  f o r  c o n c e r n .  

A g a i n s t  t h e  

He welcomed t h e  a u t h o r i t i e s '  awareness  of t h e  prablems i n  t h e  l a b o r  
market--a v i t a l  b u t  d i f f i c u l t  area--and t h e i r  i n t e n t i o n  t o  implement com- 
p r e h e n s i v e  r e f o r m s ,  Mr. S c h n e i d e r  n o t e d .  A s  t h e  s t a f f  p o i n t e d  o u t ,  regu-  
l a t o r y  r e f o r m  was n o t  l i k e l y  t o  h a v e  much impact  on t h e  n e x t  wage round 
b u t  would prove  most h e l p f u l  in t h e  medium term, w i t h  r e s p e c t  t o  n o t  only 
wage modera t ion  b u t  a l s o  b e t t e r  r e l a t i o n s  among t h e  concerned  p a r t i e s .  
It  would be u n r e a l i s t i c  t o  e x p e c t  m o d e r a t e  wage claims under  t h e  circum- 
s t a n c e s ,  and  t h e  s i t u a t i o n  c a l l e d  f o r  t i g h t e r  f i n a n c i a l  policies while 
m o n i t o r i n g  exchange r a t e  developments .  I n  a d d i t i o n ,  t h e  p r i v a t e  s e c t o r ' s  
g;1I?s from l o w e r  world o i l  p r i c e s  and i n t e r e s t  r a t e s  would compensate  f o r  
some !.ncreases i n  l a b o r  c o s t s .  I f  t h o s e  g a i n s  o c c u r r e d ,  t h e  s h o r t - t e r m  

. o!it look f o r  t h e  economy would b e  much b e t t e r  t h a n  e x p e c t e d ;  i f  n o t ,  t h e  
s i g n i f i c a i i t  perils mentioned i n  t h e  s t a f f  paper  might  w e l l  m a t e r i a l i z e .  

One of t h e  most c r i t i c a l  e l e m e n t s  i n  t h e  a t t a i n m e n t  of a v i a b l e  
o v e r a l l  economic p e r f o m a n c e  w a s  f i s c a l  p o l i c y ,  M r .  S c h n e i d e r  s t a t e d .  
D e s p i t e  some p r o g r e s s  i n  t h a t  a r e a ,  t h e  l e v e l  of t h e  budget  d e f i c i t ,  t h e  
s t r u c t u r a l  components of p u b l i c  e x p e n d i t u r e s ,  and  t h e  heavy t a x  b u r d e n  
remained  worrisome. The s t a f f  had i n d i c a t e d  a t  t h e  t i m e  of t h e  p r e v i o u s  
A r t i c l e  I V  c o n s u l t a t i o n  d i s c u s s i o n  t h a t ,  a l t h o u g h  no q u a n t i t a t i v e  t a r g e t  
f o r  t h e  medium term had been set  o u t ,  t h e  a u t h o r i t i e s  had been a i m i n g  
b r o a d l y  a t  a d e f i c i t  g o a l  of a b o u t  2 p e r c e n t  of GDP. The p a p e r s  u n d e r  
c o n s i d e r a t i o n  made no s p e c i f i c  r e f e r e n c e  t o  s u c h  a medium-term t a r g e t ;  
i n d e e d ,  t h e  s t a f f  i n d i c a t e d  i n s t e a d  t h a t ,  in t h e  a b s e n c e  of p o l i c y  
c h a n g e s ,  t h e  d e f i c l t / G D P  r a t i o  might  be e x p e c t e d  t o  i n c r e a s e .  i n  1986/87. 

S h o r t - t e r n  monetary manaFn.ment had been hampered by one e f f e c t  of 
f i n a n c i a l  d e r e g u l a t i o n ,  wt.ich had been t o  o b s c u r e  t h e  impact of t h e  
b e h a v i o r  of t h e  b r o a d e r  m m e t a r y  a g g r e g a t e s  on economic a c t i v i t y ,  
Mr. S c h n e i d e r  n o t e d .  I n  s d d i t i o n ,  e r r a t i c  s e a s o n a l  swings i n  t h e  p u b l i c  
s e c t o r  a c c o u n t s  and t h e i r  r e f l e c t i o n  i n  t h e  program of s e l l i n g  government 
p a p e r  posed a n  a d d i t i o n a l  o b s t a c l e  t o  monetary management. At r i s k  were 
t h e  c o n s i s t e n c y  and c r e d i b i l i t y  o f  monetary p o l i c y .  However, a c c o r d i n g  
t o  t h e  s t a f f ,  i n t e r e s t  and exchange r a t e  b e h a v i o r  r e f l e c t e d  a f i r m  p o l i c y  
s t a n c e .  I n  h i s  v iew,  t h e  weakness of f i s c a l  p o l i c y  was one of t h e  s o u r c e s  
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of upward p r e s s u r e  on i n t e r e s t  r a t e s ,  and he t h e r e f o r e  b e l i e v e d  t h a t  an  
improvement i n  t h e  f i s c a l  d e f i c i t  and a r e d u c t i o n  of  t h e  s e a s o n a l  swings  
i n  t h e  p u b l i c  s e c t o r  a c c o u n t s  would go a l o n g  way toward o b t a i n i n g  lower  
market-determined i n t e r e s t  r a t e s  and e a s i n g  p r e s s u r e  on t h e  exchange ra te .  

On t h e  e x t e r n a l  s i d e ,  Mr. Schne ide r  c o n t i n u e d ,  two i s s u e s  predomi- 
n a t e d :  t h e  a p p r e c i a t i o n  of t h e  New Zealand d o l l a r  and t h e  h i g h  l eve l  of 
e x t e r n a l .  d e b t .  The s t a f f ' s  i l l u s t r a t i v e  medium-term d e b t  s c e n a r i o s  showed 
t h a t  improvement of New Zea land ' s  c o m p e t i t i v e  p o s i t i o n  and t h e  t r a n s f e r  of 
r e s o u r c e s  t o  t h e  ba l ance  of payments were key  o b j e c t i v e s  t h a t  s h o u l d  be  
pursued  v i g o r o u s l y .  The new f l o a t i n g  exchange r a t e  regime had c l e a r e d  t h e  
way f o r  t h e  development  s t r a t e g y  t o  f o l l o w  a more marke t -o r i en ted  pa th .  
However, t h e  s t a f f  a l s o  showed t h a t  some of t h e  c a p i t a l  i n f l o w s  a s s o c i a t e d  
w l t h  t h e  r i s e  i n  t h e  exchange r a t e  had  flowed i n t o  h e a v i l y  p r o t e c t e d  sec- 
tors, which had u n h e a l t h y  i m p l i c a t i o n s  f o r  t h a t  marke t -o r i en ted  s t r a t e g y .  
T h e r e f o r e ,  t h e  r e d u c t i o n  of i n d u s t r i a l  p r o t e c t i o n  and t h e  wi thd rawa l  of 
e x t e r n a l  a s s i s t a n c e  were needed c o r r e c t i o n s ,  and t h e  s t e p s  t a k e n  by t h e  
Government i n  t h o s e  areas were most welcome. 

The a m b i t i o u s  e c o n m i c  s t r a t e g y  pursued  by t h e  New Zealand au tho r -  
i t i e s  was encourag ing  and  s h o u l d  produce s u s t a i n a b l e  growth i n  a v i a b l e  
economic s i t u a t i o n  i n  t h e  medium term, M r .  S c h n e i d e r  observed .  I t  was 
n o n e t h e l e s s  c lear  t h d t  t h e  e x i s t i n g  s t r u c t u r a l  weaknesses  posed s e r i o u s  
o b s t a c l e s  t o  imp lemen ta t ion  of t h e  env i saged  program. He hoped t h a t  
t h o s e  d i f f i c u l t i e s  would y i e l d  t o  c o n s i s t e n t  and p e r s i s t e n t  e f f o r t s  on 
t h e  p a r t  of t h e  a u t h o r i t i e s .  

M r .  Fox remarked t h a t  t h e  New Zealand a u t h o r i t i e s  had made i m p r e s s i v e  
p r o g r e s s  i n  i m p l t x e n t i n g  t h e  sweeping package of economic and  s t r u c t u r a l  
r e f o r m s ,  t h a t  had r e c e i v e d  t h e  overwhelming s u p p o r t  and commendation of  
t h e  Board one  y e a r  prev ious ly . .  U n f o r t u n a t e l y ,  a s  t h e  a u t h o r i t i e s  r e a l i z e d ,  
t h e  b e n e f i t s  of t h e i r  s t r a t e g y  would be f e l t  ma in ly  i n  t h e  l o n g e r  term. 
The s t a f f  r e p o r t  provided a u s e f u l  a n a l y s i s  of t h e  many problems t h a t  
remained t o  be t a c k l e d ;  I n  view of  t h o s e  problems,  t h e  a u t h o r i t i e s '  d e t e r -  
m i n a t i o n  t o  c o n t i n u e  t h e i r  s t r a t e g y  was a l l  t h e  more commendable. 

Foremost among t h e  problems t h e  Government must f a c e  was t h e  f a i l u r e  
of wages t o  respond t o  t h e  r e a l i t i e s  of t h e  new economic env i ronmen t ,  
Mr. Fox no ted .  Admi t t ed ly ,  t h e r e  had been a number of special  f a c t o r s  a t  
work d u r i n g  t h e  p r e v i o u s  wage r o u n d ,  and lower  s e t t l e m e n t s .  c o u l d  pe rhaps  
be expec ted  i n  1986 ap. a c t i v i t y  slowed; he  would be i n t e r e s t e d  i n  any 
updated  i n f o m t i o n  from t h e  s t a f f .  However, t h e  e x p e r i e n c e  of t h e  pre- 
v i o u s  y e a r  demcns t r a t ed  t h e  d i f f i c u l t y  o f  changing  t h e  a t t i t u d e s  o f ' w a g e  
n e g o t i a t o r s ,  e s p e c i a l l y  a f t e r  a l o n g  h i s t o r y  of  d i r e c t  government i n t e r -  
v e n t i o n .  N e v e r t h e l e s s ,  t h e  a u t h o r i t i e s  had some scope  f o r  i n f l u e n c i n g  
t h e  outcome of t h e  c i x r e n t  wage round wi thou t  r e s o r t i n g  t o  d i r e c t  i n t e r -  
v e n t i o n ,  w h i c h  shou ld  be avoided  i f  c r e d i b i l i t y  i n  t h e  o v e r a l l  s t r a t e g y  
w a s  t o  be p re se rved .  The  a u t h o r i t i e s  s h o u l d  l o s e  n o  o p p o r t u n i t y  t o  
e x p l a i n  t h e i r  new approach  and t o  s p e l l  o u t  t h e  t r ade -o f f  between h i g h e r  
wages and employment. Tha t  w a s  one  of t h e  b e n e f i t s  of a q u a n t i f i e d  
medium-term f i n a n c i a l  p l a n ,  and h e  no ted  t h a t  c o n d i t i o n a l  f o r e c a s t s  of 
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nominal  G9P had been used  t o  t h a t  end. S e t t i n g  a t a r g e t  fo r  a n  i n t e r m e -  
d i a t e  monetary  aggrega te- -such  as M3--was d i f f i c u l t ,  g i v e n  t h e  pace  of 
f i n a n c i a l  i n n o v a t i o n  and d e r e g u l a t i o n .  B u t  t h e r e  w a s  more scope  f o r  t h e  
a u t h o r i t i e s  t o  p u b l i c i z e  t h e i r  medium-term f i n a n c i a l  o b j e c t i v e s - - f o r  
example,  f o r  t h e  p u b l i c  s e c t o r  bor rowing  r e q u i r e m e n t .  H e  a g r e e d  w i t h  
Mr. Leonard ' s  comments on t h e  need t o  s t i c k  w i t h  t h e  chosen  s t r a t e g y  so 
as t o  enhance  c r e d i b i l i t y  and change a t t i t u d e s .  

The Government c o u l d  have an i m p o r t a n t  i n f l u e n c e  on wage develop-  
ments  t h rough  i t s  r o l e  as employe r ,  s p e l l i n g  o u t  t h e  i m p l i c a t i o n s  f o r  
p u b l i c  s e c t o r  wage rises of t h e i r  f i n a n c i a l  o b j e c t i v e s  and e n f o r c i n g  
marke t  d i s c i p l i n e s  i n  s t a t e  e n t e r p r i s e s ,  Mr. Fox o b s e r v e d .  The r e v i e w  
o f  s t a t e  pay f i x i n g  s h o u l d  p rove  u s e f u l  i n  t h a t  c o n t e x t .  

He commended t h e  a u t h o r i t i e s  f o r  e n s u r i n g  t h a t  t h e  new goods and  
s e r v i c e s  tax would be i n t r o d u c e d  i n  a way t h a t  min imized  i t s  impac t  on 
i n f l a t i o n a r y  e x p e c t a t i o n s ,  M r .  Fox s a i d .  T h a t  meant n o t  o n l y  g e t t i n g  
t h e  t iming  r i g h t  bu t  a l s o  emphas iz ing  t h a t  t h e  e f f e c t  on prices would 
be o f f s e t  by t h e  i n c r e a s e  i n  d i s p o s a b l e  income from t h e  a s s o c i a t e d  c u t s  
i n  income t a x  and t h a t  t h e  once-off  r i se  i n  p r i c e s  would t h e r e f o r e  n o t  
b e  accommodated by f a s t e r  monetary  growth t h a t  would o n l y  e x a c e r b a t e  
i n f l a t i o n .  

The con t inued  h i g h  r a t e  of monetary  growth  d e s p i t e  h igh  real i n t e re s t  
ra tes  and t h e  f u l l  f u n d i n g  of t h e  p u b l i c  s e c t o r  bor rowing  r e q u i r e m e n t  had 
been worr i some,  M r .  Fox commented. An i m p o r t a n t  factor had been  f i n a n c i a l  
d e r e g u l a t i o n  and i n n o v a t i o n ;  a n o t h e r  had been  t h e  scale of e x t e r n a l  i n f l o w s ,  
u n t i l  t h e  end of t h e  p r e v i m s  y e a r ,  r e f l e c t i n g  improved c o n f i d e n c e  i n  t h e  
New Zealand economy. The f a c t  t h a t  r a p i d  monetary  growth had been accom- 
pan ied  by h igh  real i n t e r e s t  rates and a n  a p p r e c i a t i n g  exchange  r a t e  
s u g g e s t e d  t h a t  monetary p o l i c y  had n o t  been t o o  lax.  H e  welcomed t h e  
a u t h o r i t i e s '  i n t e n t i o n  t o  c o n t i n u e  f u l l y  f u n d i n g  t h e  p u b l i c  s e c t o r  borrow- 
i n g  r e q u i r e m e n t .  However, T a b l e  20 i n  t h e  report on r e c e n t  economic 
developments  I n d i c a t e d  t h a t  whereas  t h e  Government ' s  c o n t r i b u t i o n  t o  mone- 
t a r y  growth up t o  March 1985 had ueen n e g a t i v e ,  i t  had been i n c r e a s i n g l y  
p o s i t i v e  s u b s e q u e n t l y ;  he  asked  t h e  s t a f f  t o  comment. 

The c o n t i n u e d  h i g h  leve l  of r ea l  i n t e r e s t  ra tes  and t h e  s l i p p a g e s  i n  
f i s c a l  p o l i c y  emphasized t h e  need f o r  i n t e n s i f i e d  e f f o r t s  on t h e  f i s c a l  
f r o n t ,  and h e  welcomed t h e  f u r t h e r  measures  t h a t  had been t a k e n ,  Mr. Fox 
remarked.  However, h e  would l i k e  t o  know what t h o s e  measu res  i m p l i e d  f o r  
t h e  r a t i o  of t h e  c e n t r a l  government d e f i c i t  t o  GDP i n  1986L87, a n d ,  i n  
view of t h e  s w i t c h i n g  of some spend ing  and bo r rowing  t o  o f f -budge t  cate- 
g o r i e s ,  t h e  e f f e c t  on t h e  o v e r a l l  p u b l i c  s e c t o r  bor rowing  r e q u i r e m e n t .  
H e  urged  t h e  a u t h o r i t i e s  t o  make t h e i r  medium-term g o a l s  f o r  t h e  p u b l i c  
s e c t o r  borrowing r e q u i r e m e n t  more e x p l i c i t .  

A f u r t h e r  r e d u c t i o n  i n  government borrowing s h o u l d  a l s o  h e l p  t o  
r e d u c e  pressure on t h e  exchange r a t e ,  Mr. Fox added .  To a large e x t e n t ,  
t h e  a p p r e c i a t i o n  o v e r  t h e  p r e v i o u s  year r e f l e c t e d  improved c o n f i d e n c e ;  
moreover ,  d e s p i t e  t h e  nominal  a p p r e c i a t i o n ,  t h e  exchange  ra te  remained 
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s i g n i f i c a n t l y  below t h e  immediate  p redeva . lua t ion  l e v e l ,  a l t h o u g h  less so  
i n  real terms g i v e n  t h e  r a p i d  i n c r e a s e  i n  wages. The a u t h o r i t i e s  were 
t h e r e f o r e  r i g h t  n o t  t o  ease monetary p o l i c y  i n  r e s p o n s e  t o  exchange r a t e  
develcpments ,  e s p e c i a l l y  i n  view o f  t h e  need t o  h e l p  m a i n t a i n  downward 
p r e s s u r e  on i n f l a t i o n ,  A s  t h e  a u t h o r i t i e s  r e c o g n i z e d ,  a h i g h  exchsnge  
r a t e  might  w e l l  be a n  i n e v i t a b l e  consequence  i n  t h e  e a r l y  s t a g e  of 
d i s i n f l a t i o n a r y  p o l i c i e s .  The v o l a t i l i t y  of t h e  exchange ra te  o v e r  t h e  
p r e v i o u s  y e a r  was perhaps  not  s u r p r i s i n g ,  g i v e n  t h e  l i m i t e d  h i s t o r y  w i t h  
f r e e  f l o a t i n g  i n  New Zealand .  He would be i n t e r e s t e d  i n  t h e  s t a f f  cm- 
ments  on t h e  d e s i r a b i l i t y  o f  pe rhaps  more s t a b i l i t y  o r  whe the r  i t  cons id-  
e r e d  t h a t  an e n t i r e l y  f r e e  f l o a t  was a p p r o p r i a t e  i n  a m a l l ,  main ly  
a g r  i c u l  t ur a1 economy. 

The a u t h o r i t i e s  had s e t  themse lves  a n  a m b i t i o u s  t a s k ,  and t h e y  
remained l a r g e l y  on c o u r s e ,  M r .  Fox concluded .  U n f o r t u n a t e l y ,  t h e  l e g a c y  
of a long h i s t o r y  o f  i n t e r v e n t i o n  p r e s e n t e d  a number of long-ent renched  
d i s t o r t i o n s  t h a t  hampered macroeconomic success and  t h a t  c o u l d  be removed 
o n l y  a f t e r  a prolonged p e r i c 2  of s t r u c t u r a l  re form.  

M r .  S u g i t a  n o t e d  t h a t  d e s p i t e  d i f f i c u l t i e s  and  unexpected develop-  
men t s  i n  some areas,  t h e  a u t h o r i t i e s  had pursued  w i t h  d e t e r m i n a t i o n  a n  
economic s t a b i l i z a t i o n  program t h a t ,  i n  a clear d e p a r t u r e  from p a s t  
p o l i c i e s  of c o n t r o l s  and i n t e r v e n t i o n ,  had p l aced  s t r o n g  emphas is  on mar- 
k e t  f o r c e s .  I n  1985,  re form measures  had been c o n t i n u e d  and implemented 
i n  a number of areas;  a n  I n e f f i c i e n t  e x p o r t  p r m o t i o n  scheme had been 
t e r m i n a t e d  and t h e  p r i c i n g  of p u b l i c  s e c t o r  s e r v i c e s  had been changed t o  
a f u l l  cos t - r ecove ry  b a s i s .  F u r t h e r  s t e p s  had been t a k e n  t o  l i b e r a l i z e  
f i n a n c i a l  markets and i m p o r t  l i c e n s i n g  r e q u i r e m e n t s .  A major  r e f o r m  of 
t h e  t a x  sys t em had been announced. R e i n f o r c i n g  s t r u c t u r a l  r e fo rm,  f i s c a l  
and monetary c o n d i t i o n s  had been  k e p t  g e n e r a l l y  t i g h t ,  wi th  t h e  f i s c a l  
d e f i c i t  having  d e c l i n e d  t o  4 ' p e r c e n t  of GNP i n  1985/86 from 6.8 p e r c e n t  
t h e  p rev ious  f i s c a l  yea r .  However, t h e  performance of  p r i c e s  and t h e  
b a l a n c e  of payments had not  l i v e d  up  t o  e x p e c t a t i o n s ,  and t h e r e  had been 
a s e r i o u s  s e t b a c k  op. t h e  wage f r o n t .  

A s h a r p  i n c r e a s e  i n  wages had come a t  a p a r t i c u l a r l y  i n o p p o r t u n e  
time, when economic a c t i v i t y  had been abou t  t o  s low d o m ,  Mr. S u g i t a  
obse rved .  High i n t e r e s t  rates and a p r o f i t  squeeze  induced  by t h e  wage 
i n c r e a s e  were l i k e l y  t o  dampen b u s i n e s s  inves tmen t  f o r  some t i m e ,  t h e r e b y  
p ro long ing  t h e  p e r i o d  of economic downturn and ad jus tmen t .  In s p i t e  of 
t h a t  s e t b a c k ,  t h e  a u t h o r i t i e s  were de te rmined  t o  proceed  wi th  s t r u c t u r a l  
reform--with p a r t i c u l a r  emphas is  on l a b o r  markets--and t o  m a i n t a i n  f i s c a l  
a u s t e r i t y  and t i g h t  monetary c o n d i t i o n s ;  t h e y  were t o  be commended f o r  
t h e i r  s t r o n g  commitment t o  t h e  p u r s u i t  of t h a t  s t a b i l i z a t i o n  p o l i c y .  

With respect t o  f i s c a l  p o l i c y ,  e x p e n d i t u r e s  had r i s e n  modera t e ly  
r e l a t i v e  t o  GDP i n  1985/86,  compared w i t h  a s h a r p  fall in 1984185, 
M r .  S u g i t a  remarked. While t h a t  deve lopment  might  not n e c e s s a r i l y  imply 
t h e  l o o s e n i n g  of e f f o r t s  d i r e c t e d  toward budge t  r e s t r a i n t ,  a d d i t i o n a l  
e x p e n d i t u r e  c o n t r o l  was needed  f o r  a s u s t a i n a b l e  r e d u c t i o n  of t h e  budget  
d e f i c i t .  On t h e  revenue s i d e ,  t h e  i n t r o d u c t i o n  of a goods and services 
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t ax  i n  October  1986 would be a major  m i l e s t o n e  i n  t h e  o v e r h a u l  of t h e  t a x  
sys tem.  While t h a t  re form was h i g h l y  d e s i r a b l e ,  i t s  i m p l i c a t i o n s  on pr ice  
developments  r e q u i r e d  some c a u t i o n .  To a v o i d  a r e k i n d l i n g  of i n f l a t i o n a r y  
e x p e c t a t i o n s  a r i s i n g  from t h e  t a x  increase,  monetary  c o n d i t i o n s  had t o  be 
k e p t  t i g h t .  However, ma in tenance  of e x c e s s i v e l y  h i g h  i n t e r e s t  rates 
i n v o l v e d  t h e  risk of  exchange r a t e  a p p r e c i a t i o n ,  which would be ha rmfu l  
t o  b a l a n c e  of payments ad j u s  tment .  Although t h o s e  two c o n f l i c t i n g  c o n s i d -  
e r a t i o n s  posed a d i f f i c u l t  b a l a n c i n g  t a s k  f o r  t h e  a u t h o r i t i e s ,  i t  was most  
important t o  avo id  e x c e s s i v e  o s c i l l a t i o n s  i n  monetary  c o n , d i t i o n s ,  t h a t  
c o u l d  g i v e  r ise  t o  a n  u n n e c e s s a r y  swing i n  e x p e c t a t i o n s .  T h e r e f o r e ,  t h e  
a u t h o r i t i e s  we;.- w e l l  a d v i s e d  t o  p l a c e  emphas is  on  t h e  c o n s i s t e n c y  w i t h  
which they  conduc ted  w n e t a r y  p o l i c y .  

The s t a f f ' s  t e n t a t i v e  b a l a n c e  of payments p r o j e c t i o n  i n d i c a t e d  
s t a b i l i z a t i o n  of t h e  c u r r e n t  a c c o u n t  d e f i c i t  a t  a b o u t  2.5 p e r c e n t  of GDP, 
K r .  S u g i t a  n o t e d .  N e v e r t h e l e s s ,  t h e  r e c e n t  weakness i n  t h e  prices of 
main e x p o r t  i t ems-- inc luding  d a i r y  p r o d u c t s ,  meat, and wool--was a s o u r c e  
of some conce rn .  The p r o s p e c t  was f u r t h e r  c o m p l i c a t e d  by a s h a r p  depre-  
c i a t i o n  of t h e  c u r r e n c i e s  of t h e  Un i t ed  S t a t e s  and A u s t r a l i a ,  two major 
exporters of f a rm and d a i r y  p r o d u c t s .  Under such  c i r c u m s t a n c e s ,  s t r u c t u r a l  
change  became a l l  t h e  more i m p o r t a n t  f o r  s u s t a i n e d  improvement i n  t h e  
c u r r e n t  accoun t  b a l a n c e .  H e  welcomed t h e  measures  t a k e n  by t h e  Government 
in December 1985 t o  improve t h e  scope  f o r  d i v e r s i f i c a t i o n  and i n v e s t m e n t  
i n  t h e  f a rm s e c t o r  a n d ,  i n  p a r t i c u l a r ,  t h e  i n t r o d u c t i o n  of l e g i s l a t i o n  
t h a t  would a l l o w  pe r sons  o v e r s e a s  t o  pu rchase  o r  l e a s e  f a rmland .  I t  would 
a l s o  be d e s i r a b l e  t o  a c c e l e r a t e  t h e  pace of r e d u c i n g  t h e  h i g h  t a r i f f s  f o r  
a more e f f i c i e n t  a l l o c a t i o n  of d o m e s t i c  r e s o u r c e s .  

Mr. P o l &  s a i d  t h a t  t h e  a u t h o r i t i e s  s h o u l d  be c o n g r a t u l a t e d  f o r  t h e  
l o n g  l i s t  of measures  they  had implemented:  r e fo rms  i n  f i n a n c i a l  p o l i c i e s ,  
t h e  phas ing  ou t  of s u b s i d i e s  and s e l e c t i v e  a s s i s t a n c e ,  d e r e g u l a t i o n  of t h e  
f i n a n c i a l  marke t ,  i m p o r t  l i b e r a l i z a t i o n  and removal  of e x p o r t  i n c e n t i v e  
schemes,  t h e  l i f t i n g  of price and wage c o n t r o l s ,  and a major  r e fo rm of 
t h e  tax s y s t e m .  Such a comprehens ive  a r r a y  o f  s t r u c t u r a l  and f i n a n c i a l  
measures  was ra re ly  s e e n  i n  any  a d j u s t m e n t  program. I n  a d d i t i o n ,  f i s c a l  
p o l i c y  had reduced th'e budget  d e f i c i t  from 8.9 p e r c e n t  t o  4 p e r c e n t  of 
GDP, monetary p o l i c y  had been t i g h t ,  and a f l e x i b l e  exchange ra te  p o l i c y  
had been pursued .  Aga ins t  t h a t  i m p r e s s i v e  background of measu res ,  t h e  
r e s u l t s  were n o t  a s  p o s i t i v e  a s  might have been e x p e c t e d .  GDP growth had 
s lowed t o  a crawl, unemployment was s l i g h t l y  h i g h e r ,  and i n f l a t i o n - -  
a l t h o u g h  down--was s t i l l  a t  a b o u t  1 0  p e r c e n t .  Those r e s u l t s  were a t t r i b -  
u t a b l e  i n  p a r t  t o  h i g h l y  u n f a v o r a b l e  e x t e r n a l  c i r c u m s t a n c e s  and p e r h a p s  
t o  o v e r a m b i t i o u s  d e r e g u l a t i o n  and t h e y  were p r o b a b l y  due t o  t h e  t i m e  l a g  
n e c e s s a r y  f o r  t h e  measu res  t o  work through t h e  economy. The a u t h o r i t i e s  
must s t a y  t h e  c o u r s c r - a f t e r  so many y e a r s  of i n t e r v e n t i o n i s t  p o l i c i e s - -  
i n  t h e  f i r m  e x p e c t a t i o n  of g r e a t e r  p o l i c y  d i v i d e n d s  i n  t h e  n e a r  f u t u r e .  

Most d i f f i c u l t  t o  u n d e r s t a n d  was t h e  p e r s i s t e n c e  of h i g h  r ea l  
i n t e r e s t  r a t e s ,  which had been p a r t l y  r e s p o n s i b l e  f o r  t h e  run-up i n  t h e  
r e a l  exchange r a t e  f o r  t h e  New Zea land  d o l l a r  in t h e  second h a l f  of 1985,  
a l t h o u g h  t h a t  movement had been p a r t l y  r e v e r s e d  s u b s e q u e n t l y ,  M r .  Polak  
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remarked. Those h i g h  i n t e r e s t  r a t e s  presumably were a l a g g i n g  e f f e c t  of 
t h e  t i g h t  ad jus tmen t  p o l i c y  t h a t  had n o t  y e t  d i s l o d g e d  ea r l i e r  i n f l a t i o n -  
a r y  e x p e c t a t i o n s .  The s t a f f  supplement  seemed t o  c o n f i r m  t h a t  view, 
i n d i c a t i n g  t h a t  i n t e r e s t  ra tes  were tumbl ing  s h a r p l y  i n  t h e  second q u a r t e r  
of 1986. I n t e r e s t  r a t e s  had been n e e d l e s s l y  v a r i a b l e  from month t o  month, 
r e f l e c t i n g  s h o r t - r u n  changes  i n  t h e  Government 's  borrowing r equ i r emen t ;  
i t  s h o u l d  be possit,l..c! t o  m i t i g a t e  t h o s e  e f f e c t s  t h rough  t e c h n i c a l  measures  
a f f e c t i n g  tax  payments o r  th rough l i q u i d i t y  management. 

The exchange ra te  had a l s o  been h i g h l y  v a r i a b l e ,  M r .  P o l a k  c o n t i n u e d .  
A f t e r  t h e  20  p e r c e n t  d e p r e c i a t i o n  i n  1984, t h e  c u r r e n c y  had a p p r e c i a t e d  
i n  t h e  second h a l f  o f  1985 t o  a real  l e v e l  h i g h e r  t h a n  t h e  p r e d e v a l u a t i o n  
ra te .  The a u t h o r i t i e s  had aimed f o r  a f l o a t  "as c l e a n  a s  p o s s i b l e , "  
which might  have been n e c e s s a r y  i n  t h e  e a r l y  s t a g e s  of t h e  program, when 
i t  had been impor t an t  t o  d e m o n s t r a t e  t o  t h e  marke t  t h e  change i n  approach .  
Moreover ,  t h e  r e c e n t  d e c l i n e  i n  i n t e r e s t  r a t e s  might h e l p  t o  move t h e  
exchange  ra te  back t o  t h e  p r o p e r  l e v e l  from t h e  p o i n t  of v iew o f  competi-  
t i v e n e s s .  I n  a n y  e v e n t ,  somewhat g r e a t e r  p repa redness  t o  i n t e r v e n e  i n  
o r d e r  t o  r each  t h e  " p r o p e r  rate' '--on which t h e  a u t h o r i t i e s  shou ld  have a 
v iew-seemed a p p r o p r i a t e .  P r e s s u r e  on t h e  exchange r a t e  w a s  an  i n e v i t a b l e  
consequence  of t h e  d i s i n f l a t i o n  p r o c e s s ,  and t h e  a u t h o r i t i e s  shou ld  s t i c k  
t o  t h a t  p r o c e s s  u n t i l  i n t e r e s t  r a t e s  were f o r c e d  down by market f o r c e s .  
I n  t h e  absence  of a f u l l y  c o m p e t i t i v e  ra te ,  more d e f l a t i o n a r y  d o m e s t i c  
measures  would be needed t o  a c h i e v e  t h e  d e s i r e d  b a l a n c e  of payments 
improvement,  and farm income would be even  more d e p r e s s e d .  The exchange 
r a t e  c o u l d  a l s o  be h e l p f u l  i n  f o s t e r i n g  t h e  s w i t c h  t o  n o n p a s t o r a l  exports,  
which had a l r e a d y  made c o n s i d e r a b l e  p r o g r e s s ,  and i n  f a c i l i t a t i n g  t h e  
much needed l i b e r a l i z a t i o n  of imports. 

The r e s u l t  of t h e  1985 wage round,  while d i s a p p o i n t i n g ,  w a s  n o t  a s  
. s e r i o u s  as po r t r ayed  by t h e  s t a f f ,  Mr. P o l a k  s t a t e d .  Wage p o l i c y  remained 

t h e  most  impor t an t  area in which t h e  a u t h o r i t i e s  s t i l l  had t o  i n i t i a t e  
r e fo rms .  However, h e  would n o t  a t t r i b u . t e  t h e  r e s u l t  of t h e  wage round t o  
t h e  a b i l i t y  of trade un ion  p o w e r  t o  d i s t o r t  economic r e l a t i o n s h i p s .  I n  
f a c t ,  t h e  d i s t r i b u t i o n  between wage income and  p r o f i t s ,  which had been 
n e a r l y  s t a b l e  f o r  a decade ,  had been p u l l e d  s t r o n g l y  in t h e  d i r e c t i o n  of 
p r o f i t s  i n  1984/85,  and a c o r r e c t i o n  was n a t u r a l ,  c e r t a i n l y  i n  a p e r i o d  o f  
h i g h  demand f o r  l a b o r .  The l a r g e  p r o f i t s ,  t o g e t h e r  w i th  t h e  Government 's  
p o l i c i e s  on  impor t s  and o v e r a l l  demand, a l s o  s e r v e d  t o  l i m i t  t h e  impact  
on p r i c e s  of t h e  l a r g e  wage s e t t l e m e n t .  

Mr. E b r i l l  commented t h a t  t h e  New Zealand a u t h o r i t i e s  had made 
s i g n i f i c a n t  p r o g r e s s  toward t h e i r  g o a l  o f  i n c r e a s i n g  t h e  e f f i c i e n c y  and 
f l e x i b i l i t y  of t h e i r  economy. Many of  t h e  measures  t a k e n  had been  fa r -  
r e a c h i n g  and courageous .  Fe commended t h e  a u t h o r i t i e s  f o r  t h e i r  e f f o r t s ;  
i n  p a r t i c u l a r ,  h e  welcomed t h e i r  d e c i s i o n  t o  a d o p t  a comprehens ive ,  r a t h e r  
t h a n  piecemeal, approach  t o  re form.  

Great progrEss  had been made i n  r e s t r u c t u r i n g  t axes ,  n o t a b l y  t h e  
r e c e n t  comprehensive t a x  r e fo rm package,  M r .  E b r i l l  s a i d .  The r e d u c t i o n  
in m a r g i n a l  tax ra tes  on p e r s o n a l  income and t h e  i n t e n t i o n  e f f e c t i v e l y  t o  
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i n t e g r a t e  p e r s o n a l  and c o r p o r a t e  taxes were commendable. He welcomed 
t h e  i n c r e a s e d  emphas is  be ing  p l a c e d  on i n d i r e c t  t a x a t i o n  th rough  t h e  
i n t r o d u c t i o n  of t h e  goods end s e r v i c e s  tax and  t h e  i n t e n t i o n  t o  minimize  
i t s  once-off e f f e c t s  on  i n f l a t i o n a r y  e x p e c t a t i o n s .  Oc b a l a n c e ,  t h e  tat 

r e f o r m  package shou ld  c o n z r i b u t e  t o  enhanced e f f i c i e n c y  w h i l e  b r o a d e n i n g  
t h e  tax base .  

There  had been less p r o g r e s s  on t h e  f i s c a l  e x p e n d i t u r e  s i d e ,  however ,  
Mr. E b r i l l  remarked.  T o t a l  e x p e n d i t u r e  in 1985/86, a t  39 p e r c e n t  of GDP, 
s t o o d  c l o s e  t o  i t s  a l l - t i m e  h i g h .  Reducing e x p e n d i t u r e  was i m p o r t a n t  n o t  
o n l y  from t h e  sho r t - t e rm p e r s p e c t i v e  of f u r t h e r  r e d u c i n g  t h e  f i s c a l  
d e f i c i t  b u t  also from t h e  longe r - t e rm p e r s p e c t i v e  o f  c o n t a i n i n g  t h e  s i z e  
of government .  T h e  a u t h o r i t i e s  had comple ted  a comprehens ive  r e v i e w  o f  
some c a t e g o r i e s  of e x p e n d i t u r e ,  and h e  was encouraged  t h a t ,  as a r e s u l t ,  
s a v i n g s  e q u a l  t o  1 3 / 4  p e r c e n c  of GDP were e x p e c t e d  i n  1986/87. 

H e  welcomed t h e  a u t h o r i t i e s '  i n t e n t i o n  t o  s u b j e c t  p u b l i c  s e c t o r  
e n t e r p r i s e s  t o  marke t  d i s c i p l i n e ,  b u t  he  noted  t h s t  t hey  d i d  n o t  i n t e n d  
t o  p r i v a t i z e  any p u b l i c  s e c t o r  e n t i t i e s ,  M r .  E b r i l l  s a i d .  Tha t  r a i s e d  
t h e  q u e s t i o n  of whether  t h e  e x t e n s i o n  of uiarket d i s c i p l i n e  t o  t h e  s t a t e  
e n t e r p r i s e  s e c t o r  . i nc luded  t h e  p o s s i b i l i t y  of c l o s i n g  i n d i v i d u a l  e n t e r -  
prises t h a t  were not  t o o  v i a b l e .  He welcomed t h e  i n t e n t i o n  of t h e  a u t h o r -  
i t i e s  t o  proceed wi th  t h e  r e s t r u c t u r i n g  o f  major  p r o j e c t s  i n i t i a t e d  i n  
r e c e n t  y e a r s ;  h e  wondered i f  t h e r e  were any f o r e c a s t s  of t h e  c o s t  a s s o c i -  
a t e d  wi th  t h a t  e f f o r t ;  With r e s p e c t  t o  government e x p e n d i t u r e ,  t h e  
a u t h o r i t i e s  were s e t t i n g  u p  a Royal  Commission t o  review s o c i a l  p o l i c y .  
Given t h e  r e l a t i v e l y  r a p i d  i n c r e a s e  i n  t h e  s h a r e  of s o c i a l  s e r v i c e  expen- 
d i t u r e  in t o t a l  government e x p e n d i t u r e ,  t h a t  was a welcome development .  

On monetary p o l i c y ,  t h e  e x t e n s i v e  d e r e g u l a t i o n  of t h e  f i n a n c i a l  
' s e c t o r  was c l e a r l y  one  of t h e  most n o t a b l e  ach ievemen t s  of t h e  c u r r e n t  

a d m i n i s t r a t i o n ,  M r .  E b r i l l  c o n t i n u e d .  The r e s u l t a n t  ra- , id  s t r u c t u r a l  
change  in t h e  s e c t o r  c r e a t e d  u n c e r t a i n t y  c o n c e r n i n g  t h e  s t a n c e  of monetary 
p o l i c y .  I n  f a c t ,  t h e  growth ra tes  of some of t h e  monetary  a g g r e g a t e s  had 
been  v o l a t i l e  and r e l a t i v e l y  h igh .  However, t h e  a u t h o r i t i e s  had t a k e n  
s t eps  t o  enhance  t h e i r ' c o n t r o l  of l i q u i d i t y  management, which s h o u l d  h e l p  
t o  m i t i g a t e  v o l a t i l i t y .  F u r t h e r m o r e ,  b o t h  t h e  a u t h o r i t i e s '  commitment t o  
f i n a n c e  t h e  p u b l i c  s e c t o r  bor rowing  r e q u i r e m e n t  by i s s u i n g  s e c u r i t i e s  and 
t h e  b e h a v i o r  of some v a r i a b l e s - - s u c h  as  t h e  i n i t i a l  s t r e n g t h  of t h e  
exchange r a t e - - a l l  s u g g e s t e d  ?:rat monetary p o l i c y  would c o n t i n u e  t o  be  
c o n s i s t e n t  w i t h  t h e  a u t h o r i t i e s '  commitment t o  nonaccommodatkng macro- 
economic p o l i c i e s .  

A s  t h e  a u t h o r i t i e s  were wel l  aware ,  t h e  r e c e n t  wage round had demon- 
s t r a t ed  a l a c k  of f l e x i b i l i t y  i n  d e t e r m i n i n g  wage r e l a t i v i t i e s ,  Mr. E b r i l l  
o b s e r v e d .  He t h e r e f o r e  welcomed t h e  f a c t  t h a t  t h e  a u t h o r i t i e s  were 
e n c o u r a g i n g  a d e b a t e  on i n d u s t r i a l  r e l a t i o n s .  F u r t h e r m o r e ,  t h e  emphas is  
on  "compos i t e "  b a r g a i n i n g  a t  t h e  I n d i v i d u a l  i n d u s t r y  l e v e l  was p romis ing .  
On t h e  o c c a s i o n  of t h e  n e x t  wage round i t  was i m p o r t a n t  t o  encourage  n o t  
o n l y  wage f l e x i b i l i t y  b u t  also wage m o d e r a t i o n .  The r e c e n t  l a r g e  i n c r e a s e s  
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might  w e l l  have been i n e v i t a b l e  g i v e n  the preced?.ng wage f r e e z e ;  however,  
a f u r c h e r  l a r g e  wage i n c r e a s e  c o u l d  compromise New Zea land ' s  a n t i - i n f l a t i o n  
p o l i c y  and e x t e r n a l  c o m p e t i t i v e n e s s .  

On supp ly - s ide  p o l i c y ,  h e  commended t h e  a u t h o r i t i e s  f o r  t h e  numerous 
measures  t h e y  had implemented t o  improve r e s o u r c e  a l l o c a t i o n ,  Mr. E b r i l l  
remarked; i n  p a r t i c u l a r ,  government s u b s i d i e s  t o  t h e  a g r i c u l t u r a l  s e c t o r  
had been  withdrawn. However, more remained t o  be done. I n  p a r t i c u l a r ,  

. t h e  a u t h o r i t i e s  shou ld  s e e k  f u r t h e r  r e d u c t i o n s  i n  t a r i f f s  i n  manufac tu r ing .  
It w a s  a ls9 impor t an t  t h a t  i t s  t r a d i t i o n a l  t r a d i n g  p a r t n e r s  r e c o g n i z e  
New Z e a l a n d ' s  advantage  i n  areas such  as a g r i c u l t u r e  by g r a n t i n g  t h e  
c o u n t r y  access t o  t h e i r  m a r k e t s ,  e s p e c i a l l y  i f  New Zea land ' s  economic 
p o l i c y  was not  t o  be  g r e a t l y  c o m p l i c a t e d .  

The a u t h o r i t i e s  were t o  be cmmei ded f o r  t h e  d e c i s i v e  and comprehen- 
s i v e  f a s h i o n  w i t h  which they  had t a c k l e d  t h e i r  p roblems,  Mr. E b r i l l  s a i d .  
I n  p a r t i c u l a r ,  t h e  manner i n  which t h e y  had sought  a ba lance  between 
macroeconomic and microeconomic measures  t o  a t t a i n  t h e i r  g o a l s  was p r a i s e -  
worthy.  By emphasizing a s h i f t  t o  a more marke t -o r i en ted  economy, t h e  
a u t h o r i t i e s  were i n  t h e  p r o c e s s  of l a y i n g  t h e  b a s i s  f o r  s u s t a i n e d  growth.  

Mr. Vasudevan remarked t h a t  t h e  economic performance of New Zea land  
d u r i n g  1985/86 had been somewhat mixed and uneven.  The a u t h o r i t i e s  had 
been t e s t e d  wi th  t h e  q u e s t i o n  of whether  t h e  economic s t r a t e g y  pursued  
s i n c e  J u l y  1984 s h o u l d  be c o n t i n u e d  o r  l e f t  i n  mids t ream,  bug t h e  a u t h o r  
i t i e s  had r i g h t l y  dec ided  t o  proceed  wi th  t h e  c u r r e n t  s t r a t e g y  s i n c e  
imba lances  s t i l l  e x i s t e d  i n  t h e  economy. The r e s u l t s  of t h e  a d j u s t m e n t  
s t r a t e g y  would probably  take time t o  become f u l l y  a p p a r e n t ;  i n  a d d i t i o n ,  
g i v e n  t h e  l i m i t e d  e x p e r i e n c e  w i t h  l i b e r a l i z a t i o n  and d e r e g u l a t i o n ,  t h e  
speed  and n a t u r e  of t h e  r e s p o n s e s  of economic units t o  ad jus tmen t  po l ic ies  
would 'be hard  t o  p r e d i c t .  The absence  of d e f i n i t i v e  i n f o r m a t i o n  a b o u t  
t h e  s t a b i l i t y  of t h e  b e h a v i o r a l - r e l a t i o n s  posed s e r i o u s  d i f f i c u l t i e s  i n  
t a c k l i n g  t h e  i s s u e s  of i n f l a t i o n  and exchange r a t e  a p p r e c i a t i o n .  H e  d i d  
n o t  s u g g e s t  t h a t  t h e  s t r a t e g y  pursued  t h u s  f a r  s h o u l d  be  g i v e n  u p ,  o r  
t h a t  t h e r e  should  be emphasis  on s t a b i l i z a t i o n  p o l i c i e s  v e r s u s  re forms.  
H e  w a s  i n  g e n e r a l  agreement  wi th  t h e  a u t h o r i t i e s  t h a t  achievement  of 
s t a b i l i z a t i o n  g o a l s  would be c o s t l y  i n  t h e  a b s e n c e  of s t r u c t u r a l  re forms.  

Reforms were impor t an t  i n  t h e  b a r g a i n i n g  sys tem;  undoubtedly ,  nominal  
wages had i n c r e a s e d  i n  1985 a t  a f a s t e r  r a t e  t h a n  i n  1984,  and t h e  wage 
s e t t l e m e n t  e f f e c t e d  i n  1985/86 had provided  f o r  payments t h a t  were c l o s e  
t o  t h e  r eco rded  r a t e  of i n f l a t i o n ,  M r .  Vasudevan n o t e d .  But as T a b l e  9 
of t h e  r e p o r t  on r e c e n t  economic developments  i l l u s t r a t e d ,  r e a l  wages i n  
g e n e r a l  had d e c l i n e d  by a h i g h e r  p e r c e n t a g e  i n  1985 t h a n  i n  1984.  In 
a d d i t i o n ,  t h e  p r o f i t  marg ins  i n  m a n u f a c t u r i n g ,  a s  shown I n  Char t  7 of 
t h a t  repor t ,  had r i s e n  I n  1985. I n  such  a s i t u a t i o n ,  i t  cou ld  be e x p e c t e d  
t h a t  un ions  would b a r g a i n  f o r  pay increases. However, h e  hoped t h a t  
s a t i s f a c t o r y  u n d e r s t a n d i n g s  would be reached  i n  t h e  wage n e g o t i a t i o n s .  
The a u t h o r i t i e s  shou ld  be cammended f o r  t a k i n g  a n  open-ended p o s i t i o n  on 
t h e  i n s t i t u t i o n a l  r e f o m s  of t he  l a b o r  market  by  l e t t i n g  a d e b a t e  take 
p l a c e  on i n d u s t r i a l  r e l a t i o n s .  N e v e r t h e l e s s ,  i t  was not  c l e a r  how g r e a t  
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a n  impact  wage r e s t r a i n t  would have on  d o m e s t i c  demand and t h u s  on  i.ncome 
g e n e r a t i o n .  Some c l a r i f i c a t i o n  in t h a t  r e g a r d  would be a p p r e c i a t e d .  

The f i s c a l  p e r f o r m a n c e ' i n  t h e  p r e v i o u s  two f i s c a l  y e a r s  had been  
g e n e r a l l y  good,  Mr. Vasudevan commenter',. Not o n l y  had t h e r e  been a 
r e d u c t i o n  in t h e  d s f i c i t  f r m  8.9 p e r c e n t  of GDP i n  1983/84 t o  4 p e r c e n t  
i n  1985/86 b u t  a number of a c t i o n s  had b e e n  t a k e n  t o  improve r e s o u r c e  
a l l o c a t i o n  and  t o  r e f o r m  t a x a t i o n .  In a d d i t i o n ,  t h e  a u t h o r i t i e s - - i n  an  
e f f o r t  t o  keep  t h e  d e f i c i t  w i t h i n  l imits--had r e c e n t l y  s e t  up a C a b i n e t  
C o m m i t t e e  t o  r e v i e w  and  a p p r a i s e  a l l  e x p e n d i t u r e  programs. It a p p e a r e d  
from T a b l e  17 of t h e  r e p o r t  on r e c e n t  economic developments  t h a t  t h e  
f i s c a l  e f f e c t  of t h e  tax measures  in 3986187 would be s u b s t a n t i a l .  I f  
e x p e n d i t u r e  a p p r a i s a l s  l e d  t o  c u t s  i n  s p e n d i n g ,  t h e r e  would be a reduc-  
t i o n  in t h e  f i s c a l  d e f i c i t  t o  t h e  e n v i s a g e d  e x t e n t .  I n f o r m a t i o n  i n  t h e  
s t a f f  r e p o r t  on t h e  s i z e  of t h e  d e f i c i t  i n  1986/87 w a s  n o t  c l e a r ,  b u t  t h e  
s t a f f  s t a t e d  t h a t  t h e r e  s h o u l d  b e  a f u r t h e r  r e d u c t i o n  i n  t h e  f i s c a l  
d e f i c i t  from 4 p e r c e n t  of GDP i n  1985/86; h e  s u p p o r t e d  t h a t  p o s i t i o n .  
However, i t  might be asked  how f a r  t h e  d e f i c i t  s h o u l d  be reduced  i n  l i g h t  
of  t h e  e x p e c t e d  d e c l i n e  i n  rea l  income of a b o u t  1 . 5  p e r c e n t  i n  1986187. 

The c r i t i c a l  area of pol icymaking  had been  monetary p o l i c y ,  where 
f i n a n c i a l  d e r e g u l a t i o n  and i n n o v a t i o n s  had been  s u b s t a n t i a l ,  Mr. Vasudevan 
remarked.  I n  view of t h e  u n c e r t a i n t y  a b o u t  t h e  s t a b i l i t y  of t h e  demand 
f o r  money and o t h e r  b e h a v i o r a l  r e l a t i o n s h i p s ,  t h e  a u t h o r i t i e s  had l i t t l e  - 
c h o i c e  b u t  t o  c o n s t a n t l y  o b s e r v e  t h e  v a r i o u s  economic i n d i c a t o r s - - n o t a b l y  
t h e  i n t e r e s t  and exchange r a t e s - - t o  a s s e s s  monetary  c o n d i t i o n s .  Money 
s u p p l y  growth had so f a r  been r a p i d .  With p r i c e s  a t  h i g h  l e v e l s ,  t h e  
a u t h o r i t i e s  had tended  t o  f o l l o w  f i r m  monetary policy.  Reduced access t o  
t h e  p r i v a t e  s e c t o r  f o r  c e n t r a l  bank c r e d i t  was an i m p o r t a n t  method by 
which " p r i m a r y  l i q u i d i t y "  had been k e p t  w i t h i n  l i m i t s .  While t h e  au thor -  
i t i e s '  commitment t o  f u l l y  fundi 'ng t h e  p u b l i c  s e c t o r  bor rowing  r e q u i r e m e n t  
had h e l p e d  t o  advance t h e  c r e d i b i l i t y  o f  monetary  p o l i c y ,  i t  had a l s o  l e d  
t o  f i r m n e s s  i n  i n t e r e s t  r a t e s .  The p o l i c y  had had t h e  e f f e c t  of r e d u c i n g  
t h e  a b i l i t y  o f  f i n a n c i a l  i n s t i t u t i o n s  t o  expand c r e d i t ,  b u t  i t  had not 
n e c e s s a r i l y  l e d  t o  a c o r r e s p o n d i n g  r e d u c t i o n  i n  t h e  p o t e n t i a l  s p e n d i n g  
power of t h e  p r i v a t e  S e c t o r .  L i q u i d i t y  management had become complex and 
had n o t  succeeded  i n  r e d u c i n g  s h o r t - t e r m  v a r i a t i o n s  i n  i n t e r e s t  r a t e s .  

The need t o  re 'duce t h e  p u b l i c  s e c t o r  borrowing r e q u i r e m e n t  c o u l d  n o t  
b e  overemphasized in t h e  c o n t e x t  of t h e  n e c e s s i t y  of  c u r t a i l i n g  t h e  spend- 
i ng  power of t h e  p r i v a t e  s e c t o r ,  Mr. Vasudevan c o n t i n u e d .  But t h e r e  was 
a n  e q u a l l y  i m p o r t a n t  o b l i g a t i o n  t o  d e a l  w i t h  t h e  paradox of h i g h  l i q u i d i t y  
and h i g h  i n t e r e s t  ra tes  t o  b r i n g  down t h e  i n f l a t i o n  r a t e  and a t  t h e  same 
time e n s u r e  a n  a d e q u a t e  amount of i n v e s t m e n t  and i n v e n t o r y  demand. I n  
view o f  t he  m c e r t a i n  b e h a v i o r a l  r e l a t i o n s h i p s ,  i t  was d i f f i c u l t  t o  d e t e r -  
mine t h e  a p p r o p r i a t e  conduct  o f  mcnetary p o l i c y ,  bu t  a f i r m  s t a n c e  would 
p r o b a b l y  b e  p e r c e i v e d  as c r e d i b l e  i n  t h e  c i r c u m s t a n c e s .  In t h a t  s e n s e ,  
h e  c o u l d  go a l o n g  w i t h  t h e  s t a f f  a p p r a i s a l ,  b u t  t ie wondered whether  t h e r e  
c o u l d  n o t  be o t h e r  s u b t l e r  measures  of monetary  policy t o  d e a l  w i t h  t h e  
s i t u a t i o n .  
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He was i n  g e n e r a l  agreement  wi th  t h e  a s s e s s m e n t s  of t h e  e x t e r n a l  sec- 
t o r  by t h e  a u t h o r i t i e s  and t h e  s t a f f ,  M r .  Vasudevan s a i d .  H e  e s p e c i a l l y  
commended- New Z e a l a n d ' s  o f f i c i a l  development  a s s i s t a n c e  and  t h e  au tho r -  
i t i e s '  cmmi tmen t  t o  t h e  t a r g e t  of 0.7 p e r c e n t  of GNP, a s  w e l l  as r e c e n t  
a t t e m p t s  t o  adopt  a r e l a x e d  G e n e r a l i z e d  System of  P r e f e r e n c e s  for impor t s  
from deve lop ing  c o u n t r i e s .  

Mr. Archibong commented t h a t  t h e  economy o f  New Zea land  had e x p e r i -  
enced  r e l a t i v e  weakness  in 1985/86,  w i t h  g r o s s  domes t i c  o u t p u t  e s t i m a t e d  
t o  have r i s e n  by b a r e l y  1 p e r c e n t  as a g a i n s t  5 p e r c e n t  i n  1984/85. Growth 
p r o s p e c t s  f o r  1986187 were no b e t t e r  as o f f i c i a l  f o r e c a s t s  I n d i c a t e d  t h a t  
real o u t p u t  would f a l l  by abou t  1 . 6  p e r c e n t .  Much of t h e  r e c o v e r y  i n  eco- 
nomic a c t i v i t y  t h a t  c h a r a c t e r i z e d  t h e  p r e v i - u s  two y e a r s  b.ad t a k e n  p l a c e  
under  a n  expans iona ry  s t a n c e  of f i n a n c i a l  pol ic ies  and  Pcrong growth i n  
t h e  volume of e x p o r t s ,  backed by buoyan t  demand i n  t r z d i n g  p a r t n e r  coun- 
t r i e s .  Such f a v o r a b l e  c i r c u m s t a n c e s  had s i n c e  y i e l d e d  t o  s e r i o u s  
weaknesses  i n  commodity p r i c e s  and a s i g n i f i c a n t  f a l l  i n  a g r i c u l t u r a l  
o u t p u t  under  c o n d i t i o n s  of a l a r g e  wi thd rawa l  of f i s c a l  s t i m u l u s  and a 
nonaccommodating monetary p o l i c y .  

N e v e r t h e l e s s ,  g i v e n  t h e  growing i n f l a t i o n a r y  e x p e c t a t i o n s  and t h e  
s u r g e  i n  wage e a r n i n g s ,  t h e  a u t h o r i t i e s  s h o u l d  p e r s e v e r e  i n  t h e i r  t i g h t  
monetary  and f i s c a l  p o s t u r e ,  Mr. Archibong con t inued .  Thus f a r ,  t h e  mone- 
t a r y  p o l i c y  s t a n c e  remained f i r m ,  as i n d i c a t e d  by t h e  b e h a v i o r  of  i n t e r e s t  
ra tes  and t h e  exchange r a t e  and t h e  slowdown i n  c r e d i t  expans ion .  The 

- commitment on t h e  p a r t  of t h e  a u t h o r i t i e s  t o  f u l l y  fund  t h e  p u b l i c  s e c t o r  
borrowing r equ i r emen t  was encourag ing .  But i t  w a s  n e c e s s a r y  t o  make 
p r o g r e s s  i n  lower ing  government bor rowing  needs ;  o t h e r w i s e ,  t h e  p r i v a t e  
s e c t o r ,  which bought most  of t h e  government d e b t  i n s t r u m z n t s ,  would b e a r  
a d i s p r o p o r t i o n a t e  c o s t  of t h e  burden of ad jus tmen t .  The a u t h o r i t i e s  must 
a l s o  mon i to r  t h e  impact of monetary  p o l i c y  measures  i n  o r d e r  t o  e n s u r e  
t h a t  r ea l  o u t p u t  and employment c o s t s  of t h e  ad jus tmen t  p rocess  were k e p t  
w i t h i n  economica l ly  t o l e r a b l e  limits. 

The a u t h o r i t i e s  had r e c o r d e d  some success on t h e  f i s c a l  f r o n t ,  
Mr. Archibong no ted .  T h e  f i s c a l  d e f i c i t  had been reduced ,  and t h e  
a u t h o r i t i e s  were committed t o  a f u r t h e r  r e d u c t i o n  over t h e  medium term. 
Although t h e  d e f i c i t ,  c u r r e n t l y  a t  a b o u t  4 p e r c e n t  of g r o s s  domes t i c  
p roduc t ,  might  s t i l l  be h i g h ,  t h e  measures  a l r e a d y  i n  place t o  c o n t a i n  
spending  appeared  t o  be a p p r o p r i a t e .  Noteworthy were t h e  phas ing  o u t  of  
a g r i c u l t u r a l  s u b s i d i e s ,  t h e  g r a d u a l  r a i s i n g  of  c h a r g e s  on goods and  s e r  
v i c e s  provided  by t h e  p u b l i c  s e c t o r  t o  l e v e l s  s u f f i c i e n t  t o  . cover  c o s t s ,  
and t h e  i n t r o d u c t i o n  o f  measures  t o  improve t h e  e f f i c i e n c y  of s ta te-owned 
e n t e r p r i s e s  and t o  broaden t h e  tax base .  The a u t h o r i t i e s  shou ld  n o t ,  i n  
t h e  ex is t ing  c i r c u m s t a n c e s ,  r e s o r t  t o  t a x  i n c r e a s e s  t o  f u r t h e r  r educe  
f i s c a l  d i s e q u i l i b r i u m .  Such an  a c t i o n  c o u l d  undermine t h e  p r o s p e c t i v e  
b e n e f i t s  of t h e  pending f a r - r e a c h i n g  re form of t h e  tax  s y s t e m .  R a t h e r ,  
t h e  ongoing rev iew o f  p u b l i c  e x p e n d i t u r e  p o l i c i e s  s h o u l d  p r o v i d e  a n  
e x c e l l e n t  o p p o r t u n i t y  t o  c r i t i c a l l y  assess p u b l i c  e x p e n d i t u r e  p r i o r i t i e s  
w i t h  a view t o  subs  t a n t i a l l y  r e d u c i n g  government spending  through expendi-  
t u r e  c u t s .  Such f i s c a l  a d j u s t m e n t  would ease upward p r e s s u r e  on i n t e r e s t  
ra tes  and t h e  exchan.ge r a t e  of t h e  New Zealand d o l l a r .  
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Labor market r i g i d i t i e s  c o n s t i t u t e d  a f o r m i d a b l e  problem t h a t  must 
be t a c k l e d  e f f e c t i v e l y ,  Mr. Archibong s t a t e d .  Not l ea s t  was t h e  problem 
of wage d e t e r m i n a t i o n ,  which f a i l e d  t o  b e a r  a n  a p p r o p r i a t e  r e l a t i o n s h i p  
t o  economic r e a l i t i e s .  I f  l a b o r  c o n t i n u e d  t o  show a l a c k  o f  m o d e r a t i o n  
i n  i t s  demands, a s  was t h e  case a t  p r e s e n t ,  t h e  a u t h o r i t i e s  s h o u l d  s e e k  
t o  promote an  u n d e r s t a n d i n g  w i t h  u n i o n s  and employers  in t h e  i n t e r e s t  of 
wage modera t ion  i n  t h e  economy. The need  f o r  r e g u l a t o r y  r e f o r m  was most 
pressing i n  t h e  l a b o r  m a r k e t .  I n  t h a t  c o n n e c t i o n ,  t h e  ongoing d e b a t e  
i n i t i a t e d  by t h e  a u t h o r i t i e s  on t h e  i n d u s t r i a l  r e l a t i o n s  framework was 
welcome; he hoped t h a t  i t  would h e l p  c l a r i f y  l a b o r  i s s u e s  and pave t h e  
way f o r  l a b o r  market r e f o r m  t h a t  c o u l d  p r o v i d e  t h e  much needed c o n d i t i o n s  
conducive  t o  pay r e s t r a i n t .  

The New Zealan'd a u t h o r i t i e s  were t o  be commended f o r  t h e i r  commit- 
ment t o  d e r e g u l a t i o n ,  r e l i a n c e  o n  marker; f o r c e s ,  and a l i b e r a l  t r a d e  
p o l i c y ,  M r .  Archibong remarked. The s h i f t  of p o l i c y  emphas is  from a 
p r e o c c u p a t i o n  wi th  t h e  management of a g g r e g a t e  demand t o  d e r e g u l a t i o n  
r e f l e c t e d  t h e  a u t h o r i t i e s '  b e l i e f  i n  t h e  removal of d i s t o r t i o n s  of m a r k e t  
s i g n a l s  r e s u l t i n g  in a n  e f f i c i e n t  a l l o c a t i o n  of r e s o u r c e s .  The acceler- 
a t i o n  i n  t h e  p r o c e s s  of t r a d e  l i b e r a l i z a t i o n  was b e i n g  p u r s u e d  i n  many 
ways,  i n c l u d i n g  t h e  p h a s i n g  o u t  o f  v a r i o u s  e x p o r t  i n c e n t i v e  schemes and 
t h e  d i s m a n t l i n g  of t h e  impor t  l i c e n s i n g  sys tem f o r  c e r t a i n  s e c t o r s  of t h e  
economy. However, f o r  New Zea land  t o  f u l l y  r e a p  t h e  b e n e f i t  of i t s  t r a d e  
l i b e r a l i z a t i o n  measures ,  i t s  t r a d i n g  p a r t n e r s  must.  r e c i p r o c a t e  w i t h  a n  
e q u a l l y  open __ t r a d i n g  p o l i c y ,  f r e e  from p r o t e c t i o n i s m .  

New Z e a l a n d ' s  c o n t i n u e d  a d h e r e n c e  t o  t h e  UN t a r g e t  of 0 .7  p e r c e n t  of  
GNP f o r  o f f i c i a l  development a s s i s t a n c e  was commendable, M r .  Archibong 

. commented. H e  welcomed t h e  a u t h o r i t i e s '  p l a n  t o  ra i se  t h e i r  ass is tance 
from 0,.22 p e r c e n t  i n  1984/85 t o  0.51 p e r c e n t  of GNl? by 1991.  He hoped 
t h a t  t h e  c u r r e n t  r e v i e w  by t h e  a u t h o r i t i e s  of t h e  G e n e r a l i z e d  System of 
P r e f e r e n c e s  would l e a d  r o  g r e a t e r  a s s i s t a n c e  t o  d e v e l o p i n g  c o u n t r i e s  i n  
t h e  form of a g e n e r a l l y  lower l e v e l  of t a r i f f s .  

The s t a f f  r e p r e s e n t a t i v e  from t h e  European Department  s a i d  t h a t  t h e  
package of f i s c a l  measures  announced i n  May 1986 had improved t h e  p r o s p e c t s  
f o r  t h e  b u d g e t a r y  a c c o u n t s  f o r  1986/87. However, a number of o t h e r  f a c t o r s ,  
i n c l u d i n g  c y c l i c a l  f a c t o r s ,  t ended  t o  ra ise  t h e  d e f i c i t .  T h e r e f o r e ,  i n  t h e  
a b s e n c e  of a d d i t i o n a l  measures ,  i t  was l i k e l y  t h a t  t h e  budget  d e f i c i t  i n  
1986/87 would i n c r e a s e ,  p r o b a b l y  t o  a b o u t  4 112-5 p e r c e n t  of GDP. Some of 
t h e  measures  t h a t  had been t a k e n  i n  May 1986 t o  r e d u c e  p u b l i c  e x p e n d i t u r e  
programs would n o t  r e s u l t  i r i  e q u i v a l e n t  s a v i n g s  i n  t h e  rea l  r e s o u r c e s  
a b s o r b e d  by t h e  p u b l i c  s e c t o r .  While t h e y  would lower  t h e  d e f i c i t ,  t h e y  
would not  r e d u c e  p r e s s u r e s  i n  t h e  f i n a n c i a l  marke t .  The a u t h o r i t i e s  d i d  
n o t  have a f i r m  t a r g e t  f o r  t h e  s i z e  of t h e  budget  d e f i c i t  o v e r  t h e  medium 
term, b u t  i n  broad terms t h e y  a c c e p t e d  t h e  n o t i o n  t h a t  t h e  u n d e r l y i n g  
d e f i c i t  s h o u l d  n o t  exceed t h e  amount r e q u i r e d  t o  f i n a n c e  n e t  a d d i t i o n s  t o  
t h e  s t o c k  of  r e a l  and f i n a n c i a l  a s s e t s  owned by t h e  p u b l i c  s e c t o r .  Such 
a t a r g e t  would n o t  n e c e s s a r i l y  be i n c o m p a t i b l e  w i t h  p r o g r e s s  toward  p r i c e  
s t a b i l i t y ,  a l t h o u g h  i t  c o u l d  be a rgued  t h a t  a more a m b i t i o u s  t a r g e t  would 
be desirable t o  enhance t h e  economy's growth potential. 
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Ln March 1985 t h e  a u t h o r i t i e s  had  p u b l i s h e d  medium-term f i s c a l  
s c e n a r i o s  t h a t  env i saged  a redi-i-t ion i n  t h e  d e f i c i t  t o  abou t  3 1 / 2  p e r c e n t  
o f  GDP by 1.987/88, t h e  s t a f f  r e p r e s e n t a t i v e  c o n t i n u e d .  The s c e n a r i o s ,  
which were i n t e n d e d  t o  e n c o a r a g e  p u b l i c  d e b a t e  on t h e  s t a t e  of t h e  p u b l i c  
f i n a n c e s ,  had been based on a number of a s sumpt ions  abou t  t h e  macroeconomic 
o u t l o o k  and on policies t h a t  had a l r e a d y  been in p l a c e .  The o u t l o o k  had 
worsened s i n c e  t h a t  time, b u t  r e v i s e d  medium-term f i n a n c i a l  s c e n a r i o s  had 
n o t  been p u b l i s h e d  pending t h e  outcome of t h e  p u b l i c  e x p e n d i t u r e  rev iew.  

The i n t r o d u c t i o n  of t h e  goods and services t a x  was n e c e s s a r y  i n  o r d e r  
t o  a l l o w  t h e  a u t h o r i t i e s  t o  r educe  t h e  h i g h  rates of p e r s o n a l  income tax,  
t h e  s t a f f  r e p r e s e n t a t i v e  remarked.  While  t h e  t o p  m a r g i n a l  income tax r a t e  
of 48 percen t  r e s u l t i n g  from t h e  reform c o u l d  s t i l l  be c o n s i d e r e d  h i g h ,  
t h e  scope  € o r  f u r t h e r  r e d u c t i o n  a t  p r e s e n t  was l i m i t e d  g i v e n  t h e  need t o  
lower  t h e  budget d e f i c i t .  I n i t i a l l y ,  t h e  a u t h o r i t i e s  had i n t e n d e d  t o  
i n t r o d u c e  a tax re form Tackage t h a t  would be revenue  n e u t r a l .  However, 
revenue  n e u t r a l i t y  would have r e q u i r e d  a rate of t h e  goods and  s e r v i c e s  
t a x  i n  excess of 10 p e r c e n t  which, i t  was f e a r e d ,  would have c r e a t e d  
problems of tax compl iance .  In t h e  e v e n t ,  t h e  package t h a t  was i n t r o d u c e d  
e n t a i l e d  a C O S C  t o  t h e  budget  of $NZ 750 m i l l i o n  i n  a f u l l  y e a r ,  b u t  p a r t  
of t h a t  c o s t  would be o f f s e t  by f i s c a l  d r a g  e s t i m a t e d  a t  $ M .  400 m i l l i o n  
i n  1986/87. 

I t  cou ld  be a rgued  t h a t ,  because  of  t h e  l a r g e  i n c r e a s e  i n  wages t h a t  
had t a k e n  place i n  t h e  l a t e s t  round and  t h e  worsening-of  t h e  f i s c a l  out-  
look, t h e  i n t r o d u c t i o n  of income tax  r e d u c t i o n s  shou ld  p robab ly  b e  d e l a y e d ,  
t h e  s t a f f  r e p r e s e n t a t i v e  s a i d .  However, a d e l a y  c o u l d  undermine t h e  c red -  
i b i l i t y  o f  t h e  a u t h o r i t i e s '  s t r a t e g y .  The a u t h o r i t i e s  had r e j e c t e d  t h a t  
op t io r ; ,  bu t  t h e  measures  t h a t  t h e y  had t a k e n  r e c e n t l y  t o  raise c h a r g e s  
f o r  goods and s e r v i c e s  provided  by t h e  p u b l i c  s e c t o r ,  t o g e t h e r  w i t h  t h e  
e f f e c t s  of f i s c a l  d r a g ,  would t e n d  t o  modera te  t h e  growth i n  r ea l  p e r s o n a l  
d i s p o s a b l e  incomes. 

The a u t h o r i t i e s  were concerned  abou t  t h e  p o t e n t i a l  i n . f l a t i o n a r y  
i m p l i c a t i o n s  of t h e  i n t r o d u c t i o n  of t h e  goods and s e r v i c e s  t a x  (GST) ,  b u t  
t hey  hoped t h a t  t h e  wage e a r n e r s  would accept t h a t  income tax r e d u c t i o n s  
provided  s u f f i c i e n t  compensa t ion  f o r  t h e  p r i c e  e f f e c t s  of t h e  GST, t h e  
s t a f f  r e p r e s e n t a t i v e  s t a t e d .  It was i m p o r t a n t  t o  m a i n t a i n  firm f i n a n c i a l  
pol ic ies  t o  minimize any  i n f l a t i o n a r y  e f f e c t s .  

A s  in o t h e r  c o u n t r i e s  where t h e  pace  of d e r e g u l a t i o n  had been r a p i d ,  
i t  had become d i f f i c u l t  t o  assess monetary  c o n d i t i o n s  and t h e  s t a n c e  of 
monetary  p o l i c y  i n  New Zea land ,  t h e  s t a f f  r e p r e s e n t a t i v e  commented. 
S i n c e  monetary a g g r e g a t e s  were c l e a r l y  i n f l u e n c e d  by t h e  r e i n t e r m e d i a t i o n  
of  f i n a n c i a l  f l ows ,  t h e  s t a f :  had a t t a c h e d  more we igh t  t o  t h e  b e h a v i o r  o f  
i n t e r e s t  rates and t h e  exchange ra te ,  which s u g g e s t e d  t h a t  monetary con- 
d i t i o n s  h;d been t i g h t  d u r i n g  1985 and e a r l y  1986.  R e c e n t l y ,  t h e  r a t e  of 
monetary  growth had a l s o  s lowed,  on a q u a r t e r  o v e r  q u a r t e r  b a s i s ,  t e n d i n g  
t o  conf i rm t h e  judgment t h a t  monetary  p o l i c y  had been e x e r t i n g  a r e s t r a i n -  
ing i n f l u e n c e  on i n f l a t i o n  and demand. However, t h e  growth o f  monetary 
a g g r e g a t e s  w a s  s t i l l  h i g h ,  and  t h e r e  w a s  some way t o  go b e f o r e  monetary 
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developments  c o u l d  be viewed a s  b e i n g  f u l l y  c o m p a t i b l e  w i t h  t h e  a u t h o r -  
i t i e s '  medium-term o b j e c t i v e  of a c h i e v i n g  a low and  s t a b l e  r a t e  of 
i n f l a t i o n .  

The r e c e n t  pronounced f a l l  i n  i n t e r e s t  r a t e s  was due  i n  p a r t  t o  t h e  
d e c l i n e  i n  i n t e r n a t i o n a l  i n t e r e s t  rates and  t h e  weakening of economic 
a c t i v i t y  i n  New Z e a l a n d ,  which had dampened t h e  demand f o r  c r e d i t ,  t h e  
s t a f f  r e p r e s e n t a t i v e  e x p l a i n e d .  However, t h e  f a c t  t h a t  long-term r a t e s  
had a l s o  f a l l e n  s h a r p l y  s u g g e s t e d  t h a t  c o n f i d e n c e  f a c t o r e  had a l so  p l a y e d  
an i m p o r t a n t  r o l e .  I n  p a r t i c u l a r ,  i n f l a t i o n a r y  e x p e c t a t i o n s  a p p e a r e d  t o  
have a b a t e d  f o l l o w i n g  t h e  p u b l i c a t i o n  of t,:e March f i g u r e  f o r  t h e  consumer 
p r i c e  i n d e x ,  which had been s i g n i f i c a n t l y  l o w e r  t h a n  e x p e c t e d .  A l s o ,  t h e  
o u t t u r n  f o r  t h e  budget  d e f i c i t  i n  1985186 had been lower  t h a n  t h e  m a r k e t  
had e x p e c t e d ,  which had c o n t r i b u t e d  t o  s t r e n g t h e n e d  c o n f i d e n c e .  Although 
t h e  package of e x p e n d i t u r e  c u t s  i n t r o d u c e d  i n  Hay had beel, g e n e r a l l y  w e l l  
r e c e i v e d ,  i t  was u n l i k e l y  t o  have been a major  f a c t o r ;  most of t h e  d e c l i n e  
i n  i n t e r e s t  rates had t a k e n  p l a c e  b e f o r e  t h e  announcement of t h e  package. 

T h e r e  had been no s i g n i f i r d n t  change i n  t h e  b a s i c  t h r u s t  o f  monetary 
p o l i c y ,  t h e  s t a f f  r e p r e s e n t a t i v e  s t a t e d .  The a u t h o r i t i e s  c o n t i n u e d  t o  
a i m  a t  f u n d i n g  t h e  budget  d e f i c i t  th rmgk;  sa les  o f  government s e c u r i t i e s  
i n  t h e  domest ic  marke t .  However, s h o r t - t e r m  l i q u i d i t y  management p o l i c y  
c o u l d  n o t  a lways a c h i e v e  i t s  o b j e c t i v e  o f  m a i n t a i n i n g  pr imary  l i q u i d i t y  
a t  a c o n s t a n t  l e v e l ,  a s  i t  was d i f f i c u l t  t o  f o r e c a s t  w i t h  p r e c i s i o n - a l l  
t h e  f a c t o r s  t h a t  impinged on l i q u i d i t y  c o n d i t i o n s .  A small  u n i n t e n d e d  
i n c r e a s e  i n  pr imary l i q u i d i t y  a p p e a r e d  t o  have o c c u r r e d  i n  May, c o n t r i b u t -  
i n g  t o  t h e  f a l l  in i n t e r e s t  r a t e s ,  buL t h e  a u t h o r i t i e s  had t a k e n  c o r r e c t i v e  

. a c t i o n  i n  J u n e  by s t e p p i n g  u p  t h e i r  o p e r a t i o n s  i n  t h e  money marke t .  

The h i g h  ra te  of  growth of ,  c r e d i t  t o  t h e  Government in t h e  y e a r  t o  
December 1985 had been l a r g e l y  a n  a b e r r a t j q n ,  t h e  s t a f f  r e p r e s e n t a t i v e  
n o t e d .  F i g u r e s  f o r  t h e  y e a r  t o  March 1986 showed t h a t  t h e  r a t e  of growth  
of  c r e d i t  t o  t h e  Government had slowed down s h a r p l y  t o  a b o u t  15 p e r c e n t .  
The i n c r e a s e  i n  t h e  y e a r  t o  December 1985 had been a s s o c i a t e ?  i n  p a r t  
w i t h  e x c e p t i o n a l l y  l a r g e  c a p i t a l  i n f l o w s  in t h e  December q u a r t e r  of 1984,  
which had h e l p e d  t o  f i n a n c e  a l a r g e  p a r t  of t h e  budget  d e f i c i t ,  t h u s  
o b v i a t i n g  t h e  need f o r  t h e  Government t o  borrow d o m e s t i c a l l y .  By c o n t r a s t ,  
f o r e i g n  f i n a n c i n g  of t h e  d e f i c i t  in t h e  December q u a r t e r  of  1985 had n o t  
b e e n  s i g n i f i c a n t .  

The s t a f f  s h a r e d  t h e  c o n c e r n s  e x p r e s s e d  by many D i r e c t o r s  a b o u t  t h e  
outcome of t h e  1985186 wage round,  t h e  s t a f f  r e p r e s e n t a t i v e  s a i d .  The 
l a t e s t  f i g u r e s  s u g g e s t e d  t h a t  t h e  i n c r e a s e s  f o r  t h e  p r i v a t e  s e c t o r  were 
a b o u t  16 112 p e r c e n t ,  s l i g h t l y  more t h a n  i n d i c a t e d  i n  t h e  r e p o r t ;  i n c r e a s e s  
amounted t o  2 5  p e r c e n t  f o r  t h e  p u b l i c  s e c t o r .  Under p r e s e n t  a r r a n g e m e n t s  
f o r  t h e  d e t e r m i n a t i o n  of wages, a t r i p a r t i t e  wage c o n f e r e n c e  took p l a c e  
b e f o r e  t h e  b e g i n n i n g  of e a c h  r o u n d ,  and t h e  1986 c o n f e r e n c e  was c u r r e n t l y  
u n d e r  way. The Government had s t ressed t h a t  i t  d i d  n o t  view the c o n f e r e n c e  
a s  t h e  a p p r o p r i a t e  p l a c e  t o  b e g i n  n e g o t i a t i o n s  f o r  1686/87 b u t  r e g a r d e d  i t  
o n l y  a s  a forum €or  d i s s e m i n a t i n g  i n f o r m a t i o n  on t h e  s t a t e  of t h e  economy 
and i t s  p o l i c y  i n t e n t i o n s .  The a u t h o r i t i e s  had emphasized t h e  p o i n t  t h a t  
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l a r g e  j.ncreases i n  wages would have  a d v e r s e  e f f e c t s  on employment and 
o u t p u t  growth.  
f o r  a wage pause  mt i l  t h e  i n d u s t r i a l  framework w a s  re formed.  
t h a t  s u g g e s t i o n  had been r e j e c t e d  by t h e  u n i o n s  and by t h e  Government, 
which had  s t a t e d  t h a t  t h e  rekorm c o u l d  n o t  be  implemented f a s t  enough t o  
make t h a t  i d e a  p r a c t i c a l .  The o f f i c i a l  macroeconomic f o r e c a s t s  were 
bzsed  on t h e  essumpt ion  t h a t  t h e  a v e r a g e  i n c r e a s e  i n  wages i n  t h e  n e x t  
wage round would be a b o u t  8 p e r c e n t .  P r i v a t e  f o r e c a s t e r s  p r e d i c t e d  
somewhat h i g h e r  numbers. 
i n t r o d u c t i o n  of t h e  goods and services tax and i n  p a r t i c u l a r  whether  t h e  
un ions  would a g r e e  no:. t o  a s k  f o r  compensa t ion  f o r  t h e  p r i c e  e f f e c t s  of  
t h a t  tax. 

Employers had s u b m i t t e d  a pape r  t o  t h e  c o n f e r e n c e  c a l l i n g  
However, 

The main f a c t o r  of u n c e r t a i n t y  l a y  w i t h  t h e  

The c u r r e n t  accoun t  of t h e  b a l a n c e  of p y m e n t s  was l i k e l y  t o  improve 
markedly  i n  1986 /37  and 1?87/38, t h e  s t a f f  r e p r e s e n t a t i v e  commented. He 
e x p e c t e d  t h e  d e f i c i t  f o r  1986/87 t o  be somewhat lower  t h a n  t h e  3 1 / 2  per- 
c e n t  of GDP i n d i c a t e d  i n  t h e  s t a f f  r e p o r t  because  t h e  e f f e c t s  of t h e  
d e c l i n e  i n  o i l  p r i c e s  had no t  been r e f l e c t e d  i n  t h e  f o r e c a s t  and because  
t h e  e f f e c t  of t h e  temporary  f a c t o r s  t h a t  had t ended  t o  raise t h e  d e f i c i t  
i n  t h e  l a s t  quarter of 1985/86 would be r e v e r s e d  i n  1986/57. Fu r the rmore ,  
g i v e n  t h e  p r e s e n t  and  p r o s p e c t i v e  weakness of  commodity p r i c e s ,  a s i g n i f i -  
c a n t  amount of d i s i n v e s t m e n t  i n  t h e  farm s e c t o r  would t a k e  p l a c e ,  t h e r e b y  
b o o s t i n g  a g r i c u l t u r a l  e x p o r t s  i n  t h e  s h o r t  run.  

- F o r  t h e  medium term, a n  improvement i n  c o m p e t i t i v e n e s s  would be 
n e c e s s a r y  t o  r educe  t h e  c u r r e n t  a c c o u n t  d e f i c i t ,  t h e  s t a f f  r e p r e s e n t a t i v e  
s a i d .  The a u t h o r i t i e s  would welcome a d e c l i n e  i n  t h e  rea l  exchange ra te  
b u t  t h e y  d id  no t  b e l i e v e  t h a t  o f f i c i a l  i n t e r v e n t i o n  i n  t h e  f o r e i g n  exchange 
marke t  c o u l d  h e l p  a c h i e v e  a permanent improvement in t h e  c o m p e t i t i v e n e s s ,  
a s  such  i n t e r v e n t i o n  would undermine t h e  o b j e c t i v e s  o f  monetary p o l i c y .  
The r e s t o r a t i o n  of c o m p e t i t i v e n e s s  cou ld  be ach ieved  o n l y  g r a d u a l l y ,  
t h rough  t h e  main tenance  of f i r m . f i n a n c i a 1  policies,  f u r t h e r  p r o g r e s s  i n  
r educ ing  t h e  s t r u c t u r a l  component of t h e  budget  d e f i c i t ,  and re form o f  
t h e  l a b o r  markets t o  r e d u c e  p r e s s u r e s  on  wages and wage c o s t s .  

The h igh  l e v e l  of wage i n c r e a s e s  i n  t h e  r e c e n t  p a s t  and t h e  weakness  
of c o m p e t i t i v e n e s s  had n o t  d e t e r r e d  t h e  a u t h o r i t i e s  from t h e i r  p u r s u i t  of 
t r a d e  l i b e r a l i z a t i o n ,  t h e  s t a f f  r e p r e s e n t a t i v e  s t a t e d .  While t h e  p rac t ica l  
d i f f i c u l t i e s  c o n s t r a i n i n g  l i b e r a l i z a t i o n  should  n o t  be u n d e r e s t i m a t e d ,  i t  
was encouraging  t h a t  v a r i o u s  s e c t o r s  t h a t  were a d v e r s e l y  a f f e c t e d  by t h e  
main tenance  of r e s t r i c t i o n s  were u r g i n g  t h e  a u t h o r i t i e s  t o  speed  up t h e  
pace of l i b e r a l i z a t i o n ,  and it was l i k e l y  t h a t  f u r t h e r  progr -ess  would be  
made g r a d u a l l y .  

D e t a i l e d  h i s t o r i c a l  d a t a  o n  c a p i t a l  movements were n o t  a v a i l a b l e  
beyond 1903 '33 ,  t h e  s t a f f  r e p r e s e n t a t i v e  f r m  t h e  European Department  s a i d .  
However, t h e  o v e r s e a s  exchange t r a n s a c t i o n s  d a t a  p r e s e n t e d  on page 7 5  of  
t h e  r e p o r t  on  r e c e n t  economic developments  gave  some u s e f u l  i n f o r m a t i o n  
on t h e  compos i t ion  of  c a p i t a l  f l o w s .  
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The s t a f f  r e p r e s e n t a t i v e  from t h e  Exchange and  T r a d e  R e l a t i o n s  
J e p a r t m e n t  commented t h a t  exchange r a t e  i n t e r v e n t i o n  p e r  se would i n v i t e  
ques t ic ins  c o n c e r n i n g  monetary managemenr under d e r e g u l a t i o n  and  t h e  
a u t h o r i t i ' e s '  approach t o  s t e r i l i z a t i o n  o r  n o n s t e r f l i z a t i o n  of s u c h  opera-  
t i o n s .  There  seemed t o  be a t r a d e - o f f :  an t h e  one h a n d ,  i n t e r v e n t i o n  
might  a l l o w  t h e  a u t h o r i t i e s  t o  s i g n a l  what  t h e y  c o n s i d e r e d  t o  be t h e  
z ~ p r o p r i a t e  exchange r a t e  o r  t o  res i s t  a d e v i a t i o n  t h e r e f r o m ;  on t h e  
o t h e r  hand,  p a r t i c u l a r l y  in t h e  c u r r e n t  envi ronment  of u n c e r t a i n t y  o v e r  
growth rates o f  monetary a g g r e g a t e s ,  t h e r e  might  b e  some q u e s t i o n  a b o u t  
t h e  immediate  i n t e n t  of t h e  a u t h o r i t i e s  r e g a r d i n g  monetary  growth  and 
monetary p o l i c y  g e n e r a l l y .  Moreover ,  t h a t  a c t i o n  might  c a l l  t o  q u e s t i o n  
t h e  longer- term i n t e n t .  of t h e  a u t h o r i t i e s  t o  remain  committed t o  a com- 
p l e t e l y  f r e e  f loa t - -a  measure t h a t  had been t a k e n  i n i t i a l l y  t o  c o n v i n c e  
t h e  p u b l i c  of a new e ra  i n  economic pol icymaking.  It would b e  u s e f u l  f o r  
t h e  a u t h o r i t i e s  t o  i n d i c a t e  more s p e c i f i c a l l y  t h e i r  i n t e n t  on f i n a n c i a l  
t a r g e t s  o v e r  t h e  medium term s o  as  t o  e s t a b l i s h  p u b l i c  c o n f i d e n c e  i n  t h o s e  
t a r g e t s  b e f o r e  t h e y  a t t e m p t e d  t o  change t h e i r  p o l i c y  on i n t e r v e n t i o n .  

M r .  Rye observed  t h a t  t h e  p r e s e n t  w a s  a t e s t i n g  t i m e  f o r  New Z e a l a n d ' s  
economic s t r a t e g y ,  e x e m p l i f i e d  by t h e  c o n f r o n t a t i o n  between t h a t  medium- 
tern s t r a t e g y  and t h e  s h o r t - t e r m  problems t h a t  had a r i s e n  l a r g e l y  a s  a 
l e g a c y  of t h e  p a s t .  Some of t h o s e  problems,  such  as t h o s e  a r i s i n g  from 
wages and from t h e  p r e v i o u s  Government 's  p o l i c y  of  m a s s i v e  development  
p r o j e c t s ,  had proved t o  b e  more i n t e n s e  t h a n  f o r e s e e n .  N o n e t h e l e s s ,  t h e  
Government would c o n t i n u e  t o  pursue  v i g o r o u s l y  i-ts longer-term s t r a t e g y  
i n  t h e  b e l i e f  t h a t  a n y  o t h e r  c o u r s e  would d e s t r o y  t h e  c r e d i b i l i t y  it was 
c o n t i n u i n g  t o  b u i l d  up. 

Because of t h e  d i s a p p o i n t i n g  wages outcome t h e  p r e v i o u s  y e a r ,  incomes 
p o l i c y  had been s u g g e s t e d ,  but: t h a t  would be a comple te  t u r n a b o u t  I n  t h e  
Government 's  p o s i t i o n ,  M r .  Rye s t a t e d .  The Government c o u l d  n o t  contem- 
p l a t e  wages p l i c y  i n  i t s  medium-term s t r a t e g y ,  which was based on t h e  
need t o  make wage-f ixing p r o c e s s e s  more i n  l i n e  w i t h  economic r e a l i t i e s  
and more a t t u n e d  t o  t h e  d i f f e r e n t  p r o s p e c t s  f a c i n g  d i f f e r e n t  i n d u s t r i e s  
and t o  encourage  f l e x i b i l i t y  between s k i l l e d  and less s k i l l e d  o c c u p a t i o n s .  
?'ne Government saw its - r o l e  as e s s e n t i a l l y  e n s u r i n g  t h a t  b o t h  employers  
and t r ade  u n i o n s  were f u l l y  aware  of t h e  economic problems f a c i n g  New 
Zealand and of i t s  d e t e r m i n a t i o n  t o  pursue  a macroeconomic s t r a t e g y  t h a t  
would n o t  be accommodative t o  u n s u s t a i n a b l e  wage and s a l a r y  i n c r e a s e s .  

S p e a k e r s  had c r i t i c i z e d  t h e  l a r g e  wage s e t t l e m e n t  i n  t h e  p u b l i c  aec- 
t o r  t h e  p r e v i o u s  y e a r ,  Mr. Rye r e c a l l e d .  Undoubtedly ,  t h e  Government had 
been slow t o  a p p r e c i a t e  t h a t ,  i n  some a r e a s ,  a b u i l d u p  of s e t t l e m e n t s  was 
going  beyond what was w a r r a n t e d .  However, wages i n  o t h e r  a r e a s  of t h e  
p u b l i c  s e c t o r  had f a l l e n  s e r i o u s l y  o u t  o f  l i n e  w i t h  t h e  p r i v a t e  s e c t o r ,  
and major  a d j u s t m e n t s  had been necessary--not  o n l y  in p a r t i c u l a r  occupa- 
t i o n s  but  a c r o s s  t h e  board  a t  s e n i o r  l e v e l s .  I t  was n o t  so much t h e  s i z e  
of t h e  i n c r e a s e s  g r a n t e d  a t  t h o s e  l e v e l s  t h a t  ha, induced  a s t r o n g e r  
e f f o r t  by t h e  t r a d e  union movement as t h e  r e v e l a t i o n s  i n  t h e  c o u r s e  of 
h e a r i n g s  t h a t  t h e  wage freeze--which had been a p p l i e d  s t r o n g l y  t o  t h e  
t r a d e  union sec tor - -had  n o t  been a p p l i e d  t o  t h e  upper  e c h e l o n s  of t h e  
p r i v a t e  s e c t o r .  
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The budget t n a t  would be. p r e s e n t e d  i n  l a t e  J u l y  1986 would set o u t  
t h e  d e f i c i t  f o r  1986f87 ,  Mr. Rye n o t e d .  The f a c t o r s  l e a d i n g  t o  an  i n c r e a s e d  
budget  d e f i c i t  in 1986/87 would outweigh t h e  more f a v o r a b l e  i n f l u e n c e s ,  
i n c l u d i n g  s a v i n g s  e s t i m a t e d  t o  be SNZ 700 m i l l i o n  g r e a t e r  i n  1986f87 t h a n  
i n  1985186. O t h e r  f a v o r a b l e  i n f l u e n c e s  i n c l u d e d  t h e  r e c e n t l y  announced 
e x p e n d i t u r e  measures, which i n  i n d i c a t i v e  terms were $NZ 800 m i l l i o n ;  
f i s c a l  d r a g ;  and lower i n t e r e s t  ra tes ,  which should  h e l p  d e b t - s e r v i c i n g  
c o s t s .  However, t h o s e  f a c t o r s  would be o f f s e t  by more a d v e r s e  i n f l u e n c e s ,  
i n c l u d i n g  t h e  e f f e c t s  of a much f l a t t e r  economy; t h e  losses a s s o c i a t e d  
w i t h  major  p r o j e c t s ,  f o r  which t h e  Government was de te rmined  t o  cease 
s u b s i d i z a t i o n ;  t h e  n e t  f i s c a l  c o s t  of r e s t r u c t u r i n g  t h e  tax s y s t e m ,  which 
c o u l d  n o t  be f u r t h e r  d e f e r r e d ;  and  t h e  r i s e  i n  t h e  e x p e n d i t u r e  base  
r e s u l t i n g  from t h e  1985f86 p u b l i c  s e c t o r  wage round.  T h e r e f o r e ,  p r o g r e s s  
toward t h e  Government 's  mediun-term o b j e c t i v e s  c o u l d  be e x p e c t e d  n o t  i n  
1986J87 but  i n  t h e  y e a r s  ahead.  

Because of t h e  p r e v i o u s  Government 's  l a r g e  involvement  i n  t h e  form 
o f  g u a r a n t e e s  on markets and l o a n s ,  t h e  p r e s e n t  Government w a s  f a c e d  w i t h  
assuming t h e  f i n a n c i a l  r e s n o n s i b i l i t y  f o r  many l a r g e  p r o j e c t s ,  Mr. Rye 
e x p l a i n e d .  The Government had had t o  a g r e e  t o  f i n a n c e  n e a r l y  SNZ 1 . 2  
b i l l i o n  of d e b t s  i n c u r r e d  by N e w  Zealand S t e e l  Development. A r e f i n e r y  
p r o j e c t  amounting t o  $NZ 2 . 4  b i l l i o n  and o t h e r  p r o j e c t s  accounted  f o r  a 
t o t a l  d e b t  of $NZ 5.8 b i l l i o n ,  which w a s  v e r y  l a r g e  i n  t h e  c o n t e x t  of t h e  
N e w  Zealand economy. A t  p r e s e n t  p r i c e s  of o i l  and a l t e r n a t i v e  f u e l s ,  
t h o s e  p r o j e c t s  would make o n l y  a minimal  c o n t r i b u t i o n ,  if a n y ,  t o  i n t e r e s t  
c o s t s  o r  c a p i t a l  repayments .  I n  e f f e c t ,  because  of t h e  commitments 
e n t e r e d  i n t o  by t h e  p r e v i o u s  Government, t h e  t a x p a y e r  would have t o  t a k e  
on t h e  servicing of t h o s e  l o a n s .  

One s p e a k e r  had d e s c r i b e d  t h e  r e c e n t  f i s c a l  measures  a s  c o s m e t i c ,  
Mr. Rye r e c a l l ? d .  A c t u a l l y ,  t h e  G o v e r x e n t  had r e a l i z e d  t h e  s t r o n g  need 
t o  improve e f f i c i e n c y  i n  t h e  s t a t e  s e c t o r .  G r a n t e d ,  a s i g n i f i c a n t  p a r t  of 
t h e  f i s c a l  s a v i n g s  from t h e  " c o r p o r i z a t i o n "  of s t a t e  e n t e r p r i s e s  would 
t a k e  t h e  form of f i n a n c i n g  pushed o f f  budget .  N o n e t h e l e s s ,  e f f i c i e n c i e s  
and  s a v i n g s  would be r e a l i z e d  by e x p o s i n g  t h o s e  a c t i v i t i e s  t o  market 
d i s c i p l i n e .  For  example,  t h e  s t a t e  e n t e r p r i s e s  would have t o  r a i s e  a 
good d e a l  of t h e i r  f u t u r e  f i n a n c i n g  on t h e  market, t h e r e b y  imposing s e l f -  
d i s c i p l i n e .  They would a l s o  have t o  u s e  r e t a i n e d  e a r n i n g s  as a s o u r c e  of 
a d d i t i o n a l  r e s o u r c e s ,  and t h e y  would have t o  charge  f o r  s e r v i c e s  which i n  
t h e  p a s t  had been provided  a t  t h e  t a x p a y e r s '  expense .  Thus, t h e  demand 
on s e r v i c e s  would be r e d u c e d ,  l e a d i n g  t o  e x p e n d i t u r e  s a v i n g s .  

W i t h  respect t o  t r a d e  p o l i c y ,  t h e  progrAm f o r  r e d u c i n g  t a r i f f s  seemed 
less  a m b i t i o u s  t h a n  e n v i s a g e d ,  Mr. Rye remarked. The Government had t a k e n  
t h e  view t h a t ,  g i v e n  t h e  long  h i s t o r y  of  p r o t e c t i o n i s m  i n  New Zea land ,  i t  
was e s s e n t i a l  t o  b u i l d  a c o n s t i t u e n c y  f o r  r e f o r m ,  and  i t  was engaged i n  a 
c l o s e  c o n s u l t a t i v e  p r o c e s s  w i t h  t h e  i n d u s t r i e s  concerned .  The approach 
t h a t  had f i n a l l y  been a g r e e d  upon i n v o l v e d  somewhat s l o w e r  p r o g r e s s  t h a n  
had been e n v i s a g e d .  But t h e r e  was a q u i d  p r o  quo i n  t h e  form of a signif- 
i c a n t l y  f a s t e r  phaseout  of import l i c e n s i n g ,  which would,  i n  e f f e c t ,  be 
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removed f o r  a l m o s t  a l l  i t e m s  by 1988. T h e r e  would be a major  r e v i e w  a t  . 
t h a t  t i m e ,  w i t h  t h e  p o s s i b i l i t y  o f  a c c e l e r a t e d  p r o g r e s s  t h e r e a f t e r .  

The Chairman made t h e  f o l l o w i n g  summing up: 

E x e c u t i v e  D i r e c t o r s  e x p r e s s e d  t h e i r  c o n t i n u e d  s u p p o r t  f o r  
t h e  a m b i t i o u s  economic s t r a t e g y  i n t r o d u c e d  i n  1984 by t h e  
New Zealand a u t h o r i t i e s  w i t h  a view t o  i n c r e a s i n g  e f f i c i e n c y  and 
f l e x i b i l i t y  i n  t h e  economy, l o w e r i n g  i n f l a t i o n ,  a n d  f o s t e r i n g  
ba lanced  growth  i n  o u t p u t  and employment o v e r  t i m e .  D i r e c t o r s  
welcomed, i n  p a r t i c u l a r ,  t h e  s t r o n g  medium-term s t r u c t u r a l  
o r i e n t a t i o n  of t h e  s t r a t e g y  and i t s  emphas is  on a c h i e v i n g  con- 
s i s t e n c y  and b a l a n c e  between t h e  v a r i o u s  s t r a n d s  of p o l i c y  and 
on  improving t h e  f u n c t i o n i n g  of m a r k e t  mechanismL. 

While n o t i n g  t h e  i m p r e s s i v e  a r r a y  of s t r u c t u r a l  measures 
a d o p t e d  by t h e  a u t h o r i t i e s ,  t h e  c o n t i n u e d  h i g h  l e v e l  of a c t i v i t y  
and employrcent, and t h e  p r o g r e s s  made i n  s t r e n g t h e n i n g  t h e  
e x t e r n a l  p o s i t i o n ,  D i r e c t o r s  a l s o  o b s e r v e d  t h a t  t h e  t r a n s i t i o n a l  
c o s t s  of t h e  s t r a t e g y  had  s u r f a c e d  c l e a r l y  and  were b e i n g  exacer- 
b a t e d  by t h e  s u r g e  i n  l a b o r  e a r n i n g s  i n  t h e  1985186 wage round.  
Thus ,  D i r e c t o r s  emphasized t h a t  while p e r s e v e r a n c e  w i t h  t h e  
b a s i c  t h r u s t  of t h e  s t r a t e g y  was e s s e n t i a l ,  f u r t h e r  a d j u s t m e n t s  
i n  t h e  p r e s e n t  p o l i c y  s t a n c e ,  p a r t i c u l a r l y  i n  t h e  f i s c a l .  area,  
were n e c e s s a r y  t o  dampen i n f l a t i o n a r y  e x p e c t a t i o n s  and t o  a l l e v i -  
a t e  upward p r e s s u r e s  o n  i n t e r e s t  r a t e s  and  t h e  exchange r a t e  
which,  i f  s u s t a i n e d ,  c o u l d  have d e t r i m e n t a l  e f f e c t s  on t h e  
t r a d a b l e 9  s e c t o r  a n d  undermine t h e  s u c c e s s  of t h e  s t r a t e g y .  

D i r e c t o r s  a g r e e d  w i t h  t h e  New Zealand a u t h o r i t i e s  t h a t  f u r -  
t h e r  ad jus tment  i n  t h e  l a b o r  market  was a m a j o r  t a s k .  While 
special  f a c t o r s  had c o n t r i b u t e d  t o  t h e  h i g h  l e v e l  of s e t t l e m e n t s  
i n  t h e  r e c e n t  past, D i r e c t o r s  a l s o  c o n s i d e r e d  t h a t  i n s t i t u t i o n a l  
f e a t u r e s  of t h e  l a b o r  marke t  impai red  t h e  a t t a i n m e n t  of wage 
r e s t r a i n t  and  f l e x i b i l i t y .  Many speakers u n d e r s c o r e d  t h e  impor- 
t a n c e  of a c h i e v i n g  a marked d e c e l e r a t i o n  i n  t h e  growth  of wage 
c o s t s  i n  t h e  p e r i o d  immedia te ly  ahead .  To t h i s  e n d ,  D i r e c t o r s  
urged  t h e  a u t h o r i t i e s  t o  a d h e r e  t o  f i r m  f i n a n c i a l  p o l i c i e s  and 
t o  make i t  a b s o l u t e l y  c l ea r  t h a t  e x c e s s i v e  wage and  s a l a r y  
i n c r e a s e s  would p u t  j o b s  i n  j e o p a r d y  and r i s k  d e e p e n i n g  and 
p r o l o n g i n g  t h e  r e c e s s i o n .  The p r e s e n t  more subdued economic 
envi ronment  would,  i t  was hoped, b e  h e l p f u l  i n  f o s t e r i n g  wage 
r e s t r a i n t .  

D i r e c t o r s  emphasized i n  p a r t i c u l a r  t h a t  i t  was n e c e s s a r y  f o r  
t h e  a u c h o r i t i e s  t o  e n s u r e  a d e q u a t e  r e s t r a i n t  and  f l e x i b i l i t y  i n  
p u b l i c  s e c t o r  pay awards,  t a k i n g  i n t o  a c c o u n t  t h e  f a c t  t h a t  i n  
1985186 i n c r e a s e s  i n  p u b l i c  wages and s a l a r i e s  had exceeded t h o s e  
i n  t h e  p r i v a t e  s e c t o r  by a l a r g e  margin.  S p e a k e r s  a l s o  welcomed 
t h e  d e b a t e  on t h e  re form of t h e  i n d u s t r i a l  r e l a t i o n s  framework, 
which t h e  a u t h o r i t i e s  had r e c e n t l y  i n i t i a t e d ,  and t h e y  emphasized 
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t h a t  t h e  r e f o r m  shou ld  aim a t  p u t t i n g  i n  p l a c e  a r r angemen t s  t h a t  
a l lowed  macroeconomic c o n d i t i o n s  as  w e l l  as t h e  c i r c u m s t a n c e s  
f a c e d  by i n d i v i d u a l  f i r m s  t o  be  a d e q u a t e l y  r e f l e c t e d  i n  wage 
c o n t r a c t s .  I t  was agreed  t h a t  t h i s  would promote wage modera t ion  
as  w e l l  as wage d i f f e r e n t i a t i o n .  

D i r e c t o r s  commended t h e  a u t h o r i t i e s  f o r  t h e  f i s c a l  a d j u s t m e n t  
measures  i n t r o d u c e d  i n  t h e  p a s t  two f i n a n c i a l  y e a r s ,  which had 
c o n t r i b u t e d  t o  a marked r e d u c t i o n  i n  t h e  budget  d e f i c i t .  However, 
t h e y  r e g r e t t e d  t h e  s l i p p a g e  i n  t h e  imp lemen ta t ion  of t h e  1985/86 
budget  and s t r e s s e d  t h a t  t h e  budget  d e f i c i t  was s t i l l  r a t h e r  h igh .  
D i r e c t o r s  welcomed t h e  d e t a i l e d  rev iew o f  p u b l i c  e x p e n d i t u r e  
p o l i c i e s  under taken  by t h e  a u t h o r i t i e s  and  t h e  f a r - r e a c h i n g  
re form of t h e  t a x  sys tem announced by t h e  a u t h o r i t i e s  i n  1985. 
However, D i r e c t o r s  expres sed  conce rn  t h a t ,  on p r e s e n t  p r o s p e c t s ,  
t h e  f i s c a l  o u t l o o k  was u n c e r t a i n  and t h a t  t h e  d e f i c i t  t o  GDP r a t i o  
may r i se  i n  1986187, w h i c h  t hey  r e g a r d e d  as i n a p p r o p r i a t e .  They 
urged  t h e  a u t h o r i t i e s  t o  s e c u r e ,  w i thou t  d e l a y ,  f u r t h e r  subs t an -  
t i v e  c u t s  i n  e x p e n d i t u r e  t o  e n s u r e  a n  a p p r o p r i a t e  r e d u c t i o n  i n  
t h e  p u b l i c  s e c t o r  bor rowing  r e q u i r e m e n t .  Thus ,  D i r e c t o r s  urged  
t h a t  t h e  budget  f o r  1986/87 u n e q u i v o c a l l y  conf i rm t h e  r e s t r i c t i v e  
f i s c a l  s t a n c e  t h a t  i s  e s s e n t i a l  t o  enhance  t h e  c r e d i b i l i t y  of  
f i n a n c i a l  p o l i c i e s  and t o  p e r m i t  a t r e n d  d e c l i n e  i n  i n t e r e s t  rates.  - 

D i r e c t o r s  remarked t h a t  t h e  monetary a g g r e g a t e s  had become 
d i f f i c u l t  t o  i n t e r p r e t  because  of  t h e  sweeping d e r e g u l a t i o n  and 
t h e  ongoing  i n n o v a t i o n s  i n  t h e  f i n a n c i a l  markets. While e n d o r s i n g  
t h e  p o l i c y  o f  f u l l y  funding  t h e  p u b l i c  s e c t o r  borrowing r e q u i r e -  
ment ,  D i r e c t o r s  p o i n t e d  o u t  t h a t ,  t o  s e c u r e  r a p i d  p r o g r e s s  i n  
r educ ing  i n f l a t i o n ,  i t  w a s  e s s e n t i a l  f o r  t h e  a u t h o r i t i e s  t o  
demons t r a t e  t h a t  monetary r e s t r a i n t  would be f i r m l y  pursued .  I n  
t h a t  c o n t e x t ,  some D i r e c t o r s  expres sed  conce rn  abou t  t h e  c o n t i n u e d  
buoyancy of t h e  broad monetary a g g r e g a t e s .  

D i r e c t o r s  observed  t h a t  t h e  g a i n s  i n  c o m p e t i t i v e n e s s  t h a t  
had d e r i v e d  f r o m t h e  d e v a l u a t i o n  of J u l y  1984 had been e roded  t o  
a s i g n i f i c a n t  e x t e n t ,  and they  were concerned  t h a t ,  w i t h  t h e  per- 
s i s t e n c e  of a n  u n f a v o r a b l e  i n f l a t i o n  d i f f e r e n t i a l ,  c o m p e t i t i v e n e s s  
migh t  worsen  f u r t h e r  i n  t h e  p e r i o d  ahead .  
cou ld  r a p i d l y  undermine t h e  modest p r o g r e s s  so f a r  i n  r e d u c i n g  t h e  
e x t e r n a l  c u r r e n t  accoun t  d e f i c i t  and i n  a v o i d i n g  a f u r t h e r  r ise  
i n  e x t e r n a l  l i a b i l i t i e s .  The conta inment  of wage-cost p r e s s u r e s  
and t h e  e l i m i n a t i o n  of f i s c a l  imbalances  w i t h  a view t o  e a s i n g  
t h e  upward p r e s s u r e  on i n t e r e s t  r a t e s  and t h e  exchange r a t e  were 
t h e r e f o r e  viewed as e s s e n t i a l  i n  o r d e r  t o  s t r e n g t h e n  compe t i t i ve -  
n e s s  and t o  a c h i e v e  a s u s t a i n e d  r e d u c t i o n  i n  t h e  e x t e r n a l  c u r r e n t  
a c c o u n t  d e f i c i t ,  which w a s  p a r t i c u l a r l y  n e c e s s a r y  i n  view o f  t h e  
h i g h  l e v e l  of t h e  e x t e r n a l  deb t .  

Such a development  
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D i r e c t o r s  commended t h e  a u t h o r i t i e s  f o r  t h e  p r o g r e s s  made 
i n  r educ ing  i n d u s t r i a l  a s s i s t a n c e  and impor t  p r o t e c t i o n .  S e v e r a l  
D i r e c t o r s  added ,  however ,  t h a t  t h e  pace of r e s t r u c t u r i n g  i n  some 
s e c t o r s  covered  by i n d u s t r y  deve lopment  p l a n s  appea red  t o  be  
somewhat s low and t h a t  impor t  t a r i f f s  on a r a n g e  o f  goods remained  
v e r y  h igh .  A c c e l e r a t i n g  t h e  pace of i m p o r t  l i b e r a l i z a t i o n  would 
n o t  o n l y  s p e e d  up t h e  a d j u s t m e n t  p r o c e s s  i n  t h e  t r a d a b l e s  s e c t o r  
b u t  would a l s o  h e l p  t o  dampen i n f l a t i o n  and t o  d i s t r i b u t e  t h e  
ad jus tmen t  c o s t s  more e v e n l y  a c r o s s  s e c t o r s .  I n  p a r t i c u l a r ,  i t  
would a s s i s t  t h e  farm s e c t o r ,  which a l r e a d y  had t o  cope  w i t h  t h e  
r e g r e t t a b l e  e f f e c t s  o f  growing p r o t e c t i o n i s m  abroad  and  weak 
commodity p r i c e s  i n  a d d i t i o n  t o  h igh  i n t e r e s t  ra tes ,  exchange  
r a t e  deve lopmen t s ,  and t h e  removal  of s u b s i d i e s .  

I t  i s  expec ted  t h a t  t h e  nex t  Ar t i c l e  IV c o n s u l t a t i o n  w i t h  
N e w  Zea land  w i l l  be h e l d  on t h e  s t a n d a r d  12-month c y c l e .  

2 .  SDR ALLOCATIONS - FIFTH BASIC PERIOD - REPORT BY MANAGING DIRECTOR 
TO BOARD OF GOVERNORS AND EXECUTIVE BOARD 

The Execu t ive  D i r e c t o r s  c o n s i d e r e d  a d r a f t  of t h e  Managing Director 's  
r e p o r t  t o  t h e  Board of Governors  and t o  t h e  E x e c u t i v e  Board on t h e  ques- 
t i o n  of SDR a l l o c a t i o n s  i n  t h e  f i f t h  b a s i c  p e r i o d  (SM/86/146, 6 /19 /86) .  

_. 

Mr. Polak commented t h a t  t h e  Managing D i r e c t o r ' s  r e p o r t  w a s  a p ro  
forma requ i r emen t  under  t h e  Ar t ic les  s i n c e  h e  would have t o  s t a t e  t h a t  
t h e r e  was no b road  s u p p o r t  f o r  a n  a l l o c a t i o n  and t h a t  t h e r e f o r e  he c o u l d  
n o t  make a p r o p o s a l  a t  p r e s e n t  b u t  would do so  when a p p r o p r i a t e .  However, 
t h e r e  was more t o  t h e  q u e s t i o n  t h a n  t h a t .  The impasse  on a l l o c a t i o n s  had 
induced  t h e  I n t e r i m  C o m m i t t e e  t o  a s k  t h e  E x e c u t i v e  Board t o  g i v e  s e r i o u s  
a t t e n t i o n  to  c e r t a i n  f e a t u r e s  of t h e  SDR f o r  t h e  pu rpose  of i n c r e a s i n g  i t s  
a t t r a c t i v e n e s s  and u s e f u l n e s s .  The Board had u n d e r t a k e n  t h a t  a s s ignmen t  
and  planned t o  b e g i n  work on t h e  i s s u e  b e f o r e  t h e  Annual Meet ing  of t h e  
Boards of Governors .  The Managing Director's r e p o r t  s h o u l d  r e f l e c t  t h a t  
development .  For  t h a e  p u r p o s e ,  he s u g g e s t e d  t h a t  p a r a g r a p h  7 of t h e  com- 
muniqu6 of t h e  I n t e r i m  Committee be i n c l u d e d  i n  t h e  Managing D i r e c t o r ' s  
r e p o r t ,  p receded  by a n  e x p l a n a t o r y  i n t r o d u c t o r y  pa rag raph .  1/ I t  c o u l d  
a l s o  be  mentioned t h a t  t h e  Board i n t e n d e d  t o  d i s c u s s  t h e  i s s u e s  r a i s e d  by 
t h e  I n t e r i m  Committee p r i o r  t o  i t s  nex t  m e e t i n g .  

M r .  Nebbia s a i d  t h a t ,  l i k e  M r .  P o l a k ,  he c o n s i d e r e d  t h e  Managing 
D i r e c t o r ' s  r e p o r t  a p ro  forma s t e p  i n  a c c o r d a n c e  w i t h  t h e  Ar t ic les  of 
Agreement. He a l s o  c o n s i d e r e d  t h a t  t h e  r e p o r t  d i d  n o t  f u l l y  c o v e r  t h e  
p r e v i o u s  y e a r ' s  d i s c u s s i o n  on SDR a l l o c a t i o n s .  The Art ic les  s t a t e d  t h a t  
t h e r e  must be a long-term g l o b a l  need t o  supplement  e x i s t i n g  reserve 
assets  b e f o r e  SDRs were a l l o c a t e d ;  a number of E x e c u t i v e  D i r e c t o r s  had 
m a i n t a i n e d  t h a t  t h a t  s i t u a t i o n  had e x i s t e d  f o r  a long p e r i o d  of t i m e ,  

1/ See d r a f t  t e x t  i n  Annex. - 
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whereas o t h e r s  d i s a g r e e d .  Thus ,  i t  w a s  impor t an t  t o  i n d i c a t e  t h e  Managing 
D i r e c t o r ' s  v iews  and t h e  p o s i t i o n  of t h e  Fund, wbich vas a l s o  t h a t  a n  
a l l o c a t i o n  was needed;  t h e  d i f f i c u l t  problem was how t o  a c h i e v e  t h a t  a l l o -  
c a t i o n .  According t o  Ar t ic le  I,  o n e  purpose  of t h e  Fund was " t o  f a c i l i -  
t a t e  t h e  expans ion  and ba lanced  growth of i n t e r n a t i o n a l  t r a d e ,  and t o  
c o n t r i b u t e  the reby  t o  t h e  p r o n o t i o n  and main tenance  of h igh  l e v e l s  of 
employment." I t  was i n  l i g h t  of t h a t  Article t h a t  t h e  Managing D i r e c t o r  
s h o u l d  s t a t e  h i s  p e r s o n a l  p o s i t i o n ,  r e f l e c t i n g  t h e  s t a f f ' s  v i ews  pe rhaps  
i n  h i s  r e p o r t  t o  t h e  Board of Governors .  

Mr. Zecch in i  s t a t e d  t h a t  he had no o b j e c t i o n  t o  t h e  Managing D i r e c t o r ' s  
d r a f t  report, which d e s c r i b e d  t h e  s i t u a t i o n  i n  a formal  bu t  r e a l i s t i c  way. 
He a l s o  had no o b j e c t i o n  t o  t h e  p r o p o s a l  by Mr. P o l a k  t o  i n s e r t  pa rag raph  7 
of t h e  I n t e r i m  Committee communiqu6 i n  t h e  report. However, '.e c o n s i d e r e d  
t h a t  t h e  i n t r o d u c t o r y  wording conveyed t h e  i m p r e s s i o n  t h a t  t h e  Board was 
i n t e r e s t e d  i n  I n t r o d u c i n g  a new set of elements t o  d e c i d e  t h e  q u e s t i o n  of 
a l l o c a t i o n  whereas  t h e  q u e s t i o n  remained one of r e a c h i n g  a consensus  f o r  
a n  a l l o c a t i o n  on t h e  b a s i s  of e x i s t i n g  r u l e s .  He would p r e f e r  t o  r e t a i n  
t h e  i n t r o d u c t o r y  p a r a g r a p h s  of t h e  d r a f t  r e p o r t ,  fo l lowed  by t h e  q u o t a t i o n  
of pa rag raph  7 of t h e  I n t e r i m  Committee communiqu6 and t h e  l a s t  d e n t e n c e  
of  Mr. P o l a k ' s  p r o p o s a l .  

Mr. Lundstrom s a i d  t h a t  i t  would be a p p r o p r i a t e  t o  i n c l u d e  t h e  added 
t e x t  proposed by Mr. Polak .  Moreover ,  he  suppor t ed  t h e  i n c l u s i o n  of t h e  - 
i n t r o d u c t o r y  s e n t e n c e  sugges t ed  by M t .  Polak, which conveyed t h e  c o r r e c t  
impress ion .  

Mr. Templeman s a i d  t h a t  he  had no s t r o n g  f e e l i n g s  about  t h e  i n c l u s i o n  
of t h e  pa rag raphs  sugges t ed  by M r .  Po lak .  However, t h e  i n t r o d u c t o r y  
statement seemed t o  be an i n t e r p r e t a t i o n  of what t h e  I n t e r i m  C o m m i t t e e  
had accomplished d u r i n g  i t s  A p r i l  1986 meet ing .  F o r  example,  t h e  s e n t e n c e  
d i d  not c i t e  t h e  monetary c h a r a c t e r  of t h e  SDR t h a t  was s t r e s s e d  i n  
pa rag raph  7 of t h e  communiqug. The i n t r o d u c t o r y  s e n t e n c e  of pa rag raph  3 
of t h e  o r i g i n a l  d r a f t  r e p o r t  shou ld  be r e t a i n e d ,  fo l lowed  by t h e  i n s e r t i o n  
of paragraph  7 a s  proposed by M r .  Po lak .  

M r .  Rye s t a t e d  t h a t  he  cou ld  s u p p o r t  M r .  Polak's p r o p o s a l .  To avo id  
any problems of i n t e r p r e t a t i o n ,  he s u g g e s t e d  t h a t  Mr. P o l a k ' s  i n t r o d u c t o r y  
s e n t e n c e  be i n s e r t e d  f o l l o w i n g  p a r a g r a p h  3 .  

Mr. Sengupta  r e c a l l e d  t h a t  t h e  I n t e r i m  Commit tee 's  communiquE fol low- 
i n g  t h e  October  1985 meet ing had i n c l u d e d  a c r u c i a l  s e n t e n c e  r e i t e r a t i n g  
t h a t  t h e  SDR c o n s t i t u t e d  a n  i n t e g r a l  p a r t  of t h e  s t r u c t u r e  of t h e  Fund. 
T h a t  s e n t e n c e  had not  been r e p e a t e d  i n  t h e  A p r i l  communique b u t  s h o u l d  
no t  be l o s t  s i g h t  of and  shou ld  be  i n c l u d e d  i n  t h e  p r e s e n t  report. He 
would t h e n  have no problem w i t h  Mr. P o l a k ' s  p r o p o s a l  and i t s  mendment .  

M r .  de  Forges  s a i d  t h a t  he  s u p p o r t e d  Mr. P o l a k ' s  p roposa l  as  amended. 

Mr. Ismael s t a t e d  t h a t  he  s u p p o r t e d  Mr. S e n g u p t a ' s  p r o p o s a l .  
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M r .  Templeman s u g g e s t e d  t h a t  i t  would n o t  be w i s e  t o  i n c l u d e  selec- 
t i v e  q u o t a t i o n s  from p r e v i o u s  communiqu6s. 

The Chairman commented' t h a t  a s  t h e  r e p o r t  was i s s u e d  o n l y  e v e r y  f i v e  
y e a r s ,  i t  m i g h t  be h e l p f u l  t o  i n c l u d e  some of t h e  l e g i s l a t i v e  i n p u t  of 
t h e  I n t e r i m  Commit tee over  t h a t  p e r i o d .  

Mr. Z e c c h i n i  s u g g e s t e d  t h a t  one s o l u t i o n  would be t o  a v o i d  q u o t a t i o n s  
and t o  r e t a i n  o n l y  t h e  f i r s t  s e n t e n c e  of p a r a g r a p h  3 of t h e  d r a f t  r e p o r t  
t o g e t h e r  w i t h  t h e  i n t r o d u c t o r y  s e c t i o n  of M r .  P o l a k ' s  s t a t e m e n t .  

The Chairman s a i d  t h a t  a n  a l t e r n a t i v e  would be t o  make r e f e r e n c e  t o  
t h e  s e c t i o n s  of t h e  v a r i o u s  communiques t h a t  r e l a t e d  t o  SDR matters. 

The D i r e c t o r  of t h e  L e g a l  Department  n o t e d  t h a t  t h e  1981 r e p o r t  of 
the  Managing D i r e c t o r  had i n c l u d e d  a q u o t a t i o n  from t h e  I n t e r i m  Commit tee 's  
communiqug p e r t a i n i n g  t o  SDRs, b u t  o n l y  t h a t  p a r t  r e l a t i n g  t o  SDR 
a l l o c a t i o n s .  

M r .  Z e c c h i n i  remarked t h a t  i t  was I n a p p r o p r i a t e  t o  g i v e  so much room 
t o  comments t h a t  were n o t  s t r i c t l y  and l e g a l l y  r e l a t e d  t o  t h e  a l l o c a t i o n  
of SDRs; t h e  expanded r o l e  of t h e  SDR was n o t  a t  i s s u e  i n  t h e  c o n t e x t  of 
t h e  r e p o r t .  

Mr. Nebbia s a i d  t h a t  he had been informed t h a t  n o t h i n g  p r e v e n t e d  t h e  
Managing D i r e c t o r  from e x p r e s s i n g  h i s  own views i n  t h e  r e p o r t ,  a l t h o u g h  
c e r t a i n  p r o v i s i o n s  d i d  n o t  a l l o w  t h e  Managing D i r e c t o r  t o  s u p p o r t  a 
p r o p o s a l  when no consensus  e x i s t e d .  I f  t h e  two b a s i c  i s s u e s  of whether  
t h e r e  was a g l o b a l  need and whether  a p r o p o s a l  f o r  a n  SDR a l l o c a t i o n  was 
s u p p o r t e d  by t h e  whole Board c o u l d  be s e p a r a t e d ,  t h e  Managing D i r e c t o r ' s  

. p o s i t i o n - - a s  w e l l  a s  t h a t  of .his and s e v e r a l  o t h e r  cha i rs - -could  p e r h a p s  
be r e f l e c t e d  i n  t h e  r e p o r t .  I t  would be a p p r o p r i a t e  t o  i n d i c a t e  t h e  views 
on a l l o c a t i o n  of t h e  management and of  t h e  i n s t i t u t i o n ,  which was t h e  
r u l i n g  body of t h e  i n t e r n a t i o n a l  monetary s y s  tern. 

The E x e c u t i v e  D i r e c t o r s  a g r e e d  t o  resume t h e i r  d i s c u s s i o n  i n  the  
a f t e r n o o n .  
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DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING 

The - f o l l o w i n g  d e c i s i o n s  were adopted  by t h e  E x e c u t i v e  Board w i t h o u t  
m e t i n g  i n  t h e  p e r i o d  between EBM/86/103 ( 6 / 2 5 / 8 6 )  and EBM/86/104 (6/27/86). 

3. AFRICAN DEVELOPMENT BANK (AfDB) AND AFRICAN DEVELOPMENT 
FUND (AfDF) - HOLDERS OF SDRS 

1. P r e s c r i p t i o n  as h o l d e r s  

The Aft i c a n  Development Bank and t h e  A f r i c a n  Development 
Fund are  p r e s c r i b e d ,  i n  a c c o r d a n c e  w i t h  Article XVII, S e c t i o n  3 ( i )  
of t h e  A r t i c l e s  of Agreement, a s  h o l d e r s  of SDKs. 

2. Terms and c o n d i t i o n s  f o r  a c c e p t a n c e ,  h o l d i n g ,  and u s e  of SDRs 

The A f r i c a n  Development Bank and t h e  A f r i c a n  Development 
Fund a r e  a u t h o r i z e d  t o  a c c e p t ,  h o l d ,  and u s e  SDRs i n  t r a n s a c t i o n s  
and o p e r a t i o n s  i n  a c c o r d a n c e  w i t h  and on the  terms and c o n d i t i o n s  
s p e c i f i e d  i n  E x e c u t i v e  Board D e c i s i o n  No. 6467-(80/71) S ,  a d o p t e d  
A p r i l  1 4 ,  1980. ("Terms and  C o n d i t i o n s  f o r  t h e  Acceptance,  
Hold ing ,  and Use of Spec ia l  Drawing R i g h t s  by Other  Holders  
P r e s c r i b e d  Under A r t i c l e  X V I I ,  S e c t i o n  3 . " )  (EBS/S6/132, 6/18/86)  

- 

Decis ion  No. 8318-(86/104) S ,  a d o p t e d  
June  25, 1986 

4 .  JAt4AICA - OVERDUE FINANCIAL OBLIGATIONS - REPORT AND COMPLAINTS 
UNDER RULE K - 1  A N I  RULE S-1 

1. The c o m p l a i n t s  of  t h e  Managing D i r e c t o r  d a t e d  J u n e  20, 
1986 on Jamaica i n  EBS/86/134 ( 6 / 2 0 / 8 6 )  a r e  n o t e d .  They s h a l l  
be p laced  on t h e  agenda of t h e  E x e c u t i v e  Board f o r  J u l y  2 3 ,  1986. 

2 .  The Fund u r g e s  Jamaica to  become c u r r e n t  i n  i t s  f i n a n -  
c i a l  o b l i g a t i o n s  t o  t h e  Fund promptly and t o  a v o i d  t h e r e b y  t h e  
need f o r  t h e  Fund t o  take  r e m e d i a l  a c t i o n .  

3 .  C o n s i d e r a t i o n  of t h e  c o m p l a i n t s  i n  a c c o r d a n c e  w i t h  
Rules  K-1 and S-1 p a r t i c u l a r l y  a f f e c t s  Jamaica .  The member 
s h a l l  be informed by r a p i d  means of communication of t h i s  matter 
and of i t s  r i g h t  t o  p r e s e n t  i t s  views through a n  a p p r o p r i a t e l y  
a u t h o r i z e d  r e p r e s e n t a t i v e .  

D e c i s i o n  No. 8319-(86/104)  G / S ,  a d o p t e d  
J u n e  2 5 ,  1986 
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5 .  EXECUTIVE BOARD TMVEL 

T r a v e l  by a n  E x e c u t i v e  D i r e c t o r  and by a n  Adv i so r  t o  E x e c u t i v e  
D i r e c t o r  as s e t  f o r t h  i n  EBAP/86/148 (6/23/86) is approved .  

6. STAFF TRAVEL 

T r a v e l  by t h e  Managing D i r e c t o r  as set f o r t h  in EBAP/86/152 (6/26/86) 
is approved .  

APPROVED: March 11, 1987 

LEO VAN HOUTVEN 
S e c r e t a r y  
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ANNEX 

3 .  A t  i t s  meet ing  i n  Washington on A p r i l  9-10, 1986, t h e  I n t e r i m  
Commi t t ee ' he ld  a s u b s t a n t i v e  d i s c u s s i o n  on t h e  r o l e  of t h e  SDR i n  t h e  
i n t e r n a t i o n a l  monetary sys t em and on p o s s i b l e  improvements i n  t h e  mone- 
t a r y  c h a r a c t e r i s t i c s  of t h e  SDR t h a t  would i n c r e a s e  i t s  a t t r a c t i o n  and 
u s e f u l n e s s  a s  a component of  monetary reserves.  The Committee asked  t h e  
E x e c u t i v e  Board t o  d i s c u s s  c e r t a i n  p r o p o s a l s  and t o  r e p o r t  t o  i t  a t  t h e  
Committee's meet ing  on t h e  p r o g r e s s  of t h e  B o a r d ' s  d e l i b e r a t i o n s .  The 
Communiqui5 i s s u e d  by t h e  Committee a t  t h e  c o n c l u s i o n  of  t h a t  mee t ing  
c o n t a i n e d  t h e  f o l l o w i n g  pa rag raph  on q u e s t i o n s  r e l a t i n g  t o  t h e  SDR: 

7 .  The Committee no ted  t h e  p r o g r e s s  made by t h e  Execu t ive  
Board i n  s t u d y i n g  t h e  f u n c t i o n i n g  of t h e  i n t e r n a t i o n a l  r e s e r v e  
sys tem and t h e  r o l e  of t h e  SDR i n  a sys tem i n  which borrowed 
reserves p lay  so prominent a p a r t ,  bu t  are n o t  now r e a d i l y  
a v a i l a b l e  t o  a number of c o u n t r i e s  w i t h  l i m i t e d  access t o  
f i n a n c i a l  markets. It c o n s i d e r e d  t h a t  t h e  SDR, which i s  a n  
owned resenre a s s e t ,  c a n  p l a y  a u s e f u l  r o l e  as a component of 
i n t e r n a t i o n a l  reserves and as  a un i t  of accoun t .  It a l s o  recog- 
n i zed  t h e  p o t e n t i a l  u s e  of t h e  SDR as  a " s a f e t y  n e t "  a g a i n s t  
unexpected c o n t i n g e n c i e s .  The Committee s t r e s s e d  t h e  monetary 
c h a r a c t e r  of t h e  SDR, which should  n o t  be a means of t r a n s f e r r -  
i n g  r e s o u r c e s ,  and recommended t h a t  t h e  E x e c u t i v e  Board s t u d y  
p o s s i b l e  improvements i n  t h e  monetary c h a r a c t e r i s t i c s  of t h e  SDR 
t h a t  would i n c r e a s e  i t s  a t t r a c t i o n  a n d  u s e f u l n e s s  as a component 
of monetary r e s e r v e s .  

The Committee a g a i n  d i s c u s s e d  t h e  q u e s t i o n  of SDR a l l o c a t i o n s  
and de termined  t h a t ,  a l t h o u g h  most members f a v o r e d  an a l l o c a t i o n ,  
t h e  broad s u p p o r t  needed f o r  a n  a l l o c a t i o n  was l a c k i n g  a t  t h i s  
time . 

The Committee urged  t h e  Execu t ive  Board t o  c o n t i n u e  i t s  
d i s c u s s i o n s  on t h e  r o l e  of t h e  SDR i n  t h e  p r e s e n t  i n t e r n a t i o n a l  
monetary s y s t e m  and on SDR a l l o c a t i o n  i n  t h e  l i g h t  of p r o p o s a l s ,  
a iming  a t  t h e  d i f f e r e n t  p o s s i b i l i t i e s  of o b t a i n i n g  a more ba l -  
anced and s t a b l e  p r o p o r t i o n  of SDRs i n  members' reserves t h a t  
have been pu t  forward i n  t h a t  Board ,  and t o  report t o  t h e  
C o m m i t t e e  a t  i t s  nex t  meet ing  on t h e  p r o g r e s s  i n  t h e s e  
d i s c u s s i o n s .  

The Execu t ive  Board i n t e n d s  t o  d i s c u s s . a  number of t h e  q u e s t i o n s  
r a i s e d  by t h e  I n t e r i m  Committee p r i o r  t o  t h e  n e x t  meet ing  of t h a t  Committee. 


