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Date:  9 November 2010  
 
To: Savings Working Group 
 
From: SWG Secretariat 
 

EFFECTS OF A MORE PRODUCTIVE PUBLIC SECTOR 

A public sector operating with higher productivity growth than at present would be 
capable of delivering the same quantity of services for lower expenditure, thus creating 
savings for the government, or delivering more services for the same spending, or a bit 
of both.  One way of achieving higher labour productivity in the public sector is to have 
services produced by fewer people. These people would then be available to add to the 
productive capacity of the private sector.  A rise in productivity in the public sector 
would, therefore, add to government savings and increase the overall output of the 
economy. This may have an effect on the current account and on consumption, 
depending on assumptions around behaviour.  
 
Background 
 
This note uses the Long-term Fiscal Model to quantify the effects of higher productivity 
growth on government savings or outputs. 
 
The 2009 Challenges and Choices report assumed that the labour productivity of the 
public sector grows by 0.3% a year and that the volume of services delivered to each 
New Zealander, in the “historic trends” scenario, increases yearly by 0.8% in inflation-
adjusted terms.  These numbers came from looking at data from the past few decades 
and from private sector industries producing similar services here and abroad.1 
 
The 2009 report uses the calibrated growth factors averaged over all services – 
education, health, administration, justice, defence, and so on – to connect growth in 
input drivers to growth in the nominal expenditure on the service.  The report draws on 
this modelling framework to show the effects of tradeoffs between spending on public 
services and other primary spending (transfers – welfare benefits and New Zealand 
Superannuation) in a debt-constrained environment. 

 
 

 
 
 
In other words, growth in nominal expenditure (E) equals inflation (π) plus real input 
price growth (w, such as real wage growth) less the growth of public sector productivity 
(a), plus demographically-driven volume growth (d) and non-demographically driven 

                                                 
1  Public sector productivity is discussed on pp 23-24 of Challenges and Choices, The 

Treasury, 2009. http://www.treasury.govt.nz/government/longterm/fiscalposition/2009. The 
derivation of this modelling and the process for calibrating the parameters are outlined in 
section 6.2 of the Working Paper, “Challenges and Choices: Modelling New Zealand's 
Long-term Fiscal Position,” TWP 10/01, 
http://www.treasury.govt.nz/government/longterm/fiscalposition/government/longterm/publi
cations/research-policy/wp/2010/10-01/. 
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growth (p).  This last factor can be interpreted as the average growth in the amount of 
services the public receives from the government. 
 
The 2010 update of the 2009 Challenges and Choices report uses Budget 2010 as the 
forecast base (and uses the same growth parameters as in 2009). The update 
incorporates tax changes and a recovering economy.  In the updated historic trends 
scenario, core net debt grows steadily from 27% of GDP in 2014 to 106% in 2050.  In 
the “sustainable debt” scenario, the government fiscal strategy is to hold net debt below 
30% of GDP and aim for 20% in the long run. The constraint restricts most new 
spending to only $1.1 billion per year (growing with inflation) out to 2023 aiming for 
long-run net debt of 20% of GDP.   
 
Higher productivity scenarios  
 
Both of these sets of broad scenarios assume productivity of the public sector growing 
by 0.3% a year (the base case) or at a higher rate (0.6% and 1% annually). 
 
Historic trends  
 
The historic trend scenarios answer the question: if the public sector had higher labour 
productivity, but delivered the same volume of services each year, how much higher 
would government saving be (and how much lower would net debt be)?  For these 
scenarios, we also assume that the growth of what the public receives from the 
government remains the same as in the historic trend base case: p = 0.8% real growth 
a year.  The other parameters, apart from productivity, also maintain the base case 
values.  
 
Productivity growth of 0.6% a year lifts the core operating balance by 1.4 percentage 
points of GDP in 2030, opening out to 5.1pp in 2050 (Figure 1).  Higher productivity 
growth (1.0% a year) produces saving of 3.1 pp to 11.2pp of GDP for the two years.  
 
Figure 1: Core crown operating balance (% of GDP) 

-8%

-6%

-4%

-2%

0%

2%

4%

6%

2010 2015 2020 2025 2030 2035 2040 2045 2050

Historic trends, base case (a=0.3%, p=0.8%)

Historic trends, higher productivity growth (a=0.6%, p=0.8%)

Historic trends, even higher productivity growth (a=1.0%, p=0.8%)
 



 
 
 

   3 

Because of the rise in saving, net debt in the 0.6% case reduces to four fifths of the 
base case value in 2030, shrinking to half in 2050.  The 1% case has net debt 
becoming a net asset position by the mid-2040s (Figure 2).   
 
Figure 2: Net core crown debt (% of GDP) 
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Sustainable debt 
 
The second set of scenarios addresses a different question: With higher public sector 
productivity growth, how much can what the public receives grow under the 
government’s existing net debt constraint?   
 
In the low productivity sustainable debt scenario (the base case), the amount of public 
services after inflation provided to each New Zealander shrinks by 8% in 2022 from the 
2014 value as a result of the fiscal constraint. It then increases to about 5 percentage 
points above the initial value in 2050 as a result of a relaxation of the constraint (blue 
line in Figure 3).  This also assumes no change to welfare or New Zealand 
Superannuation settings from current values.  
 
In contrast, with annual productivity growth higher at 0.6%, the volume of services does 
not need to be reduced as much as before under the debt constraint.  It then rises in 
2050 to be 17% larger than it was in 2014 (green line).  This growth in services is even 
greater with productivity growth of 1% a year (purple line) so that by 2047 the average 
volume of services received by New Zealanders surpasses the amount in the 
unconstrained base case (red line).  
 
Hence, under these assumptions, a highly productive public sector can help keep debt 
growth under control, while providing for growing demand for public services. 
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Figure 3: Real public services per capita under different productivity scenarios  
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Conclusion 
 
Higher productivity in the public sector can help increase government saving.  To the 
extent that this is not forthcoming, similar increases in government saving will require 
reductions and reprioritisation of spending or tax increases.  
 
The full benefit to the economy of higher government saving will only be realised if the 
workers freed up by productivity rises in the public sector are employed elsewhere to 
earn income and add to the output of the rest of the economy.  
 
This additional output could go into exports (reducing the current account deficit) or into 
investment (with no affect on the current account deficit).  We have assumed that 
private consumption does not change, so it would not go into consumption. If, however, 
there is partial Ricardian equivalence, and households respond to the government 
saving more by saving less themselves, then some of the increased output could go 
into meeting increased consumption demand (thereby leaving less available to go into 
exports or investment).  
 
Finally, if debt is kept low relative to the size of the economy (which would have 
benefits in providing a buffer against shocks, and a means to address the pressures of 
ageing), then higher public-sector productivity growth will eventually allow greater 
growth in the amount of government services available to New Zealanders.  


