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Main Points 
 
 
 

• The best way to consider how much size of government matters for economic 
growth in New Zealand is to focus on the gains in average income levels that 
might be possible by reducing the most inefficient taxes and eliminating the most 
distorting forms of government spending. 

 
• Estimates of the deadweight costs of taxes and plausible evidence of distortions to 

behaviour caused by spending programmes suggest that the current size of 
government is impacting adversely on average income levels in New Zealand. In 
particular, there are substantial economic costs in maintaining tax revenues at 
current levels in order to make transfers back to the groups who are paying those 
taxes. 

 
• On balance it is considered that a 10 percentage point reduction in government 

spending as a percentage of GDP could be expected to increase average income 
levels by around 5 percent. This might add about 0.5 percent to the economic 
growth rate over a decade, or a smaller amount over several decades. 

 
• There is fairly strong statistical evidence of a negative association between 

government spending as a percentage of GDP and subsequent average income 
growth in OECD countries and other countries with similar per capita income 
levels. Although such correlation does not necessarily imply causation, the 
international evidence lends some support to the view that big government has 
significant adverse effects on per capita income levels and growth rates. 

 
• The analysis in this report suggests that countries with a relatively high burden of 

government spending and taxation can compensate to a limited extent for the 
adverse impacts of such policies by maintaining other policies that are superior 
from a growth-enhancing perspective. This explains why some countries with big 
governments have been able to maintain modest economic growth rates. 

 
• Few countries are able to sustain high rates of growth in average incomes for 15 

years or more. The countries that have been able to do this have tended have 
relatively low per capita incomes initially and to maintain relatively small 
governments. An examination of available data suggests that over the last 50 
years no OECD countries with government spending levels as high as those 
currently in New Zealand have been able to sustain per capita GDP growth of 
more than 4 percent per annum for 15 years or more.  
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1. Introduction 
 

‘Of course, it is not impossible to be a high income country and have a large share 
of GDP taken,  and spent, by the government. To assert otherwise would simply 
fly in the face of the obvious facts.  
But our situation isn’t one of simply maintaining a high international ranking. Our 
focus is on identifying why we are so much poorer than other countries and how 
to turn that performance around’ (Answering the $64,00 question: First report of 
the 2025 Taskforce). 

 
The aim of this report is to explore how much the size of government – total spending 
and taxation relative to GDP - actually matters for economic growth in a country like 
New Zealand. 
 
It seems obvious to many people that the size of government matters a great deal simply 
because high tax levels reduce incentives to work effort, saving, investment, innovation, 
skill acquisition etc. and because government spending often distorts incentives and 
diverts resources to less productive uses. There is a strong foundation in economics for 
that view. But it has come under challenge from some commentators and policy advisors 
in New Zealand for two main reasons. 
 
The first argument is that the size of government cannot be a big problem in New 
Zealand because its spending and taxation levels are not particularly high by OECD 
standards. For example, Brian Easton has commented: 

‘One cannot but observe high tax European countries which are among the most 
prosperous in the world. By their standards New Zealand is not a high tax country 
so it seems reasonable to conclude it is well below the threshold where taxation 
damages economic performance’ (Easton, 2007). 

 
That raises questions about the most appropriate international standard of comparison in 
making such judgements. Is it the high-income countries of Western Europe? Or should 
the judgement be based on a wider range of high-income economies, including East-
Asian economies that now also have higher average income levels than New Zealand as a 
result of rapid economic growth over several decades?  
 
A comparison of size of government in Australia and New Zealand might seem 
particularly relevant to the work of the 2025 Taskforce. Such comparisons suggest that 
New Zealand has the bigger government. According to latest available IMF data, total 
government outlays were 36.7 percent of GDP in New Zealand in 2007. The 
corresponding number for Australia (for 2008) was 32.4 percent (IMF, 2009, Table W3). 
The margin of difference is greater on the basis of more widely used OECD data on 
general government total outlays for 2008: 42.2 percent for New Zealand as against 33.9 
percent for Australia (OECD, 2010, Annex Table 25). The IMF data probably provides a 
better basis for comparison, but it is not possible to be sure of this. The relative merits of 
different data series for international comparisons of government spending levels are 
discussed in Appendix 1. 
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However, it would be unwise to make too much of the difference between size of 
government in Australia and New Zealand. If the size of government increases 
substantially over the next few years in Australia that will not necessarily make it easier 
for New Zealand to catch up to Australia’s average income level. Even if the planned 
new resource rent tax is not introduced, Australia’s mining boom seems likely to generate 
increasing flows of tax revenue without imposing further disincentives to investment and 
economic growth in that country. In any case, the economic benefits of reducing size of 
government in New Zealand are not affected by what Australia might do in this area of 
policy. 
 
The second main objection to the view that the size of government matters a great deal 
for economic growth is based on the idea that economic performance is likely to be more 
strongly influenced by the composition of taxation and spending than by size of 
government. For example, in discussing fiscal policy in a paper reviewing economic 
growth literature the New Zealand Treasury suggested a few years ago: 

‘Much of the literature has focused on the relationship between the ‘size’ of 
government and growth. However, ... a more useful way to evaluate the growth 
effects of fiscal policy is to think about the distinction between ‘distortionary’ and 
‘non-distortionary’ taxes and between ‘productive’ and ‘nonproductive’ public 
expenditure’ (Treasury, 2004: 50-51). 

 
Bryce Wilkinson commented on a stronger variant of that view, as follows: 

‘The government has stated that higher economic growth is its most important 
economic goal. It follows that the relative order of magnitude of the effects of size 
and composition is irrelevant. They are not mutually exclusive options. In reality, 
any government wishing to improve economic growth would determine the 
optimal size of government in conjunction with assessing the optimal mix of 
spending and taxes’ (Wilkinson, 2004: 28). 

 
There may also be grounds to doubt whether it is any easier for a government - in terms 
of information requirements as well as political economy considerations – to improve the 
quality of government spending than to restrain the growth of public spending. 
 
The potential for quality of government spending and taxation to vary among countries 
and over time suggests that we should not expect precise answers about the effects of size 
of government on economic growth from international studies that focus on total 
spending and tax levels. It is possible, as discussed later in this report, that high-income 
countries with big governments may have been able to sustain better than expected 
economic performance because the quality of their spending and taxation has been better 
than in some countries with smaller governments.  
 
Such considerations may make it difficult to form a precise view of the overall effects of 
size of government on economic growth. Yet governments still have to come to grips 
with relevant evidence if they are to consider what priority to give to restraining or 
reducing total spending and taxation. 



 4

 
The second chapter of this report assesses evidence relating to the deadweight costs 
associated with taxes and government spending. The third chapter considers international 
evidence on the relationship between size of government and economic growth. The 
focus of the report is on longer term issues, leaving aside such matters as short term 
effects of deficit spending on growth and the effects of changes in government spending 
on exchange rate volatility and the cost of capital. 
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2. The Impact of Size of Government on Income Levels and Economic Growth 
 
Why should we expect the size of government to affect average income levels or the 
economic growth rate? A good place to begin to answer that question is to note that some 
activities are better done by the government or funded by tax payers and some activities 
are better undertaken without any government involvement. If a government fails to 
undertake activities that it can undertake more efficiently than private firms or other 
voluntary activity, such as the provision of basic services necessary to protect the lives 
and property of citizens, this has adverse impacts on economic incentives and income 
levels. Similarly, if a government extends its activities into areas that can be undertaken 
more efficiently by the private sector, this has deadweight costs associated with adverse 
impacts on economic incentives and income levels.1  
 
The ideas in the preceding paragraph may strike some readers as less controversial than 
motherhood. However, the view that relative efficiency of public and private provision of 
goods and services is the important issue implies rejection of the view that the effects of 
taxation and government spending on income levels and economic growth rates depend 
only on how funds are raised and spent. While some taxes are more efficient than others 
and some activities undertaken by governments are more productive than others (some 
are counter-productive) size of government is also an important consideration. The 
fundamental issues relating to size of government concern the relative magnitudes of 
benefits and costs when services and functions (such as precautionary saving and saving 
for retirement) are provided and undertaken collectively rather than privately through 
markets and other voluntary processes. 
 
The sphere of government activity has extended far beyond traditional core functions in 
New Zealand, as in many other countries. Collective consumption, the value of goods and 
services that benefit society as a whole, is estimated at only 8.1 percent of GDP in the 
year to March 2009 – less that one-quarter of total current spending by governments.2 
Additional amounts would need be added to allow for a government role in subsidizing 
activities that generate substantial external benefits and provision of a social welfare 
safety net. Even so, it is implausible that government activity has not encroached on areas 
in which public sector  provision and funding involves greater transactions costs than 
private sector alternatives. This is because of dead-weight costs associated with taxation 
and various forms of inefficiency that arise when political and bureaucratic processes are 
substituted for market processes.  
 
The difference between the deadweight costs associated with size of government and 
composition of taxation and spending is represented in Figure 2.1. The line showing 
marginal deadweight cost can be thought of as the percentage of each additional unit of 

                                                 
1 It should be noted that economic incentives and average income levels are not the only factors relevant to 
consideration of whether activities should be undertaken in the public or private sectors. Other 
considerations, such as liberty and fairness are clearly also important. It would be difficult, however, for 
anyone to argue that economic incentives and income levels are not relevant to the well-being of the 
population. 
2 Statistics New Zealand data on general government income and outlays. 



 6

government spending that is wasted. Government spending and the taxes used to fund it 
are notionally ranked along  the x axis with most efficient spending and taxes on the left 
hand side of the diagram and least efficient spending and taxes on the right hand side of 
the diagram. A reduction in size of government involves a move from point A to point B, 
with savings in deadweight costs equal to the area ABDE. A change in composition taxes 
and spending to achieve a similar reduction in marginal deadweight cost, while leaving 
size of government unchanged, involves a move from A to C, with savings in deadweight 
costs equal to the smaller area 
ABC.3

Figure 2.1: The Deadweight Costs of Big Government
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The importance of size of government was emphasized by Treasury in its advice to the 
incoming government in 1984: 

‘In assessing existing or proposed government expenditures, it is important to 
recognize that the resources appropriated by the Government to finance its 
expenditures are not available to satisfy the communities desires for various goods 
and services in other areas. This is directly reflected in rising tax burdens – the 
mechanism by which those resources are transferred. To the extent that these 
resources may yield higher social returns in alternative uses, government 
expenditure impairs economic performance and may lower community welfare. It 
is also important to recognize that actions to reduce the scope and magnitude of 
inequalities in the community may entail efficiency costs, by weakening the 
incentives the market provides individuals to undertake productive and otherwise 
profitable activities. ...  

                                                 
3 It is possible that a government aiming to reduce deadweight costs by changing the composition of 
taxation and spending could actually end up at point to the right of C. As noted by Alex Robson,  some 
economists have argued that the implementation of ‘efficient’ taxes such as flat consumption taxes and flat 
income taxes may actually cause governments to spend more, since the economic costs of raising a 
particular amount of revenue under such systems are relatively lower than those under a graduated tax 
system. Because the ‘price’ of increasing spending is lower, demand for spending rises (Robson, 2007: 30). 
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Thus, while private markets cannot satisfy perfectly all the needs or the 
community, there are limitations to what governments can do to improve the 
situation. In pursuing its economic or social objectives it is important that the 
government carefully weighs the alternatives’ (Treasury, 1984: 194-5). 

   
The aim of the following discussion is to consider the magnitude of the marginal 
efficiency costs associated with the current size of government in New Zealand. The 
main focus is on the impact of size of government on income levels rather than economic 
growth rates. This reflects the existence of a much stronger body of economic theory and 
evidence about the effects of size of government on average income levels than about its 
effects on longer-term economic growth rates. The important point is that, whatever the 
longer-term effects of size of government on economic growth rates, changes in size of 
government can have substantial impacts on investment and economic growth over 
several decades while an economy is in transition to a higher or lower average income 
level relative to other countries.  
 
The marginal excess burden of taxation 
 
In considering the economic impact of changes in tax levels it is appropriate to focus on 
economic losses associated with the effects of higher taxes on incentives to work, save 
and invest and their distortion of consumption patterns. The marginal excess burden of 
taxation is the economic loss, or deadweight cost, associated with a small tax increase as 
a percentage of the additional revenue collected. Thus, for example, a 40 percent excess 
burden implies that for each $1.00 of additional revenue raised, the associated economic 
loss is 40 cents. With an excess burden of that magnitude each additional dollar of 
revenue raised would need to yield a return to citizens of at least $1.40 in order to be 
worthwhile. 
 
A major study of the marginal excess burden (MEB) associated with different forms of 
taxation has recently been undertaken in Australia in connection with the Henry Tax 
Review (Henry et al, 2010). This produced estimates of MEB for different taxes ranging 
from zero to over 90 percent.4 The results most relevant to New Zealand are presented 
below: 
Corporate income tax:  40 % 
Labour income tax:   24% 
GST:     8% 
Municipal rates:   2%. 
 
These estimates were produced by KPMG (Econtech) using an advanced computable 
general equilibrium model (MM900) that enables analysis of different behavioural 
responses to different taxes by allowing for substitution between a large number of 
different products and a range of primary factors of production. The model estimates the 

                                                 
4 The results are summarised in Box 1.1 of the Overview of the report. 
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MEB of different taxes using a utility function in which households derive utility from 
leisure and saving as well as from consumption of products (KMPG, 2010).5 
 
The measure of economic loss used in the KPMG estimates of excess burden is 
compensating variation (CV), the lump sum required after the tax change to restore the 
consumer’s utility back to its original level. Since the model assumes that revenue raised 
from the tax is returned directly to consumers via lump sum transfers, the CV measures 
only changes in welfare resulting from distortions to economic behaviour associated with 
the tax itself. The CV is smaller than the change in conventional measures of real income 
associated with tax changes because the methodology takes account of the value to 
consumers of the increased leisure resulting from the distortion of choice between income 
and leisure. This means that the estimated marginal excess burden of a tax change would 
be smaller than the loss in GDP as a percentage of revenue raised from a comparable tax 
change. 
  
As explained by KPMG, the model’s estimates reflect two economic principles: ‘The 
mobility principle recognizes that the excess burden of a tax is higher, the higher the 
mobility of its tax base. When a tax is applied to a highly mobile tax base, that tax base is 
likely to shrink, distorting economic activity. The narrowness principle recognizes that 
the excess burden of a tax is likely to be higher, the narrower the tax base. A narrow tax 
base may make it possible to respond to a tax by shifting to untaxed close substitutes. 
Such shifts add to economic inefficiency and reduce the revenue yield’ (p. 20-21). 
 
A model of the kind used by KPMG has the advantage over other methods of estimating 
MEB of making use of available knowledge about substitution elasticities within a 
coherent analytical framework. But no estimation procedure is perfect. One weakness of  
KPMG approach is the dependence of some the results on some assumptions about 
consumption externalities (favouring some ‘sin taxes’ relative to others, which result in a 
negative MEB for tobacco excise and a very high MEB for gambling taxes). More 
importantly, the international supply of capital is assumed to be perfectly mobile. This is 
particularly relevant in relation to the estimate of MEB for corporate income tax. The 
authors found, however, that relaxation of this assumption (by requiring a 50 basis points 
increase in interest rates to double foreign assets’ share of total assets) resulted in only a 
moderate reduction in their estimate of excess burden (p. 55).  
 
The results of the KPMG study are consistent with those of a recent OECD study on tax 
and economic growth which uses different methods to assess the relative inefficiency of 
different taxes (Johansson et al, 2008). The authors of the study conclude: ‘The reviewed 
evidence and the empirical work suggests a “tax and growth ranking” with recurrent taxes 
on immovable property being the least distortive tax instrument in terms of reducing long 
run GDP per capita, followed by consumption taxes (and other property taxes) personal 
income taxes and corporate income taxes’ (p. 7).  
 

                                                 
5 The KPMG estimates of MEB are considerably lower than for some other studies. For example, using 
different methodology Martin Feldstein has estimated the MEB of the personal income tax in the U.S. to be 
about 78 percent (Feldstein, 1999: 676-7). 
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The findings of the OECD study are based to a large extent on econometric work by Jens 
Arnold, using panel data for OECD countries (Arnold, 2008). A distinctive feature of 
Arnold’s analysis is his explicit modelling of which tax is to be reduced when another is 
raised, while also controlling for the tax level.6 His results suggest that stronger reliance 
on consumption and property taxes in place of income taxes would increase long-run 
GDP per capita (p.12). 
 
One potential complication in comparing the MEB of different taxes and the same tax in 
different countries is the relationship between rate of tax and marginal excess burden. 
MEB rises exponentially as the tax rate increases. Thus, for example, if relevant 
elasticities result in an MEB of 10 percent with a tax rate of 10 percent, the MEB rises to 
37.5 percent with a tax rate of 30 percent and to 83.3 percent when the tax rate is 50 
percent (Bates, 2001: 52).7 
 
The KPMG estimates of marginal excess burden of taxation for Australia are broadly 
consistent with available evidence for New Zealand. In the 1990s, Erwin Diewert and 
Denis Lawrence measured the marginal costs of some forms of taxation using a small 
general equilibrium model.8  The study concluded: 

• The marginal excess burden associated with labour taxation increased from 5 
cents to 18 cents per additional dollar of revenue raised over the period from 
1972 to1992. 

• The marginal excess burden of consumption taxation increased from about 5 
cents to 14 cents per additional dollar of revenue raised over the period from 
1972 to 1992.  

KPMG attribute the differences between this estimate and their lower estimate of the 
deadweight loss for consumption taxation in Australia to the fact that the estimate by 
Diewert and Lawrence covers all indirect taxes other than property taxes and import 
duties (KPMG, 2010: 65). 

Diewert and Lawrence suggested that the MEB of capital taxation was likely to be 
substantially higher than for labour and consumption taxes because of the greater 
potential for capital to move internationally in response to changes in tax rates.9 Their 
subsequent estimates of the MEB of capital taxation in Australia were substantially 
higher than their estimates of MEB of labour and consumption taxes in New Zealand.10 
 

                                                 
6 He estimated a consistently negative coefficient for the overall tax burden in his regressions but suggests 
that ‘it is difficult to give this a precise interpretation without more detailed attention to the different public 
expenditures that are financed with the corresponding tax revenues’ (p. 11). 
7 For a more formal treatment see Creedy, 2003. 
8 Diewert and Lawrence, 1994. This study was undertaken for the New Zealand Business Roundtable by 
Swan Consultants (Canberra). 
9 However, their estimate of the MEB of capital taxation for New Zealand in a draft report for the New 
Zealand Treasury is understood to be similar to their estimate for labour and consumption taxes (Robson, 
2007: 18). 
10 Their estimates of the MEB of capital taxation for Australia vary significantly between publications using 
different methodologies (See: Diewert and Lawrence, 1998 and Diewert and Lawrence, 2002). 
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The greatest efficiency gains from reducing the size of government would come from 
reducing the dead-weight costs caused by the least efficient taxes and spending.  
However, an optimal reform program would eliminate all inefficient spending that could 
not be justified otherwise (e.g. on equity grounds) and could see some increases in high 
quality public spending.  The scope for a significant reduction in the overall size of 
government from such a programme is illustrated by (1) the much smaller size of 
government in New Zealand and the 'western' world prior to the 1960s (Tanzi & 
Schucknecht, 2000); (2) the much smaller share of government spending in some top 
performing countries today (e.g. the fast-growing Asian countries); and (3) James Cox's 
analysis that found in 1997-98 that the welfare state in New Zealand accounted for about 
75 percent of tax revenues and 25 percent of gross domestic product.  Amounts spent on 
the top two quintiles of the income distribution alone accounted for 5.6 percent of GDP 
(Cox, 2001).   
 
The potential gains from revenue-neutral changes in the composition of taxes depend on 
the existing structure of taxation. Past reforms have left New Zealand with the bulk of tax 
revenue being raised by taxes that have a relatively broad base, with fewer exemptions 
and concessions than most other countries. However, New Zealand and Australia stand 
out among OECD countries in having a relatively high proportion of revenue raised from 
taxes on capital. Whereas the proportions of revenue raised from taxes on capital, labour 
and consumption are approximately equal in New Zealand and Australia, other OECD 
countries typically raise much higher proportions of revenue from taxes on labour and 
taxes on consumption.11 The high reliance on capital taxation in New Zealand suggests 
that the gains from changing composition of taxation are likely to be higher in New 
Zealand than in many other OECD countries.  
 
It may be possible for a substantial reduction in the overall excess burden of taxation in 
New Zealand to be achieved by further substitution of taxes on consumption for taxes on 
capital, as occurred in the last budget. This would not necessarily be inconsistent with 
common views about fairness of the tax structure, since the incidence of capital taxes 
tends to fall ultimately on less mobile factors of production, such as labour, rather than 
the owners of capital.12 However, as illustrated in Figure 2.1 above, such reforms would 
still leave taxes in place that involve significant excess burdens and administrative costs. 
Moreover, they would do nothing to reduce waste and inefficiency associated with 
current levels of government spending.  
 
Deadweight costs of government spending 
 

                                                 
11 This can be clearly seen in Chart 6.4 of the Henry review paper, ‘Architecture of Australia’s Tax and 
Transfer System’ (Henry et al, 2008: 220).   
12Tax reformers may have some difficulty explaining this to the public. Even Bernie Fraser, former 
Governor of the Reserve Bank of Australia and former Secretary to the Treasury in Australia apparently has 
some difficulty grasping the point. On Australian TV, Fraser recently said: ‘We've been relying more on 
regressive taxes like the GST, so the whole system has become less progressive, less fair and, maybe it was 
a forlorn hope, but I thought that maybe the Henry report would address some of these things’ (7.30 Report, 
ABC, 14 July, 2010). 
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In addition to the excess burden of taxation, additional deadweight costs arise because 
many forms of government spending can distort the incentives of individuals to work and 
save etc.  The research has not been undertaken that would enable us to be as specific 
about the likely magnitude of the deadweight costs associated with government spending 
as about the deadweight costs associated with taxation. There is evidence, however, 
suggesting that desired social outcomes may often be achievable with lower levels of 
government spending and taxation, and that the distortion of behaviour associated with 
some forms of government spending may involve substantial economic costs. 
 
It would be reasonable to expect that countries with relatively high levels of government 
spending would tend to have much better social outcomes, for example in health, 
educational attainment and income distribution, than those with relatively low levels of 
government spending. In fact, however, social outcomes of countries with big 
governments seem to be fairly similar to those of countries with small governments. On 
the basis of their research in the 1990s, Vito Tanzi and Ludger Schuknecht concluded: 
‘Social indicators have been and are still very similar between country groups, showing 
that higher public spending did not have a significant effect on these indicators. Judging 
from the UN human development index, which is a composite of life expectancy, 
education and per capita income, countries with small governments are even somewhat 
better off’ (Tanzi and Schuknecht, 2000: 108). 
 
In a more recent study, with Antonio Afonso, these authors obtained similar results for 
OECD countries. Average indicators for education and health performance were similar 
for small, medium and big governments (Afonso et al, 2003: 12).13 The results of some 
studies using different methodologies are more favourable to big governments. For 
example, a chart produced by Peter Lindert seems to suggest that OECD countries with 
high social transfers as a percentage of GDP have fewer premature years of life lost 
(before age 70) than those with lower levels of social transfers (Lindert, 2004: V1, 258). 
Close inspection of the chart indicates, however, that this result is strongly influenced by 
a few outliers (relatively poor performance of Portugal and the United States and much 
better than average performance by Sweden).  
 
It is difficult to escape the conclusion that good social outcomes can be achieved with 
relatively low levels of government spending. This is also consistent with the view that a 
large part of government spending in countries with big government involves middle (or 
upper class) welfare. To a large extent tax revenue is given back to the people from 
whom it is raised (for example in the form of retirement benefits), or used to provide 
them with a range of services that they would have no difficulty in purchasing privately.14 
The problem with this churning is the existence of deadweight costs both in raising 
revenue and spending it. 
 
Public funding of economic activities transfers them from the private sector to the public 
sector where they are shielded from normal market incentives. Adverse effects on 

                                                 
13 New Zealand is classed as having a ‘medium’ government in this analysis. 
14 The relevance of this to New Zealand is demonstrated in James Cox’s book on middle class welfare 
(Cox, 2001). 
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efficiency have potential to be greatest in those activities where public spending 
represents a high proportion of total spending and there is little competition between 
public and private service providers. For example, while public funding of schools is not 
much higher in New Zealand than Australia (86.6 percent as against 82.8 percent in 
200615) the more even levels of funding between private and government schools in 
Australia may result in less distortion of consumer choice.  
 
There is no market mechanism in the public sector to translate productivity improvement 
into benefits to consumers or lower  government spending. Much depends on the 
effectiveness of administrative arrangements to encourage productivity, including 
through competitive contracting processes. An OECD survey  suggests that the use of 
performance budgeting systems in the public sector in New Zealand in 2007 was around 
the OECD average and considerably less than in some other countries, including 
Australia.16 It is not clear how much significance can be attached to the results of that 
survey, but general government spending on current goods and services and capital 
formation have risen back to 24.8 percent of GDP in 2009, after declining from a peak of 
28.9 percent in 1976 to 20.1 percent in 1995.17 
  
When services are provided by governments there are political pressures for standards of 
service provision to keep pace with those in ‘comparable’ countries irrespective of 
affordability. This applies particularly when technological advances make possible 
substantial benefits to the community with commitment of additional resources (e.g. new 
diagnostic equipment in the health sector). Countries in which average income levels are 
rising relatively slowly are faced with difficult choices because the resource 
commitments needed to keep pace with rising standards of public service provision in 
high-income countries are at the expense of private sector investments that generate the 
returns required to achieve higher average income levels. A comparison with other 
OECD countries suggests that New Zealand has been coping reasonably well with this 
problem. For example, it has maintained numbers of MRI units and CT scanners below 
the OECD average.18 Nevertheless, total health spending as a percentage of GDP (9.2 
percent in 2007) has been somewhat higher than the OECD average (8.9 percent) and 
higher than for Australia (8.7 percent). There is evidence that the decline in productivity 
in the state health sector has added to the cost of health care in New Zealand.19 
 
It is possible for growth of public spending to impact adversely on the private sector of 
the economy by attracting skilled labour at the expense of other sectors. A comparison 
with Australia based on census data (comparing the 2001 census in New Zealand with the 
2006 census in Australia) suggests that the proportion of graduates who obtain 
employment in the public sector may be higher in Australia than New Zealand, for both 
bachelor and higher degrees. Employment in public administration in New Zealand (3.5 

                                                 
15 OECD, Education at a Glance 2009, p.232. 
16 OECD, Government at a Glance 2009, p.15. 
17 Statistics New Zealand data. This spending includes social transfers in kind e.g. provision of schools and 
hospitals, but excludes cash transfers. 
18 OECD, Health at a Glance 2009, p. 92. 
19 This is discussed in the first report of the 2025 Taskforce (p. 92). 
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percent of total civilian employment in 2007) seems quite modest compared with the 
OECD average (6.1 percent) and is lower than that in Australia 4.7 percent. However, 
much employment in education, health, social work and other services is also in the 
public sector. Employment in this sector in New Zealand (24.9 percent of total civilian 
employment in 2007) is higher than the OECD average (22.6 percent) and higher than 
that in Australia (23.9 percent).20 
  
Government spending in the form of income transfers can have important effects on 
incentives of recipients to participate in paid employment. In recent years, however, the 
problem of long-term unemployment seems to have been relatively minor in New 
Zealand by comparison with Australia and other OECD countries. People who have been 
unemployed for over a year accounted for only 6.3 percent of total unemployed people in 
New Zealand in 2009, compared with 14.7 percent in Australia and an OECD average of 
23.5 percent.  
 
However, as noted in the first report of the 2025 Taskforce, there has been a very 
substantial increase in the numbers of New Zealanders in receipt of sickness and invalids 
benefits over the last decade (p. 88). Statistics published by the Ministry of Social 
Development show a disturbingly rapid increase in the numbers of young people (18-24) 
receiving the sickness benefit in recent years. A high proportion of recipients of sickness 
benefit have transferred to this benefit after receiving other benefits, although this 
proportion has declined somewhat (possibly because of the increase in young people 
receiving the benefit). Over one-third of people receiving sickness benefits are suffering 
from psychological or psychiatric conditions and the statistics suggest that this is a 
rapidly-growing source of incapacity. Over the last four years around 94 percent of the 
transfers from sickness benefits have been to New Zealand superannuation or other main 
benefits. Not surprisingly, a large proportion (about 63 percent) of recipients of invalid’s 
benefits in 2008/2009 had transferred from other types of benefit (MSD, 2010). 
 
A study by Mark Harrison suggests that the economic costs of income distribution are 
very high. Harrison estimates that for every dollar of economic benefit to those in the 
bottom quintile, it costs others $3.30, after taking account of the dead-weight costs 
involved. In other words, helping the poor by a dollar comes with an efficiency cost of 
$2.30. Harrison argues that this estimate is conservative because it is based on a low 
estimate of the excess burden of taxation and ignores costs associated with rent-seeking, 
administration, collection, enforcement and compliance (Harrison, 2007: 59).  
 
A study of the New Zealand’s tax transfer system has suggested that effective tax rates (a 
measure of disincentive effects may be relatively high for large fractions of primary and 
secondary earners (Creedy et al, 2008). The authors found that as a result of interaction 
between family benefits and the tax system almost 40 percent of primary earners and over 
20 percent of secondary earners face effective marginal tax rates of 39 percent or more. 
 
Work disincentives in the tax transfer system are likely to have greatest impact on 
workforce participation of people who have less need for paid employment, including 
                                                 
20 National Accounts of OECD Countries, 2009. 
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older people as well as secondary earners. However, workforce participation of older 
New Zealanders is higher than in Australia and relatively high by OECD standards 
(Abhayaratna and Lattimore, 2006). This may be attributable to the fact that New 
Zealand’s system of universal retirement benefits avoids incentives for people to retire 
early and consume their assets to a point where they become eligible for means tested 
pensions.21 A change in the age at which people become eligible for government-
provided retirement benefits could, nevertheless, be expected to have a substantial impact 
on workforce participation of older New Zealanders.   
 
As noted in the first report of the 2025 Taskforce, government-provided retirement 
incomes and provision of generous welfare benefits of other kinds may reduce the 
incentive for saving by the household sector (p. 45). As a substitute for private savings 
use of the tax-transfer system to fund retirement incomes involves deadweight costs 
associated with raising tax revenues. It may also involve additional deadweight costs if a 
reduction in household savings leads to a reduction in investment. This question is 
considered briefly in the following section.  
 
Savings, investment and the cost of capital 
 
New Zealand’s high level of capital taxation, as discussed earlier, could be expected to 
have reduced investment levels below levels that would otherwise have prevailed. 
Disincentives to investment are the main reason why taxes on capital have a high excess 
burden. Irrespective of their expectations of pre-tax profits, investors are interested in 
post-tax profits and have an  incentive to invest most heavily in jurisdictions where they 
expect post-tax profits to be greatest. 
 
There is evidence that levels of business investment in New Zealand have been 
substantially lower than those in Australia over several decades and is relatively low by 
OECD standards (Treasury, 2008: Figure 3). In a paper discussing this evidence the  
Treasury argued that by OECD standards the level of capital stock per unit of labour has 
been relatively low in New Zealand. However, data from the OECD productivity data 
base suggests that between 2000 and 2006 capital deepening made a greater contribution 
to labour productivity growth in  New Zealand than in any other of the included OECD 
countries except Denmark.22    
 
The Treasury paper also discusses  evidence that New Zealand faces a higher cost of 
capital than most OECD countries (p.15). The report considers several factors, in addition 
to relatively high capital taxation, that may raise the cost of capital. These factors include 

                                                 
21 This is a characteristic of Australia’s system of means testing of aged pensions but it should not be 
viewed as a necessary consequence of such means testing. Incentives for early retirement could be altered, 
for example, by changing the access rules applying to private superannuation funds which are subject to 
concessional tax treatment. 
22 See OECD Compendium of Productivity Indicators, Figure A.7: 
http://www.oecd.org/document/5/0,3343,en_2649_29964795_35954629_1_1_1_1,00.html  .  
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uncertainty associated with exchange rate volatility and uncertainty about the regulatory 
environment. Another factor mentioned is a relatively low level of domestic savings.23  
 
There are strong grounds to argue that international capital is close to being a perfect 
substitute for domestic savings of New Zealanders. Although it is possible to postulate 
various ways in which returns and risks faced by foreign investors could be influenced by 
levels of domestic savings, none of these factors seem particularly important. If this 
judgement is wrong, the possible effects of the tax-transfer system on levels of savings 
may have important implications for aggregate investment levels and economic growth. 
However, any additional deadweight costs of the tax-transfer system associated with this 
source of reduction in aggregate investment would need to be offset against lower 
estimates of the excess burden of taxation resulting from relaxation of the assumption that 
the supply of foreign capital is fairly close to being perfectly elastic (as in the KPMG 
estimates discussed earlier). 
 
Government spending and the real exchange rate 
 
The case against imposing barriers to international trade rests on the importance to 
economic growth of investment, technology transfer and innovation to obtain competitive 
advantage in export industries, as well as on traditional arguments in favour of 
specialization in areas of comparative advantage. Use of tariff barriers and other 
protective mechanisms tends to divert resources away from export industries to industries 
producing for the domestic market, where growth potential is more limited. The costs of 
such protection are particularly high in small countries since they have most to gain from 
international trade. 
 
The contemporary relevance of this reasoning to New Zealand stems mainly from 
evidence that has emerged that government consumption spending tends to have an effect 
similar to import barriers in raising the real exchange rate that export industries have to 
contend with. For example, a paper by Luca Ricci, Gian Milesi-Ferretti and Jaewoo Lee, 
which examined the influence of a range of different factors on real exchange rates, has 
found that an increase in the government consumption to GDP ratio of 1 percentage point 
is associated with an appreciation of the equilibrium exchange rate of close to 3 percent 
(Ricci et al, 2008: 10). The main reason for such a result is that government consumption 
tends to fall more on nontradables than on tradables, hence raising the relative price of 
the former and disadvantaging the latter.24  
 
A subsequent paper by Vahagn Galstyan and Phillip Lane has confirmed the result that an 
increase in government consumption is associated with exchange appreciation. These 
authors provided evidence that government investment could have the opposite effect, 
however, if it disproportionately raised productivity in the non-traded sector (Galstyan 
and Lane, 2008). 

                                                 
23 Savings rates vary substantially among OECD countries. Although New Zealand’s net savings rate has 
been toward the lower end of the scale, it has been comparable to that in the UK, the US and Australia over 
the last decade. 
24 The real exchange rate can be thought of as the ratio of the price of non-tradable goods to tradable goods. 
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The effects of government spending on the real exchange rate deserves more 
consideration in New Zealand. 
 
Summing up 
 
The critical issue is how large an increase in per capita incomes could be achieved by a 
policy reform package focused on reducing the most inefficient taxes and eliminating the 
most distorting forms of government spending. The foregoing discussion suggests that for 
each dollar of reduced spending an economic gain of 40 cents is possible by reducing 
capital taxation. It also suggests that there is some scope for additional gains by reducing 
the deadweight costs associated with some forms of government spending. There are 
deadweight costs that have not been taken into account including the costs incurred by 
taxpayers in complying with tax law, taking advantage of legal tax avoidance 
opportunities and in some cases in evading taxes (e.g. the cost of keeping two sets of 
books). There are also costs associated with rent-seeking, such as the costs incurred by 
particular groups in seeking more favourable treatment under tax law or particular 
benefits from the government. 
 
Given the limited information available, an assessment of the total benefits possible 
through a reduction in size of government must be speculative, but it seem plausible that 
the total deadweight costs associated with the marginal 10 percentage points of 
government spending could amount to more than 50 cents for each dollar of reduced 
spending – more than half of the outlays involved. On that basis a 10 percentage point 
reduction in government spending as a percentage of GDP could be expected to increase 
GDP by around 5 percent. This would correspond to an increase of about 0.5 percent to 
the annual rate of growth of per capita GDP over a decade, or a smaller increase over 
several decades.   
 
 
 
 
 
 
 
 
 



 17

3. International Evidence on the Relationship Between Size of Government and 
Economic Growth 

 
The preceding chapter has established that there are strong reasons why we should expect 
changes in size of government in New Zealand to have important implications for 
economic growth. This view has come under challenge, however, because raw 
international data on size of government and per capita income levels and growth rates 
suggests no obvious relationship between these variables. The aim of the following 
discussion is to consider whether our presumption that changes in size of government are 
important should be modified in the light of such international evidence. 
 
Relevant data for advanced economies, as defined by the IMF, is presented in Figures 3.1 
to 3.3. The strongest evidence of the beneficial effects of small government in these 
Figures is the relatively high income levels now attained by Singapore and Hong Kong, 
reflecting rapid growth in recent decades, and the strong growth performance of Korea 
and Taiwan.  
 
 

Figure 3.1: Size of Government and Per Capita GDP: 
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Notes: a Advanced economies as defined by the IMF. b I$, 2005 prices from Penn World Table (rgdpch).     
c From IMF, Government Financial Statistics Yearbook, 2009 
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Figure 3.2: Size of Government and Growth in Per Capita 
GDP: 1995-2005
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Note: a Penn World Table (grgdpch) .b IMF GFS data from World Bank. 
 
The rapid growth of East-Asian economies with small governments is more evident in 
Figure 3.3 than in Figure 3.2. The latter Figure shows average growth rates over a longer 
time period to even out the effects of factors peculiar to the decade 1995-2005. 
 
Peter Lindert, and some other researchers, have suggested that governments are likely to 
get bigger in the strongly performing economies of East Asia as people in those countries 
become more prosperous. Lindert argues that the East Asian experience of social 
transfers has characteristics that are similar to those shown in the earlier history of OECD 
countries like Sweden and the United States (Lindert, 2004, Vol. 1:220-221). 
 
This may happen, but it would be a mistake to view such a process as inevitable. The 
future social policies adopted by the governments of East Asia, like those of other 
countries, including the welfare states of Western Europe, can be expected to be 
influenced by evidence on the effects of big government on economic growth. 
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Figure 3.3: Size of government and Growth in Per capita 
GDP: 1990-2007
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Evidence on effects of social transfers on economic growth 
 
Peter Lindert is one of the strongest proponents of the view that the high levels of social 
transfers evident in Western Europe have been a ‘free lunch’. What he means by this is 
that, contrary to reasoning such as that presented in Chapter 2 about the deadweight 
losses associated with high levels of taxation and government spending, high social 
transfers in the welfare states of Western Europe have not resulted in low per capita 
incomes or particularly low rates of economic growth. He suggests that the policies 
adopted by these countries have been ‘in many ways more pro-growth than the policies of 
most free-market countries’ (Lindert, 2004, Vol. 1: 227). 
    
The econometric work that Lindert has undertaken on the effects of social transfers on 
economic growth illustrate some of the problems involved in considering the effects of 
size of government on economic growth. Rather than using total government spending as 
the main explanatory variable in his regressions, Lindert uses social transfers as a 
percentage of GDP because his focus is on the effects of social transfers on economic 
growth. His regression results suggest that social transfers hardly affect growth. 
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It seems likely from the results Lindert presents, however, that his finding that social 
transfers hardly affect growth is based on coefficient estimates that reflect a combination 
of influences, rather than a measure of the impact of higher social transfers other things 
being equal. Indeed, the explanation that he offers for coefficient estimates not 
significantly different from zero is that OECD countries with relatively high levels of 
transfer spending tend to rely less heavily for revenue on taxation of capital accumulation 
than those with lower levels of transfer spending (Lindert, 2004, Vol. 1: 235). He also 
suggests that countries with high levels of welfare spending seem to avoid huge 
disincentives to work that might have large effects on GDP (p. 245). His explanation for 
his welfare state ‘free lunch puzzle’ is that ‘the high budget welfare states seem to have 
designed their budgetary policies so as to preserve economic growth and not soak the rich 
too heavily’ (p. 263). 
 
The results of a study by Diego Romero-Avila and Rolf Strauch for European countries 
provides some independent support for the view that the ability of the welfare states of 
Western Europe to maintain some economic growth may be related to the composition of 
their taxes and government spending (Romero-Avila and Strauch, 2008: 184). These 
authors found a significant negative effect for government transfers in a regression model 
that accounts explicitly for the effects of different forms of taxation and government 
spending.  This regression showed that direct taxes had a significant negative effect on 
growth, along with government consumption and transfers. Government investment was 
shown to have a positive effect on growth. In separate regressions, Romero-Avila and 
Strauch also found that the size of government has a negative effect on economic growth 
using both total expenditures and total revenues as measures of size of government. 
 
Lindert’s argument that the welfare states of Europe have been a ‘free lunch’ could have 
some relevance in comparing their economic performance with that of the United States. 
He suggests that it does not make much sense to think in terms of a trade-off between 
equality and efficiency in making comparisons between America and Western Europe 
since governments on both continents are operating inside their social possibility frontiers 
(Lindert, 2007: 26). In other words, they have adopted inefficient policies to pursue their 
objectives. If they adopted more efficient policies, European countries would probably be 
able to promote higher economic growth without reducing equality and the United States 
would probably be able to promote greater equality without reducing economic growth. 
 
However, in considering the implications of size of government for economic growth, the 
more relevant benchmark for comparison is not Europe or America but countries that are 
closer to their possibility frontiers. Lindert’s evidence suggests that the adverse effects of 
high social spending on economic growth can be offset to some extent by adopting a 
more efficient tax-transfer system. That doesn’t mean that a welfare state is a free lunch 
relative to the more appropriate benchmark of small government and an efficient tax 
system. 
 
Econometric evidence on size and growth 
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It seems likely, as claimed recently by Andreas Bergh and Martin Karlsson, that most 
studies of the relationship between size of government and economic growth in rich 
countries have found a negative correlation between government size and economic 
growth (Bergh and Karlsson, 2010). Nevertheless, causal interpretations of such results 
are often hotly disputed and contrary results are quite common.  
 
This report does not attempt to resolve the an ongoing debate about this econometric 
evidence. It is necessary to obtain a broad understanding of the issues involved, however, 
in order to consider whether the conclusions reached earlier in this report should be 
modified in the light of the international evidence. 
 
The literature review and analysis presented in Appendix 2 suggests that there are several 
important problems in the use of econometric analysis to estimate the effects of size of 
government on economic growth. First, there is the problem of obtaining comparable data 
sets on government spending and other relevant variables extending over an adequate 
time period for a sufficient number of countries. Second, there is the problems of 
specifying a government budget constraint in a manner that will enable analysis to shed 
light both on the effects of size of government and the effects of composition of 
government spending and taxation. The third problem, which is probably less tractable, 
concerns the issue of whether a causal interpretation should be placed on the negative 
correlation between government size and economic growth.  
 
The analysis reported in Appendix 2 should be viewed as preliminary, particularly since 
it does not meet all of the desirable characteristics for econometric analysis in this area 
that were identified in the literature review. The findings of that analysis are as follows: 

• The simple negative relationship between size of government and economic 
growth in OECD countries, that was found in a study undertaken a decade ago 
(Bates, 2001), is still evident with the addition of more recent data and extension 
of the analysis to additional OECD countries. However, the precision of 
estimation is weakened. Little reliance can be placed on the results of this simple 
analysis, particularly because it does not control for the influence of policy 
variables other than the size of government. 

• A strong relationship was found between the quality of institutions (measured by 
an index of economic freedom) and economic growth in a data base for advanced 
economies (IMF definition). The size of government component of that index was 
found to make a significant contribution to economic growth. The results suggest 
that a 10 percentage point reduction in government spending as a percentage of 
GDP could be expected to increase per capita GDP growth by around 0.3 
percentage points per annum in the first decade and by smaller amounts 
subsequently, until the economy reached a new equilibrium between its 
institutional settings and its average income level. 

 
Even though the impact on annual growth rates of a reduction in size of government that 
is  implied by these regression results might appear quite modest the cumulative impact 
on per capita GDP would nevertheless be substantial. For example, the results suggest 
that a 10 percentage point reduction in government spending as a percentage of GDP 
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could result in an increase of about 5 percent in per capita GDP after 15 years and about 7 
percent after two decades.25  
 
How far can other institutional quality compensate for big government? 
 
Although the analysis discussed above is preliminary, it seems to shed some light on the 
reasons why high income countries such as Sweden have been able to maintain modest 
growth in per capita GDP despite high levels of government spending. The results 
suggest that the impact of economic reforms in Sweden on the ‘other’ component of 
economic freedom (i.e. the remaining component after size of government is removed) 
have added around 0.8 of a percentage point per annum to Sweden’s per capita GDP 
growth rate from 1990 to the present. The results also suggest, however, that an average 
per capita income growth rate of around 2 percent per annum is about ‘as good as it gets’ 
for a country with size of government and income levels similar to those in Sweden 
(unless it is exceptionally lucky in other respects). 
 
As discussed in Appendix 2, the modelling of economic growth in the econometric 
analysis incorporates the idea that average economic growth rates over a decade are a  
a function of the difference between current income levels and the maximum income 
level attainable with current institutions.26 In order to have rapid economic growth a 
country has to have relatively good institutions compared with others with similar income 
levels (or a lot of good luck).  
 
This point is illustrated in Figure 3.4, which shows projected per capita GDP growth rates 
for a country with a size of government similar to that in New Zealand, under varying 
assumptions concerning other institutional quality (‘other’ economic freedom). The chart 
shows that the projected average income growth in countries with high per capita 
incomes is lower than that in countries with lower per capita incomes and the same size 
of government. It also shows that higher ratings on ‘other’ economic freedom can 
compensate to some extent for lower ratings on size of government (i.e. bigger 
government). It suggests, however, that a combination of high incomes and even modest 
growth rates is generally likely to be unattainable unless size of government is relatively 
small. 
 
 
 
 
 
 

                                                 
25 The projected long run impact on per capita GDP, reached after several decades, is about 9-10 percent. 
26 The modelling also allows for the possibility that the maximum income sustainable with current 
institutions can move upward over time as a result of technological progress. Other things equal, the 
coefficient on the period dummy variables could be expected to rise from one decade to the next. 
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Figure 3.4: Projected growth in per capita GDP with 
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Notes: a Assumes a rating of the size of government component of the economic freedom index of  6.7 as 
for New Zealand in 2007; world economic conditions similar to those in 1990s (i.e. more favourable than 
for the current decade); and per capita GDP growth in the preceding decade of 2.05% per annum (the rate 
experienced by New Zealand in the 1990s).  
 
 
This is relevant to a comment by James Gwartney, a leading researcher on economic 
freedom and economic growth, concerning size of government in New Zealand in 2001 
(around 40 percent of GDP according to OECD estimates). Gwartney wrote: ‘I do not 
know of any country that has sustained per capita income growth of 4 percent or more 
with that level of government spending’ (Bates, 2001: 26). The subsequent controversy 
about the factual accuracy of this claim was reviewed by Bryce Wilkinson (Wilkinson, 
2004). 
 
It may be of interest to reconsider whether any countries have sustained per capita 
income growth with government spending as high as 40 percent of GDP using the 
advanced country data base in this study.27 About half of these countries maintained per 
capita growth rates in excess of 4 percent per annum during the 1960s (and for decades 
ending up to the mid-1970s)  including many OECD countries as well as the rapidly 
growing East Asian economies. It seems unlikely, however, that any of those countries 
had government spending as a percentage of GDP greater than 40 percent (although the 
relevant data is not available to check this for all countries and all years). Austria had 
average per capita income growth of 4.2 per cent in the decade ending 1979 and may 
have had government spending greater than the 40 per cent level during some of that 
decade.  

                                                 
27 See Table A2.6 for a listing of economies in this data base. 
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In more recent years the East Asian economies have continued to grow rapidly and to 
maintain relatively low levels of government spending. Few other countries have 
maintained per capita growth higher than 4 percent. Ireland’s rapid growth since the mid-
1990s coincides with a period when its government spending had been brought back 
below the 40 percent level. The only countries known to have growth greater than 4 
percent and government spending greater than 40 percent in recent years are Luxembourg 
(for decades ending 2006 and 2007), Iceland (for decades ending 2005 and 2006) and 
Greece (for decades ending 2006 to 2008).  
 
A further examination of available data suggests that over the last 50 years no OECD 
countries with government spending levels as high as those currently in New Zealand 
have been able to sustain per capita GDP growth of more than 4 percent per annum for 15 
years or more.  
 
This search for counter-examples to Gwartney’s assertion seems to underline the validity 
of the point he was making. It is extremely difficult to find examples of countries with 
big governments that have been able to sustain per capita income growth of 4 per cent for 
more than a decade.  
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4. Conclusion 
 
By how much could average incomes in New Zealand be raised by cutting the size of 
government?  
 
This report has argued that a sensible way to consider this question is to focus on the 
gains likely to be possible by reducing the most inefficient taxes and eliminating the most 
distorting forms of government spending. The assessment of deadweight costs of taxation 
and government spending in Chapter 2 suggests that the total deadweight costs associated 
with the marginal 10 percentage points of government spending could amount to more 
than half of the outlays involved. On that basis a 10 percentage point reduction in 
government spending as a percentage of GDP could be expected to increase average 
income levels by around 5 percent. This might add about 0.5 percent to the economic 
growth rate over a decade, or a smaller amount over several decades.  
 
As discussed in the preceding chapter, attempts to use regression analysis of international 
data to measure the effects of size of government on economic growth encounter 
formidable problems including the question of whether a causal interpretation should be 
placed on the observed negative correlation between government size and growth in 
OECD countries. It has been important to examine the international evidence, however, 
to consider whether it provides any grounds to modify the assessment of effects of size of 
government based on assessments of  deadweight costs of taxation and government 
spending. 
 
On balance, the weight of international evidence supports the view that big government 
has significant adverse effects on per capita income levels and growth rates. An 
examination of available data suggests that over the last 50 years no OECD countries 
with government spending levels as high as those currently in New Zealand have been 
able to sustain per capita GDP growth of more than 4 percent per annum for 15 years or 
more.  
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APPENDIX 1  
 

Data on Total Government Spending as a Percentage of GDP28 
 
International comparisons 
 
There are three different sources of data on total government spending and tax levels that 
could be used for international comparisons of the size of the government: 

• OECD data on general government total outlays and revenues as a percentage of 
GDP, published for member countries in tables annexed to the publication, 
Economic Outlook (referred to as EO data). 

• OECD National Accounts data on total expenditure of general government as a 
percentage of GDP (referred to as NA data). 

• IMF data on general government expenditure as a percentage of GDP published in 
Government Financial Statistics (referred to as GFS data).29 

The definitions of the three series are similar. The EO concept is defined as follows:  

‘The figures for total outlays consist of current outlays plus capital outlays. 
Current outlays are the sum of current consumption, transfer payments, subsidies 
and property income paid (including interest payments). Data refer to the general 
government sector, which is a consolidation of accounts for the central, state and 
local government plus social security’.30  

The OECD National Accounts concept is defined as follows:  
‘Total general government expenditure (GGE) is equivalent to expenditures by 
general government on the following items: intermediate consumption, 
compensation of employees, subsidies, social benefits and social transfers in kind 
(via market producers), other current transfers, property income, capital transfers 
(payable), the adjustment for the net equity of households in pension funds 
reserves, gross capital formation and net acquisition of non-financial non-
produced assets. It also includes taxes on income and wealth [and] any other taxes 
on production that government may be required to pay.  
The government sector covers all units producing (all or mostly) non-market 
goods and services that are publicly owned. Publicly owned units producing (all 
or mostly) market goods and services are not in the government sector but are 
instead recorded as public corporations’.31  

 

                                                 
28 The author wishes to acknowledge assistance from Bryce Wilkinson and some Treasury officers in 
accessing data and pointing to problems with data. None of the people who helped should be held 
responsible for views expressed in this report. 
29 There is also national accounts data on government consumption and investment spending. The focus in 
this appendix is on total government spending including transfer payments. 
30 See: OECD Economic Outlook Sources: 
http://www.oecd.org/document/25/0,3343,en_2649_34109_33702745_1_1_1_1,00.html  
31 See: OECD.Stat: Concepts & Classifications: 
http://stats.oecd.org/OECDStat_Metadata/ShowMetadata.ashx?Dataset=NAG&Coords=%5bINDICATOR
%5d.%5bTES13S%5d&ShowOnWeb=true&Lang=en  
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Table A1.1: Comparison of Data on Government Spending as a Percentage of GDP for 
2007 and 2008 

 
 OECD EO series: 

General government 
total outlays as a % of 

GDP 

OECD National 
Accounts series: Total 
expenditure of general 
government as % of 

GDP 

IMF GFS series: 
Total outlays as % of 

GDP for year 
indicated 

Differences between 
seriesa 

 2007 2008 2007 2008 Year % 2 OECD 
series 

GFS and 
EO series

Australia 33.34 33.90 34.08  2008 32.44 0.74 -1.46 
Austria 48.73 48.97 48.82 48.93 2007 48.82 -0.04 0.09 
Belgium 48.39 50.12 48.4 50.09 2008 50.13 -0.03 0.01 
Canada 39.17 39.78 39.06  2008 39.94 -0.11 0.16 
Czech rep. 42.44 42.91 42.55 42.92 2008 40.71 0.01 -2.20 
Denmark 50.92 51.83 50.98 51.86 2008 51.94 0.03 0.11 
Finland 47.35 49.47 47.3 48.95 2008 48.58 -0.52 -0.89 
France 52.31 52.82 52.32 52.67 2008 52.67 -0.15 -0.15 
Germany 43.62 43.77 43.68 43.7 2008 43.84 -0.07 0.07 
Greece 45.03 46.79 44.35 46.32 2008 48.33 -0.47 1.54 
Hungary 49.39 49.14 49.79 49.24 2007 49.79 0.10 0.40 
Iceland 42.27 57.78 42.5 58.28 2008 57.82 0.50 0.04 
Ireland 36.57 42.01 36.24 42.02 2008 42.02 0.01 0.01 
Italy 47.85 48.85 47.9 48.73 2008 48.73 -0.12 -0.12 
Japan 35.90 37.08 36.01  2006 36.17 0.11 0.27 
Korea 28.65 30.45 28.65    0.00  
Luxembourg 36.20 37.18 36.23 37.72 2008 40.48 0.54 3.30 
Netherlands 45.52 45.91 45.52 45.91 2008 45.91 0.00 0.00 
New 
Zealand 

40.13 
 

42.23 
 

39.72  2007 36.72 -0.41 -3.41 

Norway 41.23 40.26 40.94 39.95 2008 39.9 -0.31 -0.36 
Poland 42.19 43.28 42.19 43.26 2008 43.03 -0.02 -0.25 
Portugal 45.81 46.14 45.81 46.04 2008 46 -0.10 -0.14 
Slovak Rep. 34.37 34.80 34.4 34.74 2008 35.73 -0.06 0.93 
Spain 39.21 41.06 39.21 41.06 2008 40.81 0.00 -0.25 
Sweden 51.80 52.46 52.55 53.06 2008 53.09 0.60 0.63 
Switzerland 32.21 31.83 32.21  2007 33.5 0.00 1.29 
United 
Kingdom 

44.16 
 

47.47 
 

44.02 47.46 2008 47.46 -0.01 -0.01 

United 
States 

36.76 
 

38.77 
 

36.71 38.75 2008 38.56 -0.02 -0.21 

Notes: a Difference between the latest available data of the NA and GFS series and the corresponding EO 
series. 

 

The IMF defines an expense in its Government Financial Statistics Manual as a decrease 
in net worth resulting from a transaction.32  

                                                 
32 Government Financial Statistics Manual Chapter 6: 
http://www.imf.org/external/pubs/ft/gfs/manual/index.htm  



 28

One difference between the IMF’s GFS system and the measures of general government 
spending published by the OECD relates to the consolidation of government accounts. 
The GFS system is intended to be fully consolidated, which means that inter-
governmental transactions are eliminated. The OECD’s comments on consolidation seem 
to imply that the extent of consolidation in its data may differ between countries:  

‘Many of the transactions are better recorded on a consolidated basis (i.e. 
transactions between general government sub-sectors are netted out) to avoid 
exaggerating the role of general government. Items that are usually consolidated 
include: debt interest (part of property income), and capital transfers (except 
capital taxes payable) and other current transfers’.33   

Data from the two OECD series are compared with the latest published GFS data in Table 
A1.1. This exercise shows that, at least for the years considered, the differences between 
the two OECD series are quite small for nearly all countries. There are more substantial 
differences, however, between the OECD series and the IMF series for some countries, 
particularly New Zealand, Australia, Czech Republic, Greece, Luxembourg, and 
Switzerland.34  

The GFS data seems to be compiled on a more consistent basis in different countries than 
the OECD data and is therefore probably preferable for use in international comparisons. 
It is difficult to be certain of the conceptual superiority of the GFS data, however, in the 
absence of a detailed explanation of reasons for differences between it and the OECD 
data.  

For practical purposes, use has been made of both the EO and GFS data in separate parts 
of the analysis in this project. Longer time series are available for the EO data, going 
back to the 1960s for some OECD countries. The GFS data is available for shorter time 
periods, but for a wider range of countries. 

Statistics relating to government spending in New Zealand 

The differences that are evident between EO and GFS data in recent years are also 
evident in time series data for New Zealand where the two series can be compared.  

                                                 
33 See: OECD.Stat: Concepts & Classifications : 
http://stats.oecd.org/OECDStat_Metadata/ShowMetadata.ashx?Dataset=NAG&Coords=%5bINDICATOR
%5d.%5bTES13S%5d&ShowOnWeb=true&Lang=en  
34 There is an additional complication in that the GFS data included in the table differs 
from the corresponding data in the IMF’s World Economic Outlook data base that has 
been used in this study. The IMF provides a possible explanation: ‘The data published in 
IFS by the IMF Statistics Department come from member country statistical authorities 
(e.g., central bank, finance ministry, etc.). The data published in the WEO publication by 
the IMF Research Department come from information gathered by the IMF country desk 
officers at the time of the WEO exercise. Because of differences in data collection 
techniques, methodological issues, focus, and timing, the data in IFS and WEO may 
differ’   See: http://www.imfstatistics.org/imf/IMFFAQ.htm . For example, it is possible 
that differences could arise because of revisions to GDP estimates between the dates 
when the two datasets are published. 
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There is a much more serious problem, however, in reconciling EO data for the mid-
1980s with data on financial net expenditure available on the web site of the New 
Zealand Debt Management Office (DMO). The EO estimate for 1986 is 58.5 percent, 22 
percentage points higher than the DMO estimate. This is surprising in view of the fairly 
close correspondence between the DMO series and the historical EO series in Peter 
Lindert’s data base from 1972 to 1981when these series can be compared. 35 (The 
differences between the two series in that early period could be attributable to the fact 
that DMO data does not include local government spending). The high EO estimates for 
government spending in the 1980s are apparently attributable to write-offs of debts to the 
government of organizations classified as within the public sector. 

The analysis in the present study has avoided use of EO data for the mid-1980s. 

 
 
 
 
 
 
 
 

                                                 
35 See: http://lindert.econ.ucdavis.edu/index.cfm?employeeid=17&currentNav=2&currentMenu=6  
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APPENDIX 2 
 

Econometric Evidence on the Relationship Between Size of Government and 
Economic Growth 

 
Apart from problems of data availability, comparability and reliability, the main problems 
in econometric analysis of the relationship between size of government and economic 
growth seem to relate to methods used to incorporate the government budget constraint 
and the endogeneity issue, i.e. whether observed correlations reflect causation. 
 
Norman Gemmell has suggested that econometric studies using international data to 
examine the relationship between size of government and economic growth fall into three 
broad categories (Gemmell, 2001).   
 
First generation studies tested ad hoc hypotheses related to the impact of particular tax, 
spending or other fiscal variables on economic growth. The results of such studies are 
generally not robust and not comparable. 
 
Second generation studies have typically been inspired by the predictions of neoclassical 
and/or endogenous growth models involving fiscal policy. Such studies may use total 
spending as a percentage of GDP or total tax revenue as a percentage of GDP or as 
measures of the size of government and may make attempts to deal with endogeneity 
problems – in particular, the direction of causation between government size and 
economic growth. However, such studies tend to ignore the role of the government 
budget constraint. 
  
Third generation studies recognize the government budget constraint i.e. that the effects 
of additional government spending must be balanced against the effects of the taxes or 
deficits that finance them.  
 
This classification seems appropriate, even though third generation studies do not 
necessarily shed any more light on the relationship between size of government and 
economic growth than do second generation studies. Furthermore, third generation 
studies do not necessarily deal with endogeneity problems any more successfully than do 
second generation studies. These issues are discussed below. 
 
Incorporating the government budget constraint 
 
One popular method of incorporating the government budget constraint - the 
methodology developed by Richard Kneller et al – involves disaggregation of 
government spending and taxation into a range of fiscal categories. This methodology 
requires the researcher to indentify fiscal categories  that are ‘neutral’ with respect to 
economic growth and to omit these from the regression analysis so that the parameters of 
fiscal variables included in the regressions can be interpreted as growth impacts financed 
by the omitted fiscal categories (Kneller et al, 1999: 173-175). The authors emphasize 
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that to avoid mis-specification problems only ‘neutral’ fiscal categories should be omitted 
from regressions.  
 
However, neutral taxes are not easy to find.  As Gemmell and Kneller acknowledge, 
‘almost all taxes are distortionary to some degree and the key issue in searching for long-
run effects of various taxes is whether these distortions can be expected to be substantial 
or minor with respect to the main determinants of long-run growth, such as investment or 
technical progress’ (Gemmell and Kneller, 2003: 3). 
 
Studies using the methodology proposed by Kneller and Gemmell seem to produce 
plausible estimates of the effects on economic growth of ‘distortionary taxes’ (defined as 
direct taxes on income, profits, payrolls etc.) and ‘productive expenditures’ (defined as 
government spending on education, health, transport and communications, housing, 
defence and general public services). For example, the results of one set of regressions 
for European countries suggests that increasing tax revenues from distortionary taxes by 
1 percent of GDP reduces the economic growth rate by 0.4 percentage points, whereas 
increasing productive expenditures by the same amount results in a similar increase in the 
economic growth rate (Gemmell and Kneller, 2003: 4). 
 
Unfortunately, such studies do not provide much direct information about the effects of 
size of government on economic growth. The authors emphasize, quite rightly, the 
important implications of their findings regarding changes in the composition of taxes 
and spending levels. But the studies do not provide parameter estimates relating to effects 
of changes in overall size of government.36 
 
An alternative approach to recognition of the budget constraint is to include the fiscal 
surplus (or deficit) as a percentage of GDP in regressions along with overall shares of 
either spending or taxation in GDP. This does not preclude variables being incorporated 
to account for differences in the composition of revenue and spending. 37 As can be seen 
from Figure 2.1, changes in size of government affect deadweight costs through a 
combination of a scale effect and a composition effect brought about by reducing the 
least efficient forms of tax and government spending.  
 
Do observed correlations reflect causation? 
 

‘Most of the right-hand side variables in cross-country growth regressions are best 
thought of as being jointly determined with the economic growth rate. Taxes and 
government spending affects growth via a standard supply side relation, while 
growth affects tax revenue and spending decisions via the income elasticity of the 

                                                 
36 If the regressions models were structured to assess the effects of the most distorting forms of government 
spending being funded by the least efficient forms of taxation, the results might be more relevant to the size 
of government issue. 
37Jens Arnold adopted this approach in a study of the effects of tax structures on economic growth for a 
panel of OECD countries, but did not attempt to allow for changes in composition of government spending 
(Arnold, 2008). An earlier OECD study, by Andreas Bassanini et al, also adopted this approach for tax 
revenues by including the ratio of direct to indirect taxes as a variable but this analysis does not include the 
fiscal surplus as a variable (Bassanini et al, 2001). 
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demand for public-sector activities. For this reason, a negative correlation 
between growth and government spending may reflect nothing more than the fact 
that the demand for spending on unemployment benefits and social assistance 
increase in recessions. Identifying the supply relation requires that we can find an 
instrument set consisting of exogenous variables that shift the demand relation but 
not the supply relation. In practice, this is bound to be difficult, and perhaps even 
impossible’ (Agell et al, 2005: 212-3). 

 
This passage is quoted from comments made by Jonas Agell, Henry Ohlsson and Peter 
Skogman Thoursie on an article about the growth effects of size of government in rich 
countries (Folster and Henrekson, 2001). The article by Stephan Folster and Magnus 
Henrekson has attracted considerable attention because of its attempts to tackle 
econometric issues and its finding that ‘the more econometric problems are addressed, the 
more robust the relationship between government size and economic growth appears’ (p. 
1501). Agell et al suggested that most of the regressions by Folster and Henrekson did 
not address the difficult issue of endogeneity bias and that the attempts the authors made 
to do something about this were flawed (p. 212).  
 
In their reply Folster and Henrekson made the point that the critique by Agell et al did not 
affect the main result of their original study. That study had concluded that the 
relationship between government spending and growth in rich countries is robust even 
according to stringent extreme bounds criteria (Folster and Henrekson, 2006: 219). The 
authors acknowledged the importance of the endogeneity problem, however, and noted 
that their article had explicitly avoided claiming to have settled this issue. Their response 
suggests that a great deal of caution is required in drawing causal inferences from 
regression analyses of the relationship between size of government and growth. They 
conclude: 

‘Meaningful simultaneous regressions of the relation between government 
expenditure and growth do not yet seem possible. In the meantime, analysing 
correlations does provide relevant information that should not be discarded’ (p. 
221). 

 
In their recent study, Andreas Bergh and Martin Karlsson used the same data base as 
Folster and Henrekson to test whether the negative correlation between size and growth 
survives inclusion of variables to control for economic freedom and globalization (Bergh 
and Karlsson, 2010). Negative correlation survived both that test and additional tests 
using Bayesian averaging over classical estimates (BACE). Nevertheless, the results 
became shaky when regressions were re-run with an additional 10 years of data. Bergh 
and Karlsson’s confidence in their original results was restored, however, when the 
BACE test was re-run on the updated data.  
 
Some New Zealand studies have made simple attempts to address the question of the 
extent to which the negative correlation between size of government and growth denotes 
a causal relationship. The studies were prompted by a study by James Gwartney, Randall 
Holcombe and Robert Lawson suggesting that ‘a decrease of 10 percent in government 
expenditure as a share of GDP will produce an increase in the GDP growth rate of about 
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1 percent (Gwartney, Holcombe and Lawson, 1998: 187). The studies, by Winton Bates 
(Bates, 2001) and Arthur Grimes (Grimes, 2003), independently attempted to assess the 
robustness of the results obtained by Gwartney et al. The methodology of both studies 
was similar, but the conclusions reached by the authors were somewhat different. Bates 
concluded that ‘when allowance is made for the possibility that growth rates in particular 
decades may be influenced by factors other than size of government, the estimated 
coefficient is lower but a strong inverse relationship between size of government and 
economic growth is still evident’ (Bates, 2001: 58). On the basis of his, more stringent, 
tests Grimes concluded that ‘size of government per se has at most only a minor effect on 
long-term growth outcomes’ (Grimes, 2003: 28). In his review of the studies Bryce 
Wilkinson suggested that the additional dummy variables included in Grimes’ analysis 
may be ‘throwing out the baby with the bathwater’ (Wilkinson, 2004: 35). 
 
Although reaching somewhat different conclusions about the causal interpretation of 
Gwartney’s findings, Bates and Grimes ended up with similar conclusions about 
transitional effects of changes in the size of government on economic growth rates.38 
Bates’ results suggest that a 10 percentage point reduction in government share of GDP 
could increase the subsequent annual growth rate by 0.6 per cent per annum for between 
15 and 20 years (Bates, 2001: 86). Grimes’ results suggest that reducing the government 
share of the economy by this amount would result in a ‘temporary’ (decade long) increase 
in economic growth of 0.9 percent per annum (Grimes, 2003: 15 -16). The reason why 
Bates’ estimate of transitional effects is lower probably stems from his attempts to control 
for other components of economic freedom that may also influence economic growth. 
 
Priorities for Analysis 
 
This brief review of some of the relevant literature suggests that econometric work is 
more likely to shed light on the relationship between changes in size of government and 
economic growth if it has the following characteristics:  

• Analyses should include a measure of size of government (either total government 
spending or total taxes as a percentage of GDP) as an explanatory variable.  

• The budget constraint should be recognized by including the fiscal surplus as a 
percentage of GDP in regressions. 

• Variables should be included to control for differences in composition of spending 
and taxation that may affect growth rates. 

• Endogeneity problems should be addressed explicitly, for example by using 
instrumental variables to account for factors that may have a different effect on 
growth in different periods and using lagged values of size of government 
variables. 

• Regression models should control for differences in other institutions and policies 
likely to affect economic growth. 

                                                 
38 Transitional impacts of changes in size of government would have important implications for relative 
income levels even if such changes had negligible permanent effects on growth rates. For a middle-income 
country, reductions in size of government may enable an improvement in average income levels relative to 
those of higher income countries even if it has negligible permanent effects on the growth rate. 
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There is also a more fundamental problem of ensuring appropriate specification of the 
economic model underlying the analysis. This is particularly important in relation to 
catch-up potential. 
 
Catch-up potential 
 
It is common to include a term in economic growth regressions to allow for the potential 
for low-income countries to grow more rapidly than high-income countries. The most 
important reason to suppose the existence of such catch-up potential is the greater 
capacity for poor countries to raise productivity by adopting technologies and business 
practices that are already available in wealthy countries. By contrast, since wealthy 
countries are more likely to be close to the technological frontier, their economic growth 
is constrained to a greater extent by factors determining the advance of knowledge and 
technological progress.  
 
However, while some poor countries do grow much more rapidly than wealthy countries, 
many poor countries have failed to show any catch-up tendencies. Arguably, there has not 
been any general tendency for the income gap between rich and poor countries to become 
narrower over time. 
 
Researchers have increasingly included institutional variables in economic growth 
regressions in recognition that deficient institutions help to explain why many low-
income countries have relatively low growth rates. This raises the question of how a 
catch-up term should be specified in the presence of institutional variables. One 
approach, that adopted in a study by Stephen Knack and Philip Keefer, is to allow for 
interaction between institutional variables and the initial income gap between rich and 
poor countries (Knack and Keefer, 1997). These authors found that institutional variables 
had a significant effect on growth rates and that the coefficients on an interaction term 
were also significantly different from zero. 
 
It is important, however, to consider the role of the catch-up variable in the analysis in the 
presence of institutional variables. The catch-up variable can only measure growth 
potential. But when they include institutional variables researchers presumably recognize 
that the extent to which growth potential is realized may be constrained by quality of 
institutions. Arguably, a measure of growth potential which compares current average 
incomes with the highest average income of any country in the world is irrelevant in a 
model which recognizes that the current quality of institutions makes that level of income 
unattainable. 
 
The amount of catch-up growth that a country actually achieves could be expected to be a 
function of the difference between current income and the maximum income level 
attainable with current institutions. If a country has relatively good institutions compared 
with others with similar income levels it is likely to have rapid growth. If its institutional 
quality is particularly poor relative to other countries with similar income levels its 
average income level may decline further. 
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More formally, we may suppose that: 
 

g = f1 (Y
∗ - Y)  where g is the catch-up component of economic growth,  

Y∗ is the maximum income level attainable with current 
incomes, and  
Y is the current income level. 

We may further suppose that: 
 

Y∗ = f2 (F) where F is a measure of institutional quality. 
 

It follows that: 
 

g = f1 [f2 (F) – Y] 
 
An interaction term involving F and Y does not appear in the equation.   
 
This line of reasoning suggests that current per capita incomes should be included in 
growth regressions along with institutional variables.39 It is not obvious, however, that it 
is necessary to allow for interaction between current income levels and institutional 
variables. Economic theory does not seem to offer any obvious insights about the nature 
of such interaction or the appropriate specification of an interaction term.40 
 
 Other than size of government, the institutional variable included in the study is ‘other 
economic freedom’, measured as the Fraser Institute’s economic freedom index adjusted 
to remove the size of government component. The advantage of using the Fraser 
Institute’s economic freedom index rather than an alternative, such as the World Bank’s 
governance indexes, is that the Fraser Institute’s index provides a consistent measure of 
institutional quality over a longer time period.  
 
Preliminary analysis 
 
The aims of this analysis are: 
1. To update a study undertaken a decade ago (Bates, 2001) involving a simple analysis 
of the relationship between size of government (total government spending as a 
percentage of GDP41) and economic growth42 in OECD countries, and to extend this 
analysis to additional OECD countries for which consistent data is available. 

                                                 
39 Knack and Keefer argue in favour of a log specification of income level because it gives equal weight to 
the doubling of per capita income irrespective of income level. 
40 Knack and Keefer specify the interaction term as the product of deviations from the respective means of 
the catch-up variable and the institutional variable (p. 596). This specification seems odd since it can result 
in the interaction term having the same value when the catch-up variable and institutional variable are both 
lower than their respective means as when they are both higher than their respective means. 
41 The measure of General Government Total Outlays in the OECD Economic Outlook database. Historical 
data has been obtained from Gwartney et al (1998) and from Peter Lindert’s data base, which is publicly 
available on his web site: http://lindert.econ.ucdavis.edu/index.cfm?employeeid=17&currentNav=2 . 
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2. To examine the relationship between quality of institutions (measured by an index of 
economic freedom) and economic growth and to examine the contribution of size of 
government to that relationship (for OECD countries and a wider range of countries 
(advanced economies as defined by the IMF). 
3. To examine the relationship between size of government and economic growth in 
OECD countries when ‘other economic freedom’ is incorporated into the analysis to 
extend this analysis to a different data set for government spending as a percentage of 
GDP.43 
4. To examine the relationship between size of government and economic growth when 
the government budget constraint is incorporated into the analysis and when tax revenue 
as a percentage of GDP is used as an alternative measure of the size of government. 
 
The countries included in the data sets used in the analysis are listed in Table A.2.6. Low 
income countries have been purposefully excluded in extending the analysis because of 
evidence that the relationships between fiscal variables and economic growth depend 
importantly on fundamental institutional characteristics of different countries. For 
example, a recent study by Nihal Bayraktar and Blanca Moreno-Dodson has found that 
while government spending can be a significant determinant of growth for faster-growing 
developing countries that are capable of using expenditure for productive purposes, this 
does not seem to apply to slower-growing countries (Bayraktar and Moreno-Dodson, 
2010).  
 
Update of previous study 
 
The results of this simple exercise are shown in Table A2.1. The simple model 
underlying the analysis implies that average per capita GDP growth in each decade 
depends on the initial size of government at the beginning of the decade and dummy 
variables accounting for international factors affecting economic growth rates in each 
decade. In some of the regressions change in size of government during the decade is 
included as a conditioning variable. In all of these regressions the main focus should be 
on the estimated coefficient relating to the size of government at the beginning of the 
period.  
 
Results are presented showing how this model performs, first with a minor modification 
to replace the period 1990-97 with the full decade of the 1990s and then to extend the 
analysis by extending forward for an additional decade and including a broader range on 
OECD countries. The minor modification improves the results (in the sense of raising the 
adjusted R squared) and the more substantial modification weakens them somewhat. The 

                                                                                                                                                  
42In this study economic growth is measured as per capita GDP growth. In order to ensure a consistent data 
set over a sufficiently long period, together with consistency when non-OECD countries have been 
included in the analysis, income data have been source from Penn World Table (Heston et al, 2009). The 
definition of per capita income used is real GDP per capita chain series (rgdpch) and the definition of per 
capita growth rate used is growth rate of real GDP per capita chain series (grgdpch). This has been 
supplemented by estimates of per capita growth rates for the last couple of years, derived from economic 
and population growth rate estimates in the IMF’s World Economic Outlook data base.  
43 GFS data on General Government Expenditure as a percentage of GDP from the IMF’s World Economic 
Outlook data base. 
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coefficient on the initial size of government variable is reduced from -0.07 in column 3 to 
-0.05 in column 5, but remains significantly negative. 
 
The implicit growth model underlying the results in Table A2.1 is deficient in several 
respects, including its failure to allow for the possibility that institutional and policy 
variables other than size of government may influence economic growth rates. 
 
Effects of institutional quality and the relevance of size of government 
 
The results for a regression model incorporating institutional quality variables (economic 
freedom) are presented in Table A2.2. The underlying logic of the model is that average 
per capita income growth in one decade is a function of growth in the preceding decade, 
initial income level (see earlier discussion about catch-up potential), factors influencing 
growth rates of all advanced countries during that decade and institutional variables 
(initial economic freedom rating and change in economic freedom rating in the first five 
years of the decade).44 
 
Results are presented for OECD countries (columns 1, 2 and 3) and advanced economies 
(columns 4, 5 and 6). Estimates of coefficients on institutional variables are more precise 
using the advanced economies data base.  
 
The results in column 4 suggest that economic growth in New Zealand has not been as 
high as could be expected on the basis of current institutional quality (1.3% per annum 
versus projected growth of 2.1% per annum in the current decade45) even though New 
Zealand has been less affected by the global financial crisis than many other countries. 
By contrast, in recent decades Australia has over-performed relative to projected 
growth.46 There are several possible reasons for New Zealand to underperform relative to 
other countries with similar economic freedom ratings.  It is possible that New Zealand 
has become disadvantaged by geography relative to some states of Australia during 
recent decades and now has to maintain superior institutional quality to match  their 
economic growth rates. Another possibility is that institutional quality in New Zealand 
may not be as good as indicated by the Fraser Institute’s economic freedom index. It is 

                                                 
44 Change in economic freedom in the first five years of the decade is chosen in order to reduce endogeneity 
problems. It is sometimes argued that economic growth may facilitate some improvements in economic 
freedom e.g. reductions in government spending and taxation levels. 
45 New Zealand’s per capita growth rate in the preceding decade was 2.05%, the log of initial per capita 
income (year 2000) was 9.97, initial economic freedom rating was 8.35 and change in economic freedom in 
the first five years was 0.10. 
46 A slightly better basis for comparison of projected and actual growth rates is provided by the coefficient 
estimates in column 3 of Table A2.3, in which the economic freedom index has been decomposed into a 
size of government and ‘other economic freedom’ indexes. Using those results the difference between 
projected and actual per capita GDP growth rates (% per annum) for New Zealand and Australia for each 
decade are as follows: 
  New Zealand Australia  
1970-80  1.36  0.48 
1980-90  0.75  0.65 
1990-00  2.00  -0.18 
2000-10  0.62  -0.47 
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also possible that investors may have had greater doubts that the economic reforms in 
New Zealand would be sustained. 
 
Table A2.2 also contains results pertaining to the separate impacts of the size of 
government and ‘other’ components of economic freedom. It is sometimes suggested that 
economic freedom indexes reflect two different concepts – good government and small 
government – and that the good government component tends to dominate the indexes. It 
has been argued that if these different components are considered separately the case for 
small government is considerably weakened.47  
 
The results in Table A2.2 suggest that the ‘other’ component of economic freedom has an 
important influence on economic growth even when included in regressions without the 
size of government component (column 5). However, when the difference between the 
size of government component and ‘other’ component is included in the regression 
(column 6) this is shown to be significant. In other words, the results strongly suggest that 
the size of government, as measured in the Fraser index of economic freedom, does have 
a significant effect on economic growth which is additional to the effects of other 
components of this index.48 
 
Analysis of the impact of government spending and taxation 
 
In the next stage of the analysis data on government spending as a percentage of GDP has 
been incorporated into the analysis along with the ‘other’ economic freedom variable. 
Results are presented in Table A2.3 for the extended OECD data base. The results are 
inconclusive because most of the coefficients on the initial size of government variable 
are not measured with sufficient precision.49 
 
Much more precise estimates have been obtained for the advanced economies data base 
using the size of government component of the Fraser index of economic freedom 
(column 3). The size of government component of the Fraser index of economic freedom 
combines several factors: government consumption as a percentage of total consumption, 
transfers and subsidies as a percentage of GDP, government enterprises and investment, 
and the top marginal tax rate.50 The estimated coefficient on initial size of government 

                                                 
47 There has been some discussion of this on the internet, particularly in relation to the Heritage 
Foundation’s index, in recent months stemming from this post by StatsGuy: 
http://baselinescenario.com/2010/05/27/heritage-index-good-government-vs-less-government/ 
 
48 This model has a slightly lower projection of annual growth rate for New Zealand during the current 
decade (1.9% versus 2.1 for the first economic freedom model). 
49 Statistical tests that suggest that an estimated coefficient is not significantly different from zero also 
suggest that its true value could lie within a wide range of values. 
50 In recent years the ratings of Australia and New Zealand for the size of government component of the 
economic freedom index have been approximately the same.  
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suggests that a 10 percentage point reduction in government spending as a percentage of 
GDP of around 0.3 percentage points per annum.51  
 
IMF data on government spending and taxation as a percentage of GDP is available from 
around 1980 for an increasing number of advanced economies. This data has been used to 
produce the results in Table A2.4. Because of the shorter time period for which the data is 
available, the analysis had been conducted for five year periods, rather than decades. The 
budget balance (difference between government spending and taxation as a percentage of 
GDP) has been incorporated in the analysis and variables have been included in one of 
the regressions (column 3) to allow for differences in the composition of taxation and 
spending. The results are inconclusive, possibly reflecting the limited number of 
countries for which data was available for the earlier periods covered in the analysis. 
 
The results of an analysis using the data used in construction of the size of government 
component of the Fraser index of economic freedom are shown in Table A2.5. As with 
the results shown in Table A2.4 the analysis has been conducted for five year periods, 
rather than decades. The first column presents results showing the effects of size of 
government and ‘other’ component of the economic freedom index. The estimated 
coefficient for the initial size of government is similar to that for the earlier analysis 
(covering different time periods) Table A2.3.  
 
The second and third columns of A2.5 show results for two sub-components of the size of 
government index: general government consumption as a percentage of total 
consumption and transfers and subsidies as a percentage of GDP. Government spending 
data used in the analysis in the second column is in index form (high values denote less 
spending) and the raw data in percentage form is used in the analysis for the third 
column. The results suggest that the combination of transfer payments and the taxes used 
to fund them has a negative impact on economic growth.  
 
Summing up 
 
On balance, this preliminary analysis provides some additional support for the view that 
big government has adverse effects on economic growth rates. The strongest evidence 
comes from the regression models using economic freedom indexes for advanced 
economies. 
 
The analysis should be viewed as preliminary for two reasons. First, attempts to control 
for changes in composition of taxes and spending within a balanced budget framework 
have been inconclusive. An extension of the analysis using better data might result in 
more precise estimates of the effect of size of government on economic growth. 
 

                                                 
51 A linear regression using data for advanced economies for 2000 suggests that a unit increase in this 
index corresponds approximately to a 4.95 percentage point reduction in government spending as a 
percentage of GDP.  
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The second reason why the analysis should be viewed as preliminary is because it does 
not incorporate any of the sophisticated statistical tests that are now presented in much 
published work in this field. Use of BACE or GMM, for example, might or might not 
enable more confidence to be placed in results showing that big government has adverse 
effects on economic growth.  
 
The important point, however, is that a consideration of the evidence from econometric 
studies does not provide any reason to modify the view presented in Chapter 2 of this 
report that there are substantial deadweight costs associated with high levels of 
government spending and taxation.  
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Table A2.1: Preliminary Analysis of Effects of Size of Government  on Economic 
Growth in OECD Countries 

 
Explanatory 
Variables 

Dependent variable: Average per capita GDP growth each decade 
% p.a. 

 Results of previous study Results incorporating the 
full decade 1990-2000 

Results incorporating 2000-
2010 and more countries 

 (1) (2) (3) (4) (5) (6) 
Initial size of 
government b 

 

-0.07*** 
(-3.89) 

-0.05*** 
(-3.00) 

-0.07*** 
(-4.38) 

 

-0.05*** 
(-2.93) 

-0.05*** 
(-3.54) 

 

-0.034** 
(-2.46) 

 
Change in size 
of government 
during decade 
c 

 
-0.09*** 
(-3.12) 

 

 
-0.10*** 
(-4.13) 

 

 
-0.08*** 
(-3.47) 

  
Period dummy 
(1960 to 1970) 

 

6.62*** 
(10.70) 

5.65*** 
(10.02) 

7.03*** 
(12.36) 

 

5.78*** 
(10.95) 

 

6.12*** 
(11.40) 

 

5.17*** 
(10.64) 

 
Period dummy 
(1970 to 1980) 

 

5.93*** 
(7.86) 

4.65*** 
(6.96) 

6.11*** 
(8.80) 

 

4.48*** 
(7.15) 

 

4.98*** 
(7.81) 

 

3.71*** 
(6.76) 

 
Period dummy 
(1980 to 1990) 

 

5.18*** 
(6.32) 

4.36*** 
(5.33) 

5.33*** 
(7.10) 

 

4.20*** 
(5.47) 

 

4.63*** 
(7.10) 

 

3.74*** 
(5.93) 

 
Period dummy 
(1990 to 1997) 

 

4.89*** 
(5.88) 

4.31*** 
(5.05) 

    
Period dummy 
(1990 to 2000) 
 

  5.34*** 
(7.06) 

4.52*** 
(5.64) 

 

4.36*** 
(6.74) 

 

3.91*** 
(5.86) 

 
Period dummy 
(2000 to 2010) 

    3.51*** 
(5.17) 

 

2.44*** 
(3.84) 

 
Adj. R2 

 
.41 .35 .88 .85 .82 .81 

Number of 
Observations 

84 84 84 84 110 110 

 
Notes:  
a t-statistics are given in parenthesis. * indicates 10% level, ** indicates 5% level and *** indicates 1% 
level. 
b Total government outlays as a percentage of GDP (OECD Economic Outlook series). 
c Change in total government outlays as a percentage of GDP. 
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Table A2.2: The Effects of Institutional Quality and Size of Government on Economic 

Growth 
 

Explanatory Variables 
 

Dependent variable: Average per capita GDP growth each decade 
% p.a. 

 OECD countries data base Advanced economies data base 

 (1) (2) (3) (4) (5) (6) 

Per capita GDP growth in 
preceding decade 
 

0.25*** 
(3.40) 

0.25*** 
(3.22) 

0.26*** 
(3.35) 

0.23*** 
(3.72) 

0.26*** 
(4.25) 

 
0.24*** 
(3.63) 

 
Log of per capita income 
 

-2.01*** 
(-5.37) 

-2.01*** 
(-4.91) 

-1.90*** 
(-4.77) 

-2.62*** 
(-8.41) 

-2.68*** 
(-8.16) 

-2.51*** 
(-7.85) 

 
Initial economic freedom ratingb 

0.32* 
(1.71)   

0.57*** 
(4.31)   

 
Initial ‘other’ economic freedom  

0.26 
(1.35) 

0.31 
(1.61)  

0.54*** 
(3.88) 

0.55*** 
(4.05) 

 
Difference in ratingc 

   
0.60 

(1.47)   
0.78** 
(2.20) 

Change in economic freedom in 
first five years of decade 

0.61** 
(2.23)   

0.70*** 
(2.77)   

Change in ‘other’ economic 
freedom in first five years  

0.27 
(1.07) 

0.60** 
(2.23)  

0.42* 
(1.79) 

0.71*** 
(2.80) 

Difference in change in ratingd 

  
1.81*** 
(2.93)   

1.83*** 
(3.06) 

 
Period dummy (1970 to 1980) 

19.19*** 
(5.75) 

19.32*** 
(5.55) 

18.27*** 
(5.35) 

23.52*** 
(8.21) 

23.92*** 
(8.05) 

22.77*** 
(7.92) 

 
Period dummy (1980 to 1990) 

19.32*** 
(5.71) 

19.62*** 
(5.56) 

18.49*** 
(5.34) 

23.69*** 
(8.10) 

24.24*** 
(8.02) 

22.99*** 
(7.85) 

 
Period dummy (1990 to 2000 

19.46*** 
(5.66) 

19.87*** 
(5.56) 

18.72*** 
(5.34) 

23.82*** 
(7.98) 

24.48*** 
(7.99) 

23.21*** 
(7.79) 

 
 
Period dummy (2000 to 2010)

18.60*** 
(5.30) 

18.96*** 
(5.20) 

17.48*** 
(4.87) 

22.87*** 
(7.51) 

23.49*** 
(7.47) 

21.91*** 
(7.17) 

Adj. R2 .84 .84 
 

 
.85 

 
.88 

 
.87 

 
.88 

Number of Observations 96 96 96 112 112 112
Notes:  
a t-statistics are given in parenthesis. * indicates 10% level, ** indicates 5% level and *** indicates 1% 
level. b The estimated coefficient indicates the amount by which a 1 point increase in the index would raise 
the annual per capita GDP growth rate e.g. by 0.57 percent in the results shown in column 4. c Difference 
between initial economic freedom rating and initial ‘other’ economic freedom rating. d Difference between 
the change in economic freedom rating in the first five years and the change in ‘other’ economic freedom 
rating in the first five years. 
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Table A2.3: The Effects of Size of Government and Institutional Quality on Economic 
Growth 

 
 
 
 
Explanatory Variables 
 

Dependent variable: Average per capita GDP 
growth each decade 

% p.a. 
OECD Countries: 

 
Size of government measured 
as government spending as a 

% of GDPb 

Advanced 
Economies: 

Using size of 
government 

indexc 

(1) 
 

(2) 
 

(3) 
Per capita GDP growth in 
preceding decade 

0.27*** 
(4.00) 

0.28*** 
(4.25) 

0.24*** 
(3.63) 

Log of per capita income 
 

-1.17*** 
(-2.61) 

-1.19*** 
(2.67) 

-2.51*** 
(-7.85) 

Initial ‘other’ economic 
freedom 

0.01 
(-0.07) 

0.046 
(0.27) 

0.39*** 
(2.71) 

Change in ‘other’ 
economic freedom in first 
five years 

0.56** 
(2.37) 

0.59** 
(2.46) 

0.34*** 
(3.06) 

Initial size of government 

- preceding decade  
-0.00 

(-0.045)   
Change in size of 
government during 
preceding decade 

-0.02 
(-0.89)   

Initial size of government 
– current decade  

-0.01 
(-0.61) 

0.16** 
(2.20) 

Change in size of 
government during 
current decade  

-0.07*** 
(-3.73) 

-0.06*** 
(-3.71) 

0.37*** 
(3.06) 

Period dummy (1970 to 
1980) 

13.70*** 
(3.52) 

13.59*** 
(3.51) 

22.77*** 
(7.92) 

Period dummy (1980 to 
1990) 

13.29*** 
(3.31) 

13.19*** 
(3.29) 

22.99*** 
(7.85) 

Period dummy (1990 to 
2000) 

13.04*** 
(3.24) 

12.99*** 
(3.24) 

23.21*** 
(7.89) 

Period dummy (2000 to 
2010) 

12.87*** 
(3.15) 

12.86*** 
(3.16) 

21.91 
(7.17) 

Adj. R2 .88 .88 .88 
Number of Observations  

85 85 112 
Notes:    a t-statistics are given in parenthesis. * indicates 10% level, ** indicates 5% level and *** 
indicates 1% level.b OECD Economic Outlook series. c  Higher values of index denote smaller size of 
government. The coefficient on the initial size of government index (i.e. the size of government 
component of the Fraser economic freedom index) indicates that a 1 point rise in the index is associated 
with an increase in annual growth rate of per capita GDP of 0.16 percent. . 
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Table A2.4: The Effects of Size of Government and Institutional Quality on Economic 
Growth: Advanced Economies 

 
Explanatory Variables 

 
Dependent variable: Average per capita GDP growth 

each period 
% p.a. 

 (1) (2) (3) 
Per capita GDP growth in preceding period 0.21** 

(2.42) 
 

0.24** 
(2.37) 

 

0.20** 
(2.30) 

 
Log of per capita income 
 

-1.68** 
(-2.54) 

 

-2.15*** 
(-2.82) 

 

-1.60** 
(-2.38) 

 
Initial ‘other’ economic freedom 0.113 

(0.428) 
 

0.673** 
(2.35) 

 

0.06 
(0.19) 

 
Change in ‘other’ economic freedom (current 
period) 

0.06 
(0.15) 

 

0.60 
(1.25) 

 

0.05 
(0.11) 

 
Initial size of government – government 
spending as % of GDP 

-0.02 
(-1.57)  

-0.02 
(-0.84) 

Initial size of government – taxation as % of 
GDP  

-0.01 
(-0.37)  

Change in size of government during current 
period – spending b 

-0.21*** 
(-5.58)  

-0.21*** 
(-5.44) 

Change in size of government during current 
period - taxation b  

0.05 
(-0.81)  

Direct tax as % of government revenue 
  

0.00 
(0.27) 

Transfers and subsidies as % of government 
spending   

-0.01 
(-0.82) 

Budget Balance % GDP 0.08** 
(2.05) 

0.03 
(0.61) 

0.08** 
(2.12) 

Period dummy (1980 to 1985) 18.31*** 
(2.92) 

17.56** 
(2.41) 

17.83*** 
(2.81) 

Period dummy (1985 to 1990) 
 

19.54*** 
(3.09) 

19.17*** 
(2.60) 

19.11*** 
(2.99) 

Period dummy (1990 to 1995) 
 

18.45*** 
(2.87) 

17.38** 
(2.32) 

18.03*** 
(2.78) 

Period dummy (1995 to 2000) 19.50*** 
(3.03) 

19.51*** 
(2.60) 

19.12*** 
(2.95) 

Period dummy (2000 to 2005) 18.56*** 
(2.87) 

18.01** 
(2.39) 

18.16*** 
(2.78) 

Adj. R2 .80 
 

.74 .80 

Number of Observations 97 97 
 

97 

Notes:  
a t-statistics are given in parenthesis. * indicates 10% level, ** indicates 5% level and *** indicates 1% 
level. 
b GFS data 
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Table A2.5: The Effects of Government Spending and Institutional Quality on Economic 
Growth: Advanced Economies 

 
Explanatory Variables 

 
Dependent variable: Average per capita GDP growth 

each period 
% p.a. 

 (1) (2) (3) 
Per capita GDP growth in preceding period 0.27*** 

(4.03) 
 

0.25*** 
(3.64) 

 

0.25*** 
(3.64) 

 
Log of per capita income 
 

-2.77*** 
(-6.22) 

 

-2.64*** 
(-5.70) 

 

-2.64*** 
(-5.70) 

 
Initial ‘other’ economic freedom 0.45** 

(2.40) 
 

0.53*** 
(2.97) 

 

0.53*** 
(2.96) 

 
Change in ‘other’ economic freedom (current 
period) 

0.35 
(0.97) 

 

0.37 
(1.02) 

 

0.37 
(1.03) 

 
Initial size of government: indexb 0.18** 

(2.1)   
General government consumption as % of total 
consumption: indexb  

-0.00 
(-0.00)  

General government consumption as percentage of 
total consumption: %    

0.00 
(0.03) 

Transfers and subsidies as % of GDP: indexb 
 

0.14** 
(2.02)  

Transfers and subsidies as percentage of GDP: % 

  

-0.04** 
(-2.03) 

 
Change in size of government during current 
period: indexb 

0.52*** 
(2.79) 

 

0.46** 
(2.53) 

 

0.46** 
(2.52) 

 
Period dummy (1975 to 1980) 25.21*** 

(6.33) 
23.46*** 
(5.54) 

24.83*** 
(6.18) 

Period dummy (1980 to 1985) 24.00*** 
(5.96) 

22.21*** 
(5.20) 

23.58*** 
(5.79) 

Period dummy (1985 to 1990) 25.88*** 
(6.37) 

24.12*** 
(5.59) 

25.49*** 
(6.22) 

Period dummy (1990 to 1995) 24.26*** 
(5.83) 

22.54*** 
(5.13) 

23.91*** 
(5.70) 

Period dummy (1995 to 2000) 26.13*** 
(6.34) 

24.37*** 
(5.58) 

25.74*** 
(6.18) 

Period dummy (2000 to 2005) 24.50*** 
(5.79) 

 

22.74*** 
(5.08) 

 

24.11*** 
(5.64) 

 
Adj. R2 .81 .81 .81 
Number of Observations 162 162 162 
Notes:  
a t-statistics are given in parenthesis. * indicates 10% level, ** indicates 5% level and *** indicates 1% 
level. b Higher values of index denote smaller size of government. For example, the coefficient in 
column (1) indicates that a 1 point rise in the size of government component of  the Fraser economic 
freedom index is associated with an increase in economic growth of 0.18 percent. 
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Table A2.6: Countries Included in Various Data Sets Used in the Analysis  
 
 
Core OECD Data 
Set 

Revised OECD Data 
Set 

Advanced 
Economies (IMF 
classification) 

Australia Australia Australia            
Austria Austria Austria 
Belgium Belgium Belgium 
Canada Canada Canada               
Denmark Denmark Denmark              
Finland Finland Finland 
France France France 
Germany FR Germany FR Germany 
Germany Germany Greece 
Greece Greece Hong Kong (China) 
Iceland Iceland Iceland              
Ireland Ireland Ireland 
Italy Italy Israel               
Japan Japan Italy 
Netherlands Korea Japan                
New Zealand Luxembourg Korea, Republic of 
Norway Netherlands Luxembourg 
Portugal New Zealand Netherlands 
Spain Norway New Zealand          
Sweden Portugal Norway 
United Kingdom Spain Portugal 
United States Sweden Singapore            
 Switzerland Spain 
 United Kingdom Sweden 
 United States Switzerland          
  Taiwan 
  United Kingdom       
  United States 
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