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THE DILEMMA OF PUBLIC SECTOR SPENDING: GETTING THE 
QUANTITY AND QUALITY RIGHT 

In conclusion, governments can be much leaner and yet equally effective in attaining 
their basic objectives if they focus on providing a functioning administration that 
protects property rights and the rules of law, and on supporting the provision of 
essential public goods (including infrastructure and basic schooling) and basic social 
safety nets.
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1 Introducing the dilemma 

To a technocrat, all that is needed in order to get the quantity and quality of 

spending right is for governments to spend whenever the benefits of a 

programme exceed the costs, and not to spend otherwise.2  However, cost 

benefit analysis is inherently neither accurate nor objective, and politicians 

typically prefer to be applauded by voters rather than cost-benefit 

technocrats. 

The problem for taxpayers is how to constrain governments to spend 

moderately and wisely rather than excessively and wastefully.  There are 

parallels here with the problem parents face in creating spending 

disciplines for their children. 

Most parents try to teach their children to manage money well.  A common 

approach is to give them a fixed amount of pocket money to introduce the 

idea of limited budgets – children need to learn that parents are not an ATM 

machine able to provide cash on demand.  Parents also try to stop waste 

and help their children discover that the cost of an item matters, otherwise 

they are likely to care only about the benefit, not the cost.  Politicians have 

the same tendency to disregard the cost when they spend other people’s 

money.   

Parents discover that cost benefit analysis is useful for debating spending 

priorities, but only up to a point.  One limitation is that people have different 

preferences and views about benefits and costs.  A fashion-

                                                
1  Ludger Schuknecht and Vito Tanzi, 'Reforming Public Expenditure in Industrialised Countries: 

Are There Trade-Offs?', The European Central Bank, Working Paper Series, No 435, February 
2005.   

2  An implication of this statement is that costs are minimised and benefits are maximised. 
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conscious teenager is more likely than the average parent to think that 

buying expensive 'label' clothing is a great use of money.  The result may 

be a standoff. 

Taxpayers face a bigger problem than parents in that parents can rely on 

teenagers to take the benefits of the spending seriously, at least some of 

the time.  It need not matter much to the politician whether a dollar of 

spending gives a dollar of benefit or only a cent.  Milton Friedman once 

summed up the essence of the government spending problem by observing 

that those who are spending someone else's money for the benefit of 

strangers have little reason to care about either the quantum or the quality 

of the spending.  The incentives of politicians are to use taxpayers’ money 

to deliver votes.   

The politician also has a massive advantage over the teenager in extracting 

money.  A resolute parent can refuse a wilful teenager's demand for more 

money; a resolute taxpayer cannot refuse to pay an income tax demand.  

While taxpayers might unite, it is easier for narrow spending interests to do 

so, particularly if they have a government agency representing their 

interests. 

Unlike some politicians, taxpayers know how hard they have to work to 

generate the income that politicians spend so casually.  They would prefer 

politicians to spend their money only when they cannot spend it better for 

themselves.  Economists see this as likely to occur in limited circumstances 

relating to public goods (such as national defence, law and order, and 

prevention of communicable diseases) and a disciplined welfare safety net.   

Politicians tend to resist rules about spending taxpayers’ money; they 

prefer wide discretion.  The logical end of this road is the loss of any 

principled concept of the purpose of government.  This was vividly 

illustrated when the prime minister was asked why the government was 

putting taxpayers' dollars into the America's Cup challenge.  She replied:  

… the Government's role was whatever the government defined it to be.
3
   

                                                
3  'Clark promises tax money for new cup bid', Dominion Post, 4 March 2003. 
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When politicians take the view that they have a licence to spend at will, 

taxpayers should sit up and take notice.   

2.  How wasteful is existing government spending? 

There are fundamentally two sources of waste from government spending.  

The two sins are those of omission and commission.  The sin of omission is 

the failure to spend where the overall benefits to the community would 

exceed related costs.  For example, a government may fail to spend 

adequately on public goods.  Sins of commission arise where the costs of 

government spending exceed the benefits.  Put these two sources of waste 

together and it is easy to understand that high spending can coexist with 

inadequate core government services (eg police, court systems, prisons) or 

infrastructure (eg public roads). 

A great deal of evidence indicates that there is enormous waste in 

government spending in New Zealand and in many other prosperous 

nations.   

The media generally do a good job of drawing attention to specific abuses 

of government spending such as the Social Entrepreneurship Scheme, the 

funding of Te Wananga o Aotearoa, frivolous courses in twilight golf, surfing 

and dog knowledge, and the Closing the Gaps policy.  They have reported 

that productivity in health appears to have fallen since 1999-00 despite a 26 

percent rise in real spending per capita.  They also report extensive welfare 

fraud and the unjustifiable rise in the number of sickness and disability 

beneficiaries during a period of rising prosperity and falling unemployment.  

There has been much media criticism of the decisions to expand the 

Working for Families programme and to make student loans interest free, 

which were widely seen as election bribes. 

The media also report frequently on cases where the government is not 

adequately protecting citizens from assault or theft, or ensuring the 

provision of key infrastructure.  The growth in the cut-off benefit to cost ratio 

for investment in roads to 4:1 when a 1:1 decision rule should be the norm 

was one manifestation of infrastructure neglect. 
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More systemic indicators confirm the failure to stop low quality programmes 

or reprioritise spending.  A past secretary to the Treasury has observed 

that:  

... it was interesting in the 2000 budget round that out of 500 budget proposals 
from spending ministers, only a handful offered up savings, particularly given 
that there was a new government in office, which may have wished to 
discontinue or reprioritise some existing programmes.
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Another systemic indicator is the failure to rigorously review base spending.  

As the OECD commented in a report on New Zealand:  

There was, and still is, no systematic framework for assessing value for money 
… Although the budget process forces a detailed examination of new spending 
proposals, this represents only 5 percent of total expenditure.  There is no 
centrally driven, systematic or regular review of the remaining 95 percent.
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All these failings are evident in Opportunity for All New Zealanders, an 

extensive 2004 government assessment of social spending of $37 billion 

per annum.  At a rough count the document devotes 32 pages to telling 

readers what the government is spending and none to assessing whether 

spending programmes are providing value for money, or indeed any net 

value for the community as a whole.  The unquestioned presumption is that 

more spending is better.  

The Treasury tends to argue that the debate about government spending 

should be about quality rather than quantity.  In one sense this is true: there 

is no optimal level of government spending in all circumstances.  A country 

facing a major security threat, for example, might need to greatly increase 

spending on defence.  However, in normal circumstances a view that 

quantity doesn’t matter is too glib.  Beyond some point, the marginal value 

of spending falls and the deadweight costs of raising tax to fund 

government programmes rise – exponentially – as tax rates increase.  The 

OECD has reviewed the research on this point and has stated: 

The main conclusion from the literature is that there may be both a “size” 
effect of government intervention as well as specific effects stemming from the 
financing and composition of public expenditure.  At a low level, the productive 
effects of public spending are likely to exceed the social costs of raising funds.  
However, government expenditure and the required taxes may reach levels 
where the negative effects on efficiency and hence growth start dominating.

6
 

                                                
4  OECD, Economic Survey of New Zealand, Volume 2002/8, p 70. 
5  Ibid. 
6  Andrea Bassanini and Stefano Scarpetta, The Driving Forces of Economic Growth: Panel Data 

Evidence for the OECD Countries, OECD, Economic Studies, No 33, 2001/11, Paris, p 14. 
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What is a 'low level' of spending and what level is too high?  Countries can 

achieve very high levels of prosperity when governments are spending 

around 10-15 percent of gross domestic product (GDP).  Economists Vito 

Tanzi and Ludger Schuknecht reported that in 1913, immediately prior to 

World War I, government spending in industrial countries was on average 

13 percent of gross domestic product (GDP).  New Zealanders' average 

standard of living in 1900 (real GDP per capita) was the second highest in 

the world, yet central government taxes were only 7.4 percent of GDP.  By 

2000, central government real taxes per capita were 19 times higher than in 

1900 while real GDP per capita was only four times higher.  New Zealand's 

global ranking for real GDP per capita had dropped to 24th in the world 

while central government taxes had risen to over 30 percent of GDP.   

Total central and local government spending in New Zealand, including 

spending on capital outlays, has now risen to around 42 percent of GDP 

according to the latest OECD figures, up a full two percentage points in the 

last two years alone.  This is very high by the standards of prosperous 

Asian countries and is around 5-7 percentage points of GDP higher than in 

the high-performing Anglo-Saxon countries of Australia, Ireland and the 

United States.  The higher-spending OECD countries are mainly the slow-

growing economies of Europe. 

A 2003 study of public sector efficiency in 23 industrialised countries 

ranked Japan, Switzerland, Australia, the United States and Luxembourg 

as the most efficient.  The rankings are based on an averaged measure of 

a country’s performance according to a range of social and economic 

indicators per unit of public spending relating to each indicator.  New 

Zealand's efficiency ranking was only 18th.  Australia’s score was 38 

percent higher than New Zealand’s.7  More recently, the same authors 

undertook a study of public sector efficiency in emerging markets and new 

European Union member countries, including countries with government 

spending ratios as low as 18 percent (Thailand).  It found that countries 

                                                
7  António Afonso, Ludger Schuknecht and Vito Tanzi, 'Public Sector Efficiency: An International 

Comparison', The European Central Bank, Working Paper Series No 242, July 2003, p 17. 
Australia's efficiency score is 1.28 as against 0.93 for New Zealand (2000 data). 
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with total public spending ratios not far from 30 percent of GDP tended to 

be the most efficient.8 

Another area for scrutiny is what the government pays for the inputs it uses 

to provide services.  The main input is labour.  The most recent figures from 

Statistics New Zealand indicate average earnings in the public sector, at 

$27.48 an hour, are 34 percent higher than the private sector figure of 

$20.47.  This is a substantial increase on the gap (29 percent) just two 

years ago.  Why should public sector employees earn on average over a 

third more than private sector employees?  Is the value of what they are 

producing really worth 34 percent more to the community than their private 

sector counterparts?  Or are their skills being wasted by the comprehensive 

neglect of value for money in public spending?  Could it be that the large 

and widening gap has little economic justification and has more to do with a 

political goal of buying votes?  At the very least these questions deserve 

examination. 

The rate of economic growth in New Zealand would be materially increased 

if total government spending were reduced by 10 percentage points of 

GDP.  A spending ratio of 30 percent of GDP would allow governments to 

achieve much of what they want to achieve.9
  A 2001 study for the Business 

Roundtable by Winton Bates estimated that reducing the lowest quality 

government spending by 10 percentage points could add 0.5 percent per 

annum to the growth rate for a 10-25 year period.10
  This estimate is not out 

of line with findings by the OECD and Arthur Grimes.  Such estimates are 

modest compared to a cross-country research by Tanzi and Schuknecht 

that found for the 1960 to 2000 period that a 10 percentage points increase 

in the government spending to GDP ratio tended to reduce a country's long-

term growth rate by 1.5 percent per annum.11  

                                                
8  Antonio Afonso, Ludger Schuknecht and Vito Tanzi, 'Public Sector Efficiency, Evidence for the 

New EU Member States and Emerging Markets’, The European Central Bank, Working Paper 
Series No 581, January 2006. 

9  See Vito Tanzi and Ludger Schuknecht, Public Spending in the 20th Century: A Global 
Perspective, Cambridge University Press, Cambridge, United Kingdom, 2000. 

10  Winton Bates, How Much Government? The Effects of High Government Spending on 
Economic Performance, New Zealand Business Roundtable, Wellington, 2001. 

11  Schuknecht and Tanzi (2005), op cit, p 29. 
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The commonsense conclusion is that wasteful government spending on a 

large scale makes citizens less prosperous and retards broader measures 

of human development. 

3.  The constraint of taxpayer ‘voice’ 

What can be done?  In my view a serious strategy for achieving an optimal 

level and pattern of government spending must focus on both quantity and 

quality. 

A belief that a so-called zero-based budgeting strategy, one which routinely 

examines all elements of spending, can be made to work in the absence of 

a top-down spending constraint is naïve.  To the best of my knowledge, 

history records no example of success of such a strategy. 

There is a good case for requiring governments to work within defined 

budget limits, just as a household or a child is required to do.  In a 2002 

report, the OECD recommended that New Zealand strengthen its top-down 

spending control. 

The Fiscal Responsibility Act greatly improved fiscal transparency and has 

been successful to date in making governments more disciplined about 

deficits and debt.  However, it has failed to constrain government spending.  

In 2004, the Business Roundtable published a study, Restraining 

Leviathan: A Review of the Fiscal Responsibility Act 1994, that proposed 

the strengthening of fiscal responsibility rules by the addition of a tax and 

expenditure (TEL) limit provision.  This would be a ‘top down’ constraint 

that limited the rate of growth of government spending to population growth 

plus inflation, unless voters decided otherwise in a referendum.  Surplus 

revenue would be returned to taxpayers.  There would be provisions to deal 

with exceptional circumstances. 

Fundamental to such a rule (which is sometimes called a taxpayer bill of 

rights) is the idea that taxpayers should have more 'voice' over the level of 

tax that they are required to pay.  This constraint would supplement the 

longstanding constitutional principles of no taxation without the consent of 

elected representatives (which means no delegation by parliament of the 
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ability to tax) and no government spending except for purposes and 

amounts that have been authorised by parliament.   

The idea of tax and spending limits is not novel.  Many American states 

have fiscal constitutions of this kind, and some national governments have 

comparable rules.  The Hutt City Council, to its credit, has a policy of 

increasing rates by no more than inflation plus population growth, and a 

recent member’s bill by Rodney Hide proposing a ratepayer bill of rights 

attracted significant support in the House (although it was finally voted 

down). 

An illuminating exchange took place when we put the idea of a TEL based 

broadly on the model of the American state of Colorado to parliament’s 

Finance and Expenditure Committee in 2005.  The then chairman, Clayton 

Cosgrove, regarded the idea as absurd, on the grounds that taxpayers 

would never approve spending increases above the prescribed limits.  This 

spoke volumes both about his views on accountability to taxpayers and on 

the prospects of convincing them that spending proposals would represent 

value for money. 

Others fear that central governments or councils that have spent prudently 

and within limits would be disadvantaged in the face of requirements for 

lumpy new spending.  Experience suggests such fears are unjustified.  

Voters in American states have voted down proposals to relax limits but 

they have also voted them up, as was the case in Colorado recently.  

Tauranga City Council is polling its ratepayers shortly on a proposed $20 

million museum.  If the facts are put to taxpayers and ratepayers clearly, 

fully and dispassionately, why would we not be prepared to trust their 

judgment?12  

4. What else might be done? 

A tax and expenditure limitation rule should improve aggregate spending 

disciplines and force politicians to look more closely at spending that is 

wasteful or poorly targeted.  However, it would not be enough by itself.  

                                                
12  For more discussion of the tax and expenditure limit option, see Roger Kerr, ‘The Fiscal 

Responsibility Act: A Stocktake’, New Zealand Business Roundtable, 23 September 2004. 
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How could it be supplemented by bottom-up strategies? 

It is easy to lay out simple, commonsense criteria that should allow any 

public spending programme to be terminated.13  The OECD, and the 

Treasury in its 2002 briefing to the incoming government, took a small step 

in this direction by suggesting, inter alia, that governments should not 

spend taxpayers' money before establishing that the programme would 

serve a clearly defined public purpose and was an appropriate role for 

government.  Unfortunately, these documents left open the question of 

what is a public purpose or an appropriate role.   

Standard economic analysis provides some guidance.  It indicates that the 

first role of government is to protect individual rights, including security in 

property and freedom of contract.  Other core duties include facilitating the 

provision, by state action if necessary, of public goods and providing a 

limited social safety net.14 Nevertheless, limited – not open-ended – 

government is an essential underpinning of any society that values freedom 

and prosperity. 

Besides advocating stronger top-down controls, the OECD recommended 

in its 2002 survey that New Zealand: 

• improve the machinery of government and the effectiveness of 

social spending;15 

• make greater use of market mechanisms (such as contracting-out 

and introducing competition) in education, health and accident 

insurance; and 

• reconsider local government reforms (including setting out the 

principles for appropriate activities in legislation, establishing a top-

down control framework, encouraging efficient user charges and 

reviewing the power of general competence). 

                                                
13  See ibid p 9 for a list commended by the OECD. 
14  Richard Epstein explored the complexities of the boundaries between the efficient role for state 

coercion and voluntary action in How Big Should Government Be?, New Zealand Business 
Roundtable, February 2005. 

15  For a review of public sector management and suggestions for improvements, see Graham 
Scott, Public Management in New Zealand: Issues and Challenges, New Zealand Business 
Roundtable, 2001.  
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This list is not comprehensive.  It does not cover issues such as the MMP 

electoral system,16 the number of MPs in parliament, options for making the 

executive more accountable to parliament, greater use of direct democracy 

(referenda), better spending guidelines, or a spending review commission.  

Some of these options were canvassed in Restraining Leviathan.  

One of the OECD's most important suggestions is to make greater use of 

competition and choice.  Competition is the most powerful mechanism 

available for improving value for money in respect of private goods.  

Privatisation, the removal of state monopoly privileges (eg ACC) and 

voucher funding (eg in education and health) would promote competition 

and choice and help reduce government spending. 

In addition, labour market and welfare reform can boost job creation and 

reduce welfare rolls, and hence welfare spending.  More generally, the 

adoption of more vigorous pro-growth policies can raise private incomes 

and reduce demands on governments for certain services or assistance. 

It is pleasing to see that Treasury is at last moving to provide guidelines for 

government agencies to evaluate the worth of government spending 

programmes.17  However, we should not expect this initiative on its own to 

have much effect given the limitations of cost benefit analysis and the 

disappointing experience with regulatory impact statements.  

We have suggested the adoption of more constitutional approaches to the 

evaluation of government spending and regulations that rely less on the 

robustness of cost benefit analysis.18  These would put more emphasis on 

the principles of consent to taxation, compensation for the taking of private 

property, and no delegation by parliament of the authority to tax and spend. 

                                                
16  Overseas research suggests that proportional voting systems tend to increase government 

spending by about 5 percentage points of GDP.  See Torsten Persson and Guido Tabellini, 
‘Constitutions and Economic Policy’, Journal of Economic Perspectives, Vol 18, No 1, Winter, 
2004, pp 79-98.   

17  The Treasury, Cost Benefit Analysis Primer, December 2005, 
http://www.treasury.govt.nz/costbenefitanalysis/ 

18  In respect of spending principles, see Restraining Leviathan.  For regulatory principles, see 
Bryce Wilkinson, Constraining Government Regulation, New Zealand Business Roundtable, 
Federated Farmers of New Zealand, Auckland Regional Chamber of Commerce and Industry, 
Wellington Regional Chamber of Commerce, 2001. 
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Where government programmes are tax-financed, the spending guidelines 

should explicitly take into account the deadweight or economic costs of 

taxation.  The Treasury's Cost Benefit Analysis Primer recommends that 

each dollar of spending from taxation be assessed on the basis that the 

cost to the community of raising that dollar is $1.20.  Other deadweight 

costs arise from the resources devoted to lobbying for government 

spending and when citizens change their affairs in ways that are socially 

unproductive but enable them to benefit from a spending programme.  A 

study we commissioned took these factors into account and estimated that 

a dollar of tax-funded spending in New Zealand probably costs the 

community at least $1.50.19   

Such estimates are broadly consistent with estimates for the United States 

where average tax burdens are lower than in New Zealand.  For example, 

the 2005 Economic Report of the President stated that the excess burden 

associated with increasing the individual income tax by a dollar is 30 to 50 

cents, not counting compliance costs.  US academic expert, Joel Slemrod, 

stated last year that this "is a reasonable characterization of where the 

literature stands."20  Administrative and compliance costs are additional.  

Slemrod expressed the view that in the United States compliance costs 

dwarf administrative costs and could be as high as 10 percent of tax 

revenues. 

There needs to be much greater public understanding that it is very costly 

for the community to use the tax system to fund goods and services that 

could be funded privately.  The same applies to tax-transfer payments that 

take money from citizens with one hand in order to give it back with the 

other.  'Middle class churning', which is such a dominant feature of 

government spending on health, education and welfare, is a very expensive 

way of funding such activities.  Many current government programmes 

would not pass the test of providing at least a $1.50 of benefit for the last 

dollar spent. 

                                                
19  For an explanation of this figure, see Roger Kerr, 'Some Issues in the Current Tax Debate', 8 

September 2005. 
20  Joel Slemrod, '“Options for Tax Reform”: A Review of the 2005 Economic Report of the 

President's Tax Chapter', Journal of Economic Literature, September 2005, p 817. 
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5.  Concluding comments 

No responsible parent would allow a teenager to spend over 40 percent of 

household income without serious regard to how well it is spent.  Yet this is 

what politicians are doing for the country as a whole.   

The essence of the problem is that the will to improve value for money in 

government spending is weak because accountability to taxpayers, whose 

hard-earned money politicians are spending so cavalierly, is inadequate. 

In my view the most promising solution to this problem is to increase the 

voice of taxpayers in how well their money is being spent.  This is likely to 

require much greater public awareness of the need to focus government on 

its core activities and to allow competition and choice to discipline spending 

wherever possible. 

A well-designed tax and expenditure limitation rule could play an important 

role in giving taxpayers more voice.  Without such a limit it is hard to see 

how any 'bottom-up' measures for reviewing spending could be very 

effective. 

Of course this does not mean giving up on bottom-up measures.  Rather, it 

means that those who are serious about wanting governments to contribute 

more positively to the overall welfare of the community should promote 

greater public understanding of the importance of principled and limited – 

not open-ended – government, and the costs of tax-based funding.  Neither 

politicians nor teenagers should have the right to spend householders’ 

income unchecked. 


