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The government could halve its spending to below 20% of GDP and still provide core public goods and a social safety net. 

That's the key message from a Business Roundtable report, released this week, by former Treasury official Winton Bates. 

Bates, now a Canberra-based economic consultant, points to a strong negative relationship between the size of government and growth. 

But big government has not always been with us. 

Between 1913 and 1990, government spending increased on average from about 13% of GDP to about 45% in industrialised countries. "A substantial part of this increase occurred as a result of increases in public transfers and subsidies... between 1960 to 1980," he says. 

But New Zealand is bucking the current trend. Since 1996 our public spending ratio has risen while the OECD average has declined. 

Increasingly, Bates says, evidence suggests economic growth rates are strongly affected by levels of economic freedom. 

Even when including a safety net to provide for those in need, Bates argues that only about 14% to 15% of GDP needs be spent on core government functions. These he defines as "to protect fundamental freedoms, including freedom of contract and security of property rights, to preserve the rule of law and to ensure provision of public goods, such as national defence." As a result of the reforms since the mid-1980s, New Zealand currently retains a high economic freedom rating, Bates says. But this will not be enough if we are to compete internationally. 

"It is not good enough to have a high average economic freedom rating," Bates says. 

"All the important disincentives to wealth creation - including those associated with high government spending - need to be removed." Bates also notes that countries enjoying high incomes - ie, those most successful at sustaining economic growth over a long period - "have generally been most successful in maintaining personal liberty, improving the material well-being of those in need and avoiding environmental degradation." Top priority should be given to scrapping "wasteful and poorly targeted programmes," he says. 

In cutting taxes, high marginal tax rates should go first, along with "taxes that impact on internationally mobile resources." Another priority is reforming what Bates terms "costly arrangements that tax people in order to spend money on private goods for the same people." Many people, he argues, could provide for their own family medical and educational expenses, retirement income and contingencies such as unemployment - providing they were not forced to pay through the tax system for consuming these services. 

As a corollary, Bates says increases in government spending encourage what he calls "wasteful lobbying" by suggesting to interest groups that governments are likely to respond to their pressure. 

"As a result, much government spending - in areas such as health, education and retirement incomes - provides private goods for the benefit of middle income families and is funded by the same people. Such government funding of private goods displaces more efficient private arrangements." The study also finds that deadweight costs probably consume half of each extra dollar of government spending, meaning that raising an extra dollar of revenue cuts 50 cents off national income. 

So, on this basis, reducing spending as a percentage of GDP of 10 percentage points (eg, from 40% to 30%) would boost annual growth by about 0.5% over a decade, and increase incomes by about 5%. 

Business Roundtable executive director Roger Kerr said this week that Treasury calculations suggest per capital growth rates of at least 4% a year are needed to restore New Zealand's ranking to the top half of the OECD. 

"The harmful effects of high government spending and taxation are highly relevant to the goals for economic growth that the government and other political parties have been talking about," he said. 

"Modern economic research has firmly established that at such levels [of government spending] the high costs of taxation outweigh the benefits of government spending and damage economic growth... 

"When governments - both central and local - go beyond their proper roles, they undermine economic growth and often introduce unfairness and privilege." 

Simplistic view of govt spending 
The Independent - 12 September 2001 : page 17
 
The simplistic notions of government spending and taxes in the latest Business Roundtable report do not give credibility to your headline "Govt spending could be slashed' (The Independent 29 August). 

It may suit the Business Roundtable's ideology to portray a bloated state, but the figures simply don't support it. The latest OECD figures show New Zealand government spending at 36.4% of gdp - modest compared with other successful countries such as Britain (37.8%), Norway (43%), Denmark (52.4%), Germany (44.8%), Canada (42%). The Roundtable's claim that the New Zealand ratio has increased since 1996 is also not supported by Budget data. The 2001 figure is 34% and the next two years are projected to be slightly under that. 

Instead of up-to-date figures, the report gives a table comparing 1960 with 1990. There are no caveats about fiscally neutral changes. 

For instance, government spending was notionally increased from the mid-1980s by the decision to gross up and tax social welfare benefits, the introduction of GST and the decision to treat all family tax credits as gross spending instead of tax offsets. In contrast to many other countries the state pension in New Zealand is fully taxed, but the tax flows straight back, inflating both the tax and the spending figures. 

In Australia, for example, most old age pensioners pay no tax. Adjusting for tax on pensions alone would reduce New Zealand's government spending ratio a couple of percentage points. 

We also abolished tax concessions of all kinds in the late 1980s. These hidden forms of government spending are widely used in other countries and make their ratios of both tax and spending look smaller than proper accounting would demand. 

These types of concerns suggest that much care is needed in making international comparisons. In determining social expenditures by the state on a comparable basis, the OECD has produced working papers outlining the many adjustments that are needed. Inevitably these adjustments substantially decrease the ratio for high-spending countries and increase it for low spenders, making the differences much less apparent. 

In terms of the overall attack on the welfare state that the Roundtable's report represents, the recent words of eminent economist Nicholas Barr should be heeded: "Contrary to widely-held views, the welfare state exists for reasons additional to and separate from poverty relief, reasons that arise out of pervasive problems of imperfect information, risk and uncertainty. The welfare state is here to stay since 21st century developments do nothing to undermine those reasons - if anything the reverse." Susan St John senior lecturer Economics Department University of Auckland 

NZ govt spending - above average and growing 
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Susan St John (The Independent 12 September) describes the arguments in a recent Business Roundtable report How Much Government? The Effects of High Government Spending on Economic Performance as "simplistic." Noted economist Thomas Sowell defines simplistic as "argument you disagree with but cannot answer." St John disputes the data in the report which show that the ratio of government spending to gross domestic product in New Zealand is above the OECD average, and the claim that the ratio has increased since 1996. 

For the purposes of international comparisons, government spending at all levels -federal, state (where applicable) and local - has to be considered. 

The comparisons must also be made on a national accounts basis. 

The latest standardised data on general government total outlays from the OECD's June 2001 Economic Outlook (the report used data from the December 2000 Outlook) are as follows (% of GDP): 1996 2000 New Zealand 37.7 40.2 OECD average 40.4 37.9 Contrary to St John's claims, New Zealand's ratio is above the OECD average and has increased since 1996. If she has a problem with the way the statistics are compiled, her criticisms should be addressed to Statistics New Zealand and the OECD. They cannot explain the rise in the spending ratio since the mid-1990s. 

On the OECD figures, Ireland has brought down its spending ratio from over 50% of GDP in the 1980s to 30% in 2000; Australia and the United States are on 32.7% and 29.4% respectively. 

The study's conclusion is that New Zealand cannot hope to achieve high growth rates with its current spending and taxing burden. It quotes James Gwartney, a leading researcher on economic growth, as saying "New Zealand is still a big government welfare state. Government spending continues at nearly 40% of GDP, a figure much too large for maximum growth. I do not know of any country that has sustained per capita income growth of 4% or more with that level of government spending." Does St John? And does she disagree with the findings of IMF economists Vito Tanzi and Ludger Schuknecht, reported in the study, that countries with large governments have not generally scored better than countries with small government in respect of social indicators? If not, she is perfectly entitled to her ideological preferences for big government. But she ought to acknowledge that they will not achieve the growth rates for New Zealand that the government and other political parties are targeting and that they have little to offer on social grounds. 

Roger Kerr executive director, NZ Business Roundtable 

Reduce govt spending while still helping those in need 
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Susan St John (The Independent 12 September) suggested my recent report published by the Business Roundtable does not justify your headline "Government spending could be slashed" (The Independent 29 August). Her letter, however, fails to come to grips with the reasons I argue for reductions in the size of government. 

The basis for my argument - as correctly noted in your report - is that it is possible to reduce government spending relative to GDP without encroaching on core government functions and the provision of a safety net to assist those in need. 

Many people would have little difficulty in providing for family medical expenses, education expenses, retirement incomes and contingencies, such as unemployment, if they were not required to pay through the tax system for their consumption of these services. 

The only point in Susan St John's letter that addresses my argument for reduced government spending is a quote from Nicholas Barr to the effect that "pervasive problems of imperfect information, risk and uncertainty" provide a reason for the existence of the welfare state that is additional to poverty relief. Barr argues that the welfare state performs what he describes as a "piggy-bank function" by providing a mechanism for redistribution over the life cycle. His description of this as a piggy-bank function is peculiarly appropriate: the argument implies that taxpayers should be treated like children and compelled to put a portion of their income in the piggy-bank so that a wise nanny can spend it on their behalf at an appropriate time. 

As well as being inimical to liberty, the compulsory piggy bank acts as a disincentive to earn additional income. For reasons discussed in my report, it is likely that such disincentive effects give rise to deadweight costs amounting to more than 50 cents per dollar of additional government spending. 

My report does not propose the abolition of state welfare. There is ample scope for the state to maintain a welfare role at much lower government spending ratios, as the examples of countries such as the United States, Australia and Ireland demonstrate. However, if New Zealand is to achieve growth outcomes comparable to those of countries that are more favourably located relative to major centres of growth, it will need better institutions, including lower government spending and lower taxes. 

Winton Bates Canberra 

Crude comparisons of government spending don't make case for cuts 
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In response to Roger Kerr and Winton Bates (The Independent 19 September), according to my dictionary simplistic means "deliberately or naively uncomplicated, especially where a more complex approach is appropriate" and thus exactly encapsulates my criticism of the Business Roundtable (BRT) view of government spending/GDP ratios. 

We can fight over the OECD figures from now until doomsday without resolution. 

My article (The Independent 12 September) quoted a figure for New Zealand of 36.4% (OECD 1997 data). Kerr quotes 37.7% (OECD 1996 data). Both are indisputably well below that of many other successful countries I listed. 

New Zealand is a small country and does very well compared to other larger countries enjoying economies of scale in government provision. 

In referring to budget figures for 1996-2000, I am well aware they record central not general government spending. But it is central government spending, especially welfare spending, that is in the sights of the BRT for "slashing." Budget figures show a downward, not upward trend, and structural surpluses have been forecast, suggesting cautious and conservative fiscal policy. 

It is quite unjustified to conclude from crude international comparisons that government spending ought to be slashed in New Zealand. 

Despite attempts to standardise measurement, either over time within one country, or between countries, comparisons of government spending/GDP remain fraught with conceptual and measurement problems. 

The OECD acknowledges this, especially for social expenditures. Two of its researchers concluded: "Overall the data suggest that while public social expenditure as a share of GDP, as reported in national accounts, varies widely across countries (in the range of 15% to 40%) differences in total social expenditure, including policy-induced private expenditure, are much smaller (they range from 18% to 28%)." Neither Roger Kerr nor Winton Bates acknowledge the problems in the examples I gave - eg, the varied treatment of tax expenditures by different countries, and their differing policies on taxing transfers. 

Government spending adds two quite different types of spending together: spending on real resources - which are also counted as part of GDP - and transfers - which are not. 

Transfers are recycled tax money, spent not by the state but by the recipients. The gross amount of transfers is counted as spending, even when the tax on transfers flows straight back to the state. 

In some countries, tax relief for children is regarded as part of the normal tax scale and therefore not counted as government spending. In New Zealand, tax credits for families are counted the same way as other social welfare spending. 

Would the BRT be happy if the state pension was paid as an abating tax credit equal to the current net pension? Government spending could fall by $5 billion, reducing moral panic over our ratio, but little would be different in real terms. Thus government spending/GDP is a Mickey Mouse ratio, rather like adding all the apples and oranges in Auckland and expressing the sum as a fraction of all the apples in New Zealand. 

A better measure of the command of the state over output or GDP is found from the column from OECD data "general government final consumption expenditure" that excludes transfers and transfer-like spending Here, NZ features as one of the very lowest spenders in the OECD, at 14.7% of GDP. Denmark is on 25.5%, Australia 18.2%, USA 15.2%, Netherlands 23.1%, UK 18.1%. How low do we have to go? Even Ireland, favourably quoted by Kerr, sits at 14%. As Ireland experienced rapid growth of GDP, transfer spending fell, contributing to the fall in overall ratio to 30%. But this is because of GDP growth, not because they slashed government spending. 

The debate about government size and its effects on growth is highly controversial and researchers can be quoted with sharply different conclusions to those economists mentioned by Kerr. 

Ironically, is it not the government to which both the USA and NZ are turning for extra state spending to avert the worst effects of the imminent recession? Such spending, if the BRT were to be consistent, would be decried as inimical and counterproductive to growth. 

I take it from the tone of both letters that the BRT would like the welfare state to concentrate only on the poor with tight targeting of all welfare and associated spending in a "safety net" approach. 

My article argued that this approach fails to appreciate the other role of the welfare state, insurance. Insurance markets manifestly fail to provide adequate insurance for many of life's contingencies for the majority of citizens. 

This market failure is sensibly addressed in civilised countries by social insurance schemes. 

New Zealand social insurance is largely operated through general taxation rather than payroll contributions (ACC is the exception). 

The disincentives to earn extra income that are supposed to come from taxes paying for the current welfare state cannot be averted by even tighter targeting. They are simply shifted to lower and middle parts of the income distribution. 

Government spending must be constantly evaluated for its cost effectiveness, but indiscriminate slashing to meet suspect ratios and ideological imperatives is Stone Age economics. 

Susan St John University of Auckland 

