
HEALTH

The goals of health policy might be described as improving the overall health status of
New Zealanders, using resources in the health sector as efficiently as possible, and
making sure that individuals are not denied health care through inability to pay.
Governments have attempted to meet these goals through funding and providing most
health services.

New Zealand spent 7.4% ofGDP on health in 1989. Private spending and ACC funding
of health services form a growing share of this total, though central government
expenditure on health made up over 80% of health spending last year.
There has been widespread dissatisfaction with how well we are achieving these health
goals. In particular, concern has focused on the length of waiting lists in public
hospitals and on inferior performance according to some indicators of health status
relative to other developed countries.

Demographic factors, particularly the ageing of the population, are increasing the
pressure on our health services, and will continue to do so into the 21st Century. At
the same time, worsening fiscal problems place a limit on the ability of the Government
to respond to problems in health services simply by increasing spending.

There is a need, therefore, to look at alternative options for achieving health policy
goals, in particular, options that rely less heavily on government funding than our
current arrangements.

The design of some of our health institutions has exacerbated the tension between
fiscal policy and social-policy goals. It has been difficult to ensure that we get an
adequate level and quality of service for the money we spend in the public-hospital
system. Problems with the efficiency of the hospitals and with access to care, which
has to be rationed, are well documented. Public hospitals use a large asset base, worth
perhaps $3 billion, so the efficiency with which these assets are managed has a major
impact on the ability to provide services.

Prevention and Promotion

Lifestyle and behavioural choices are strikingly important in determining health
status. Five of the 10 goals in the Health Charter set out last year propose that
individuals make behavioural changes - less smoking, less alcohol, better diet, fewer
road accidents, less sun exposure - rather than requiring medical interventions.

So health policy must look beyond simply the equitable and efficient delivery of health
care services. Government funding or provision through the health industry is often
not the right tool for delivering improvements in health status. Traffic regulation,
safety regulation, alcohol and tobacco taxes, school curriculum and so on may have as
much or more impact on health.

Our health system directs the vast bulk of public funding to treatment, particularly to
high-cost services in hospitals. It is sometimes suggested that redirecting resources to
preventive services would provide a solution to the tension created by rising fiscal and
demographic pressures on the health system.
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However, the ability of governments to influence many of the socio-economic and
lifestyle factors that determine health status is often limited and at best indirect.
Because of time lags, preventive health does not promise a rapid solution to the
shortage of resources in the health sector. There is also a need to demonstrate the
efficacy of particular prevention and promotion policies before resources are committed
to them.

The information and incentives individuals face for looking after their own health and
their children are vitally important for prevention and promotion. Policy initiatives
have not always taken these considerations into account. At present, for example,
anti-hypertensive drugs are virtually free, while preventive measures such as dietary
advice or fitness training are unsubsidised.

Identifying Problems and Options for Change

The government funds primary health care and hospital services differently. Most
hospital services are provided by the public sector and funded by block grants, while
most primary services, such as general practitioner visits and pharmaceuticals, are
provided by the private sector and funded by consumers, supplemented with
fee-for-service subsidies. For this reason, the problems in these two parts of the health
sector and options for change are considered separately. As well, some problems arise
because of the differences in government funding arrangements between primary,
secondary and community services.

Hospitals and Related Services

Area Health Boards (AHBs) are the vehicle for funding hospitals and related services.
In effect, they purchase these services on behalf of the community. They also provide
most of these services in their own institutions.

Efficiency ofCurrent Hospital Services

There is substantial evidence of inefficiency in the provision of public hospital services.
The Arthur Andersen report, commissioned by the Hospitals and Related Services Task
Force, argued that hospital costs could be reduced by up to 32% without reduction in
output. This estimate is probably too high. However, many professionals then working
in the hospitals system expressed the view that cost savings of the order of 10%-15%
could be achieved by improved efficiency without impairing the level of service. Other
studies have also borne out a picture of inefficiency, although the available data cannot
give a precise magnitude ofthe potential gains.

Since that time, public hospitals have been reorganised into AHBs and boards have
been under greater budgetary pressure to encourage efficiency gains. There has been a
small (2.6%) real reduction (CPI-deflated) in aggregate AHB funding since 1987/88.5

5 This figure is adjusted for changes in GST, employer superannuation contributions and capital charges.
CPI-deflation provides a measure of the change in the real claim of AHB funding on taxpayers. However, hospital
costs may change at a different rate from consumer prices, so this is not a precise measure of the change in the
volume of AHB services.
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From this year, AHBs are required to enter into contracts with the Minister of Health
for outputs.

Have the hoped-for efficiency gains occurred in response to these changes, allowing
services to be maintained or improved without increasing costs, or is there a need for
further reform to achieve further improvement?

Aggregating across all AHBs, the total number of patient admissions and attendances
as out-patients or day-patients has declined between 1987 and 1989. Surgical waiting
list numbers have risen over that time. (There are indications, however, that waiting
lists may have fallen somewhat in 1990.) In-patient numbers have increased, while
day-patient and out-patient numbers have decreased, chiefly in Auckland. The latter
may indicate some cost-shifting of hospital services onto private-sector primary and
community services. Though there are grounds for doubt about the quality of the data,
at first sight it seems to bear out the negative public perception that hospital services
have been cut in recent years.

There may be a more positive interpretation of the data, however. Surgical throughput
per capita has increased over the last three years and the average length of stay has
decreased. Boards appear to have focused on surgical throughput in response to
concern about waiting lists. This may have increased the number of in-patient stays.
Moreover, it seems plausible that budget cuts were met initially by service cuts but
that, over time, efficiency improvements that should improve services have begun to
occur.

Data-quality problems oblige us to treat these interpretations with caution. There are
some signs of efficiency gains in the surgical area, but the size and persistence of
waiting lists is very concerning, as is the relative decline in lower-cost day-patient and
out-patient treatment in a number of boards. By contrast, other countries and private
sector providers in New Zealand have undergone rapid growth in the proportion of
patients treated as day-patients. Furthermore, the reduction in lengths of stay in the
last three years averages 14% whereas the Arthur Andersen report suggested
reductions of 18% - 53% were possible depending on hospital size.

Some indicators of hospital productivity suggest that New Zealand public hospitals lag
behind even average OECD performance, and are well behind the better-performing
countries. Our numbers of personnel per occupied bed, for example, were among the
highest in the OECD in 1987 (the most recent comparison data available) and more
than twice as high as some other countries.

Some improvement appears to have begun in some boards, but the lack of reliable
information with which to evaluate performance itself indicates an efficiency problem.
It parallels the well-documented lack of management information in government
trading departments prior to corporatisation.

There are grounds for believing that it will be difficult to sustain the initial gains that
have occurred:

• The gains in the form of fiscal savings or increased services have been small,
suggesting that further institutional reform would be needed if mounting
fiscal and demographic pressure is to be accommodated by increased
efficiency rather than service cuts.
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• Because of deficiencies in information systems, managers in ARBs often lack
the tools for evaluating which areas are performing well or badly, and how
resources can best be used.

• AHBs do not have full discretion over the management of their resources. It
is difficult for AHBs to make efficient use of their physical assets. They
cannot use surplus capacity for private, fee-paying patients, and they face
obstacles to leasing out surplus assets. Wage-fixing in the public hospitals
sector is still conducted centrally on behalf of boards by the State Services
Commission, though the commission is acting as the agent of boards in this
process. (However in the absence of stronger incentives to achieve output at
the least cost, some central oversight of wage-fixing may be needed in the
short term.)

Efficiency ofCurrent Hospital Funding

Many of the limitations on sustaining efficiency gains under current arrangements
relate to AHBs' funding role. The Minister and the Department of Health also
influence funding decisions through the contracts with boards. Thus, all three playa
part in determining the health-care outputs that are "purchased" for the community.

This process faces the information demands and monitoring costs associated with all
centralised systems. It tends to make inefficient use of the information that consumers
have about their health needs and preferences for care, and about the performance of
providers. It provides consumers with little voice and even less choice.

AHBs as funders face conflicting local and national political pressures. There has been
instability in views about the assignment of responsibility between national and local
levels. This has given confused signals to board management about lines of
accountability. ARBs also face interest-group pressures. Among these are pressures
from powerful groups of health professionals whom they employ, which should be
balanced with the interests of patients, the community, and taxpayers. Health
consumers often rely on health professionals to act as their advisors and agents.
However, professional participation in board decisions creates a conflict of interest
between this agency role and professional interests.

Under existing arrangements, the Government has at best blunt and often draconian
means to induce increased efficiency by AHBs. Budget reductions can force efficiency
gains, but also pose large risks. ARBs can meet their budget constraint by cutting the
level or quality of service, rather than through better productivity. Boards also have
incentives to shift costs onto the community, to cut services in areas that serve
politically weak constituencies, and to threaten service cuts in high-profile areas to
pressure the Government to increase funding. Community mental health services, for
example, have been identified as suffering because of the low priority boards attach to
them. The Report of the National Mental Health Consortium found that boards
primarily funded hospital-based services at the expense of community services, and too
easily diverted funds away from mental health services in the face of pressure on
resources.
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The contracts for output between AHBs and the Minister of Health should reduce the
risk of service cuts in the face of budget reductions. However, the sanctions available
for enforcing the output contracts are limited: the Minister can remove board members,
appoint additional board members, and issue directives to the board. In the absence of
other incentives for effective service provision, it is almost certain that Ministers will
have to impose such sanctions. The incentives in the system are all of the "stick"
rather than "carrot" variety.

Finally, boards' lack of reliable cost data also impedes their efficiency as funders of
services. They need this data for deciding whether it would pay to contract-out some
services, and for assessing whether there is scope for their own institutions to reduce
costs while maintaining quality.

Access to Health Care

Free care, if it is not rationed, provides better access for the poor than a system in
which all users pay the same price. But it does not provide equality of access. That
would require greater assistance for the poor than the rich - that is, it would require
some form of targeting. Furthermore, because free care has to be rationed in practice,
free care can be highly inequitable ifit is rationed badly.

There is evidence that access to free health care assists the relatively affiuent more
than it does poorer people. In the Rand Health Insurance Experiment in the United
States, families given free (primary and hospital) care were more likely to use care the
higher was their income, even though low-income groups tend to have worse health. In
the British National Health Service there is evidence that the more affluent - who are
often more articulate and have better knowledge of the system or have personal
contacts - are at an advantage in obtaining access to public health services.6 The costs
of time and travel involved in using health services, as well as educational and cultural
differences, can give rise to inequality in access to free care.

Our health system is likely to share these problems, although there is a disturbing
dearth of information about differences in access to care among different
socio-economic groups. However, there is some evidence, for example, that free
immunisation services in New Zealand fail to reach many children at risk.

Free hospital care is rationed in New Zealand by waiting lists. Waiting lists ration
access to health care by treating medically urgent cases ahead of less-urgent cases.
However, the way that our waiting lists ration care does not conform to notions of
equity or efficiency. It does not always reflect a coherent attempt to set priorities so as
to make the best use of limited resources in health. Furthermore, the severity of
health problems of many on our waiting lists suggests that our current rationing
policies have severe human impacts.

The numbers on waiting lists are not a very reliable indicator of adequacy of access to
treatment, and they can be manipulated. Waiting times are a better indicator.
Waiting times in New Zealand are high even compared to those that cause concern in

6 Black D et al. Inequalities in Health (Suffolk, 1982)
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other publicly funded health systems, such as Canada and the UK. Last year, for
example, 53% of patients on our surgical waiting lists7 had been waiting six months or
more. This is over twice the proportion waiting this long in Canada, according to 1989
data for some Canadian provinces.

Waiting times and the growth or decline in numbers on waiting lists vary dramatically
across regions. There is variation also across surgical specialties. This is inequitable,
since people with similar needs are treated differently according to where they happen
to live, or the type of surgeon they need to consult.

Furthermore, those with private health insurance or the ability to pay the full costs of
private treatment can by-pass waiting lists. A 1989 survey indicated that 62% of upper
socio-economic-status people have health insurance, compared to 47% of middle and
26% oflower socio-economic-status people. The affiuent thus tend to have better access
to treatment that is rationed in the public system, such as non-urgent surgery.

Options for Change

Given the dominant role of the Government in funding health care at present, there
are two broad categories of options for dealing with the conflict between the goal of
improving health status and the fiscal constraint:

• getting better value from current government spending

• increasing the level of private funding of health care by those who can afford it.

Increasing the Effectiveness of Spending

Increasing the effectiveness of spending requires increased efficiency in the production
of services, and increased efficiency in funding. Efficiency in funding involves paying
the lowest price for a given level of service, and funding those services which best meet
the needs and preferences of the community.

To improve efficiency in production, providers of hospital services need stronger
incentives to keep costs down, and to have the freedom to manage their resources so as
to achieve this. Such cost-minimisation incentives must be balanced, however, with
safeguards on the level and quality of service provided.

As discussed above, under current arrangements the incentives for ARBs to choose the
least-cost way of delivering quality services are weak, and there are impediments and
biases working against their doing so. These considerations support the case for
encouraging providers to compete for funds on the basis of cost and quality. Separating
responsibility for funding or purchasing hospital services for the community from
responsibility for providing services would enhance competition among providers. It
would remove some of the bias in favour of ARBs' own service providers and clarify the
objectives of both funders and providers.

7 excluding Auckland, for which data were not available at the time of writing.
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Fair competition would require providers of services to have full control over the
resources they employ. For example, in this environment, decentralisation of
responsibility for wage negotiations would no longer carry the risks of providers
worrying little about costs, and would give them flexibility to compete effectively. To
avoid paying too much for skills because of avoidable shortages, there is also a need to
examine regulatory and other restrictions on the supply of some types of skilled health
professionals.

Effective cost control is likely to involve more than just competition among providers.
Prospective payment systems (which fix in advance the price paid for treating patients)
and/or management systems which discourage unnecessary tests and treatment can
help to minimise the cost-control problem that arises when doctors and patients do not
face the costs of their decisions.

Separating the roles of funder and provider could also improve efficiency in the funding
of hospital services. This type of reform could retain the current roles of the
Department of Health in advising on health policy, allocating taxpayers' funds to
regional health funding agencies, and negotiating output contracts between those
agencies and the Minister of Health. The regional funding agencies would not operate
hospital or other health services. On behalf of the community, they would purchase
hospital and related services from competing public and private-sector service
providers.

A separate funding agency would face less pressure to place institutional or employee
interests ahead of the interests of patients. The funding agency could fund a range of
different providers of services. General practitioners could then refer patients to one of
a number of providers of hospital services thus giving patients greater choice, making
better use of the information patients and their doctors have about their needs and
preferences, and increasing the responsiveness of the system to its users.

However, if the separate funding agencies are the monopoly purchasers of publicly
funded hospital services for the community, they present some of the same difficulties
as existing arrangements. They too face the problems of establishing communities'
demand for services through administrative and political processes. Tight budget
constraints on the funding agencies would put pressure on them to increase efficiency,
but with a similar risk as under current policy, that services would be reduced or costs
shifted rather than efficiency increased.

Giving consumers choice about the funding agency that buys services for them could
increase the responsiveness of the health system to consumers. Various approaches
involving contestable funding exist. The 1989 White Paper on reform of the National
Health Service in the United Kingdom proposed doing this by allowing some general
practices to purchase referral services - such as prescriptions, diagnostic tests and
some hospital services - for their patients. Alternatively, the Government could offer
people some reimbursement if they wished to forgo access to the publicly funded
system and instead purchase comprehensive health cover from a private insurer or
health maintenance organisation.
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With contestable funding, one would expect to see development of the private
insurance industry from its current role of supplementing publicly funded services, into
an alternative provider of comprehensive health care cover. Over time, one would also
expect to see increased innovation and diversity in the kinds of health cover offered
and in methods used to control health expenditure while meeting consumer
preferences.

These approaches have the merit that they permit integration of funder and provider
roles in a single organisation, if that proves advantageous, without sacrificing the
benefits of competition and patient choice. By contrast, in health systems with a
monopoly funding agency, funder/provider separation is necessary for effective
competition among service providers.

With greater contestability introduced into funding, the Government would need to pay
particular attention to ensuring that high-risk and low-income people had access to
affordable care. For example, the reimbursement for opting out of the public system
would need to be higher for individuals who face higher health costs, such as the
elderly or chronically ill. The Government itself could act as insurer of last resort for
those who could not obtain insurance. The development of this type of policy would
require careful assessment of the incentives on all the parties involved, to ensure that
avoidable risks lie with those best able to control them.

Efficiency and access are linked. If the output of service providers is increased through
improved efficiency, access to care is increased. Waiting lists for services would still be
necessary, because there will always be excessive demand for free goods. But waiting
times for serious conditions would decrease.

Some form of rationing or management of the supply of care is likely to remain
important in the health system, since patients and doctors will not face the full costs of
their decisions. There is therefore a need to increase the degree to which this rationing
is based on fair and rational priorities for use of health resources. It would be possible
to increase further the equality of access by introducing some use of price rationing for
hospitals services, accompanied by income assistance for poorer and sicker patients.

Increasing Private Funding

It is not clear that goals of improved health status and access for all to health care,
require the Government to fund access to health care for everyone. Targeting
assistance for access to hospital and related services would reduce the fiscal burden, as
well as increasing equality of access. There are a number of options for allowing
greater supplementation of public funding for hospital care, while assuring universal
access.

It would be possible to part-charge patients for hospital and related services - for
example, by having them pay some percentage of the costs of services they used. To
ensure equality of access, the Government could charge a lesser share of the costs - in
some cases nothing at all - to lower-income people and to those with higher medical
costs in relation to income. The Government could institute a safeguard against high
medical bills by meeting the costs of health care anyone faced above some specified
level, related to income.
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Before part-charges could be introduced, it would be necessary for providers of hospital
services to have adequate systems for costing their services, and desirable for them to
operate with competition. This means that the efficiency-promoting reforms discussed
above are a desirable prerequisite of a targeting regime for hospital services.

Targeting in this way would produce fiscal savings. However, the Government would
still be acting as the monopoly funder (or insurer) for much medical expenditure. It
would face responsibility for all of people's medical costs above the safeguard limits on
out-of-pocket costs. It is likely that many people would insure to cover costs below this
limit, but Government would face all the fiscal risk and efficiency problems of
managing medical expenditure above this limit, as it does at present.

Because of the lack of incentives for efficiency and consumer-responsiveness associated
with a government monopoly funder, approaches which permit contestable funding as
well as targeted government assistance are to be preferred.

This might be achieved, for example, by an individual-based annual entitlement to
government funding for health services. This entitlement could be targeted by income,
with higher income people paying a greater share of their annual health bill. It would
also need to be higher for individuals who face higher health costs, such as the elderly
and chronically ill, as discussed above.

Long-Term Care

Long-term care of the elderly and of psychiatric patients together account for around
one-fifth of all public health care costs. Funding for long-term care has special
characteristics which make it difficult to incorporate into systems for funding
treatment of other sorts of illness.

Until now, the level of assistance available for long-term care has been a function of the
particular institution in which care is provided. Funding for care has not been related
consistently to the level of a person's medical or financial need, and has been biased
towards institutional care. There has been some targeting of assistance for elderly
care, but the criteria for targeting vary arbitrarily according to the type of care used.

Work is under way on developing a new funding scheme for care ofthe elderly, with the
aim of increasing consistency in the level of assistance given to people with similar
need for care and for financial help. It is important that the policy developed take
account of the effects on incentives to save and insure for the exigencies of old age.
Development of a comparable approach to funding long-term psychiatric care is also
under way.

Primary Health Benefits

The problems created by the disparity in the levels of subsidy for different forms of
primary health care were well documented in Choices for Health Care, the report ofthe
1986 Health Benefits Review. Subsidy rates are low for diagnostic imaging, specialist
consultations, physiotherapy (other than for accidental injury) and non-beneficiary
adult visits to general practitioners (GPs). Subsidy rates are at or near 100% for
laboratory services, treatment of accidental injury, and doctor visits for under
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five-year-olds. They are very high for pharmaceuticals and other child visits to the
doctor, and for most categories of visits to GPs joining the contract scheme announced
in the 1990 Budget.

This unevenness in the subsidy rate creates incentives for over-use of more heavily
subsidised services and under-use of others. It creates incentives on patients and
doctors to misclassify illness so as to qualify for higher rates of subsidy. High subsidy
rates also induce excessive demand for costly medical services in relation to their
benefits, particularly for higher-income people.

As well, because public-hospital-based services are free to patients, there is an
incentive for people to use hospital out-patient services in place of partly subsidised
primary services if hospital services are reasonably accessible (in terms of travelling
and waiting time). This creates a bias towards use of more costly hospital services.

Furthermore, current subsidy arrangements are inequitable between people with
similar levels of need. The subsidy rate depends on the nature of service required for a
particular condition, so that those whose illness requires lab tests fare better than
those who need x-rays, for example. Except for those on benefits and the chronically
ill, the subsidy rate depends on the patient's age rather than the income of his/her
family and their need for bealth services.

Our very high pharmaceutical subsidies are of particular concern. Pharmaceutical
subsidies account for over 12% of public expenditure on health, and over half of all
primary subsidies. Such high subsidies lead to over-prescribing by doctors. Because
other treatments are less subsidised, New Zealand is also likely to experience undue
substitution of medication for some alternative ways of treating (or preventing) the
problem, such as consultation time with health professionals.

The introduction of the $5-per-item prescription charge in 1989 still left the average
rate of pharmaceutical subsidy at almost 90%. As well, since the patient charge is
unrelated to the cost, there is no obvious incentive for doctors to prescribe the most
cost-effective form of medication where suitable cheaper substitutes exist. There is
also an incentive to write longer-duration prescriptions - for three months' supply of a
drug rather than three one-month prescriptions, for example. This can lead to
wastage.

Very low patient charges not only induce excessive demand for medical services in
relation to the benefits. They also reduce the incentives for self-help or informal
treatment, and for preventive health measures. This is a particular concern with
respect to the ACC scheme, since risks of many forms of accidental injury can be
reduced by safety measures or behavioural changes (such as drinking-and-driving
behaviour).

There is a broader question that needs to be addressed about the value of the
fee-for-service subsidy (the GMS subsidy) regime for GP visits. If the objective of the
subsidy is to reduce the cost to patients of doctor visits, it is important to know whether
doctors will "pass on" any increase in the subsidy by lowering the patient charge, or
maintain charges and pocket the increased subsidy.

There is a lack of hard evidence about this issue in New Zealand. Anecdotal evidence
suggests that the subsidy at least in part benefits doctors' incomes. However, the level
of competition between doctors is likely to exercise some discipline on doctors at least
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in main centres. Policy-makers need firmer answers to these questions about who
benefits from primary subsidies when considering changes to the primary benefits
regIme.

Options for Change

To get better results, in terms of the effect on people's health, for the money spent on
primary health benefits, we must encourage doctors and patients to take account of the
costs and benefits of medical care. This demands a levelling-out of the rates of subsidy
for different medical services, and some level of patient charge. Concern about access
demands a level of charge low enough that it does not deter people from seeking
medical care when they need it.

However, poorer people and people requiring frequent care may be deterred even by
quite low charges - charges which would leave a richer person with incentives to
over-use medical services. Differential (targeted) levels of patient charge are necessary
if we want to increase equality of access.

The Government could address the access concern by increasing the level of patient
subsidy for lower-income people and for those with higher health-care costs in relation
to income. This would have the likely additional effect of increasing private funding for
care by those who can afford it, thus easing the trade-off between fiscal and health
goals.

Having a significant number of higher-income people pay for most or all of their
primary health costs would also help to increase the effectiveness of spending. This
group would become cost-conscious consumers. Since many of these people would
continue to insure for their primary health care costs, insurers would also likely
become more concerned about cost control. They should be more willing to explore
options for managing care, since they would take responsibility for a larger share of
primary care costs than they do now. This would have positive flow-on effects for the
more heavily subsidised consumers.
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EDUCATION

Education serves many objectives. It assists the development of individuals to their
full potential and enhances work skills. Access to education for the disadvantaged
promotes equality of opportunity. Social and economic interchange is considerably
easier if everyone shares a certain basic level of knowledge, like a common language
and a common understanding of social processes. The trick is to ensure that this
common knowledge is widely acquired without creating a monolithic system that stifles
diversity and alienates groups within the community. Striking the right balance helps
determine the extent to which education promotes effective participation and
encourages social cohesion. These considerations provide a rationale for regulation and
at least partial public funding of education, especially given the risk that a small
minority of parents may not act in the best interests of their children.

A well-performing education system is critical to achieving economic as well as social
objectives. To secure a high-wage, high-employment economy in New Zealand requires
rates of productivity growth comparable to those in the best-performing economies in
the world. New Zealanders need to be as well educated and trained as the Americans,
Europeans and Asians against whom we compete. This requires better results from
the considerable resources now devoted to education. The focus of this section is
predominantly on these narrower economic benefits of education. This is not to claim
superiority for the economic or vocational objectives of education. Enhanced work
skills, although essential to improved economic performance, are, as already noted,
only one amongst many objectives of education.

A growing awareness of the importance of raising the performance of our education and
training institutions has led to a number of reforms in recent years. There has also
been a dramatic increase in public spending on education of around 35% since 1984/85,
even after adjusting for inflation. Given the size of the fiscal problem now facing the
Government, it is no longer possible to rely on the infusion of more and more public
money to advance educational objectives. While recent reforms should help ensure
better performance from money spent, significant further improvements will be
difficult under the present structure of protected public sector provision. A better
balance between public and private responsibilities and the right form and mix of
regulation, funding and provision in each sector would assist both fiscal and
educational objectives.

Overall Performance

We will have to make a much more effective investment in workforce skills if we want
to secure a high-wage, high-employment economy. Education will also need to be more
responsive to the diverse needs within the community if it is to play its full part in
encouraging wider and more effective participation. While some indicators, such as
participation rates in education beyond age 15, have improved over the last five years,
we still lag behind some other countries that have lower overall levels of public
spending on education.

A recent Planning Council report, Tomorrow's Skills, found that 46% of the workforce
had no formal qualifications and that 60% had no tertiary qualification. It concluded
that "our current workforce is ill-equipped for the challenges of the new economy". The
education system fails to retain large numbers of young people beyond the age of
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compulsory attendance. For example, in 1989 only 56% of 17-year-olds enrolled in
formal education courses, either part-time or full-time. This suggests that many school
students consider the higher lifetime income they could expect from further education
does not exceed the cost to them of staying in school (which includes the wages or
welfare benefits forgone). While these returns are influenced by a number of factors,
the work skills gained by further schooling are likely to be an important consideration.
A low overall level of education and training is also likely to leave workers ill-equipped
to adapt to structural change in the economy which inevitably creates demands for new
skills and renders others less useful. This makes economic change more costly and
increases the risk that future economic upturns are cut short by skill shortages.

This situation reflects the mixed effectiveness of past investment in education. Public
spending on education has increased from about 4.5% of Gross Domestic Product in
1984/85 to almost 6% at present. While the cost to the taxpayer has increased
dramatically, there has not been a commensurate increase in the numbers of students.
That might be all right if the quality of education for those remaining had increased,
but measures of improved quality are hard to find.

Although a higher percentage of young people are staying on at schools and continuing
on to tertiary education and training, part of this may reflect a lack ofjob opportunities
rather than a perception that the education they will receive has improved. Despite
our spending increases, many of our competitors still have higher retention rates and
do not have such a large minority leaving school early (see Table 8E). Some of the
same countries have a lower level of public spending on education relative to their
income (see Table 8F).

TABLE 8E - ENROLMENT RATES, FORMAL FULL·YEAR EDUCATION,
FULL-TIME AND PART-TIME

AGE 17

% % %

West Germany 100 France 80 Australia 67
Japan 91 Canada 79 New Zealand (1989) 56
United States 89 Netherlands 78 United Kingdom 49
Sweden 83 Denmark 75 New Zealand (1984) 43
Switzerland 82

Source: Ministry of Education/GECD. (Data for most countries is for 1986/7; for
some it is earlier.)
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TABLE SF - PUBLIC SPENDING ON EDUCATION AS A PERCENTAGE OF
GDP

% %

Canada 7.2 France 5.7
USA 6.7 UK 5.0
New Zealand 5.9 Japan 5.0
Australia 5.8 Germany 4.4

Spain 3.2

Years: 1990/91 for New Zealand, around 1986 for other countries.
Source: NZ Estimates; UNESCO. 1

Note:

1 Because of the inherent statistical difficulties with international comparisons,the data should be treated
as approximations.

Individuals start off in life with unequal opportunities due not only to their different
innate abilities but also to family and other circumstances. The education system can
exacerbate these differences by providing opportunities biased in favour of those who
already have a "head start", or can improve the opportunities of those who start off
disadvantaged. At present, performance on this score is mixed, with some explicit
policies for those who start off behind, and others which can work the other way.

There is evidence that New Zealand education does not cater adequately for the full
range of New Zealand students:

• On average, Maori leave school earlier than pakeha. Although educational
attainments for Maori have improved, they are still substantially below
those of pakeha.

• Little provision is made for especially gifted children.

• A substantial minority appear to be alienated by the system, leaving school
as soon as they can, facing very poor employment prospects, and thereafter
participating only in the margins of society and the economy.

Present arrangements include detailed school charters, some rigidities related to
curricula, and frequent directives from a still-large central bureaucracy. Only 3% of
primary and 5% of secondary students are outside state and integrated schools;
virtually all formal tertiary education is state-provided. Reforms in the school sector
have not yet gone for enough to provide the degree of responsiveness required. There is
far more diversity in the provision of pre-school education and care, where the state
has a much smaller role, than elsewhere in the education system.
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Early-childhood Education and Care

Most preschool education and care is provided by families, both on their own and with
other families and children. Institutional preschool is voluntary, only partially
state-funded, and provided by a large number of diverse organisations (state, private,
community, voluntary and charitable). The Meade Report suggested that about 90% of
four-year-olds and 40% of all children under five attended an early-childhood service.

There are a number of reasons why the state should fund at least some preschool
education and care. There is evidence that good quality preschool education and care
aids socialisation and leads to better educational outcomes later in life. This is
especially so for the most disadvantaged children. While some parents may be able to
provide this sort of support at home, others may not and may also find it difficult to
afford organised care. Achieving equality of opportunity for children may thus require
preschool subsidies for low-income families. The Meade Report also emphasised the
custodial role that organised preschool can play.

These considerations suggest there would be benefits from a subsidy paid to
low-income families. While there is a fees subsidy to low-income families currently
administered by the Department of Social Welfare, nearly all state spending on
preschool is untargeted. Instead, it is provided to all enrolled children, many of whom
would have been enrolled anyway. There has been only a 4% increase in rolls over the
last five years despite an increase in real expenditure of 160%8. The policies are
costing more than they should, especially since they are doing less than they could to
help disadvantaged children.

The desire to help these groups is also being countered by tight regulation of premises,
equipment and staff which drives up costs and may actually prevent the establishment
of preschool facilities. We are aware, for example, that regulations on premises have
made it impossible to establish creches inside the headquarters of Electricorp, the
Ministry of Commerce, and the Ministry of Education. Tightening regulations on the
qualifications of staff is likely to reduce the role of volunteers and have a substantial
influence on costs and availability. For example, by the year 2000 the person in charge
of each child care centre will need to have at least three years' training -- except for
Maori who may be accepted by elders' attestation.

The Meade report complained about the low status of preschool education and linked
that to the low pay received by staff. Some quality regulations are desirable. However,
many of the existing regulations are likely to raise the pay of preschool staff, largely at
the expense of their clients and the taxpayer. By pushing up costs, excessive
regulation discriminates against the poor (including those who would like to work) and
ensures that many families who could benefit from preschools do not have one
available.

8
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Schools

New Zealand school rolls have declined by 9% over the past 10 years, reflecting
demographic trends, which have been only slightly offset by more students staying on
at senior levels at secondary school. Real government expenditure has nevertheless
increased by 2% in the same 10-year period,9 reflecting salary increases, lower pupil:
teacher ratios and new policies. Subsidies to private schools, however, have declined.

There is little objective information available on trends in the quality of education.
Performance is either internally assessed by the school, or externally referenced to
standards which can change over time. Limited international comparisons suggest
New Zealand school students' achievements are about the middle in OECD rankings
for mathematics and above average for reading. There are problems at the extremes of
the spectrum: many early schoolleavers are alienated in the formal school setting, and
there are only limited opportunities for gifted students.

Although the Tomorrow's Schools' administrative reforms are likely to bring about
improvements in educational outcomes, problems of choice, efficiency and equity
remain.

Quality: Responsiveness and Choice

Compulsory attendance and a core curriculum ensure that all children have access to a
basic level of common knowledge. It is more difficult to be confident about the quality
of schooling and the responsiveness of the current system of state schooling to the
needs of different children. However, certain structural changes would allow schools to
provide better education to a wider variety of students and would strengthen incentives
to achieve this result.

While the full benefits of the recent administrative reforms will take time to work
through, we would argue that these reforms did not go far enough. The current
arrangements are too heavily reliant on bureaucratic controls and do not make enough
use of the information that should be available to parents about the individual
requirements of their children and the performance of the school. To some extent this
could be improved by:

• better procedures for evaluating school performance

• clearer definition of the responsibilities of boards oftrustees and principals

• ensuring that central agencies, such as the Ministry of Education, do not
interpose themselves into these responsibilities, beyond ensuring that the
minimum requirements of the government as funder are met.

Parents, through the board of trustees, are responsible for the performance of their
children's school. For them to exercise that responsibility requires information on the
quality of education at the school, on the levels of attainment, achieved by its students,
on the contributions ofthe principal, teachers and other inputs to the performance, and
information on alternatives. Central agencies cannot adequately monitor or control

9 Treasury estimates, using CPI deflator.
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these matters or provide the information parents need to assess them. They should
instead be seeking to improve the capacities of parents (and boards of trustees) to
monitor performance, by making available comparative information, and establishing
minimum requirements for assessment systems and methods. There are difficult
technical and educational issues involved here, but such information is required if the
reforms are to work well. Currently, these needs are poorly met, if at all.

Central agencies have an important role in improving decision-making by parents,
concerning both the way schools are run by principals and in their choices amongst
schools. Better definition and measurement of boards' outputs means that their
accountability to parents and the community can be enhanced. The success of the
school reforms relies on parents being able to exercise informed choice and to influence
the school's management by principals. Improved reporting by principals to boards
would be one element that could help in this regard.

The relationships between parents, principals, the Ministry of Education and the
Education Review Office are not always clear. The consequences are:

• misguided expectations of what the parties can and should deliver

• confusion over who is responsible for various issues

• tardiness in dealing with issues as they arise, for example the replacement of
poorly performing principals.

The Ministry should ensure greater clarity and consistency in these roles.

Another key task confronting the Ministry is to regulate for appropriate mImmum
requirements in curriculum context and standards. There are concerns that the tools
of regulation - charters, national guidelines, directives and input controls, especially
over salaries - currently go beyond this objective and reach into aspects of schooling
that should be the domain of parents, trustees and principals. This impedes parents'
choices and the capacity of schools to respond.

Strengthening the reforms by giving parents more information and more effective
choice will strengthen pressures on schools to respond to demands and will yield better
educational results. To take maximum advantage of informed decision-making also
requires consideration of the benefits of greater competition between schools in
meeting parents demands.

Parents facing education they consider to be inadequate have a number of options, but
in practice they cannot always do very much. If parents have enough time,
assertiveness and insight, they can try to press for improvements through the school's
board of trustees. Some parents may wish to avoid this demanding approach and
instead to meet their children's needs by going elsewhere. If the parents reside in a
large enough town, they can (subject to zoning) shift their child to another school. In
extreme cases, they can use the correspondence school or, with difficulty, have home
schooling. They can move their child outside the state or integrated schools only by, in
effect, paying twice. This option has recently become much more difficult as subsidies
to private schools have declined substantially and now cover only a few percent of
costs.
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Securing more responsive schools with stronger incentives to perform is likely to
require both less centralised control of school management and a much closer link
between parents' decisions about placement and the funding available to each school.
A process where the parents could choose freely, and where state funding moved
automatically with the child would put greater pressure on schools to perform. The
result would, in principle, be that the more responsive schools would attract students;
less popular schools would face pressure (as a result of declining rolls) to change.
Those which did not change might eventually be taken over by better personnel moving
from the successful schools.

This is a key aspect of the Tomorrow's Schools' reforms. In practice, however, the
funding is administered in a number of ad hoc ways which have the effect of protecting
existing schools. This reduces incentives for schools to respond to dissatisfied parents.
Refinements to funding along the lines suggested would promote more effective
competition within the state system.

It might also be necessary to consider accentuating the pressures these changes would
create for better performance by extending the competition for funds to schools
currently outside the state system, if access and equity problems could be resolved. At
the moment, because of costs, children from lower-income families simply do not have a
realistic choice of going outside state or integrated schools to achieve the quality or
type of schooling they seek. If families were to face a wider choice of schools, there
would have to be scope for relatively easy formation of new schools, perhaps at the
initiative of parent co-operatives, iwi trusts, or teacher-managed enterprises.

Choice and competition are each more valuable in the presence of the other. Choice is
of little interest if all suppliers are similar or if some suppliers are much more
expensive because they are less subsidised. Competition has little value when
providers and consumers cannot respond to it. This suggests that movement on both
fronts would be more valuable than on only one.

Cost Efficiency

The performance of the school system is not helped by weaknesses in funding
arrangements. These have some perverse effects. Operational funding has been
adjusted towards a cost-plus basis so that the least-efficient schools (those that are
especially large, and the many that are especially small) get more per student.
Funding for teachers' salaries is controlled centrally. Funds cannot be moved between
operational expenditure and teacher salaries. School boards still do not have control
over most of the school budget, and cannot make the major trade-offs.

Other factors adding to costs include:

• Reduced teacher-pupil ratios: No sound case has been made for the belief
that reduced ratios (within the ranges normally encountered) improve
outcomes, especially considering what else might be done with the funds to
improve student performance. It is instead an expensive article of faith.

• Weak property-management incentives: Very little progress is being made in
disposing of the spare capacity among the $5 billion worth of buildings in the
public education system and putting the funds to better use. In 1989/90, for
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example, only $6 million was raised in this way. In some parts of New
Zealand there are substantial surplus assets that are not being sold.

• Lack of business experience on some boards, weak boards and/or weak
principals: This reinforces the importance of allowing greater competition
among schools and of allowing more successful schools to attract pupils,
thereby indicating to other schools what is appreciated by pupils and their
parents.

• Small schools that are relatively expensive to run: There is a case for closing
some of them, especially where a nearby school exists.

• Lack of information on educational outcomes and on inputJoutputJoutcome
relationships: This should underpin policy and funding arrangements and
levels, and the content of annual reporting undertaken by boards of trustees.

Equity

Current approaches to funding do not result in equal educational opportunities.
Schools with a high proportion of senior teachers (often the "good schools" in
advantaged areas) receive more money per student than schools with relatively junior
teachers. This can result in "reverse equity": less money to educate the children of
low-income families. Although funding arrangements for teachers' salaries are
scheduled to change in 1992, these changes are being resisted.

The low level of state funding of private schools means that the poor, unlike the rich,
do not have the ability to choose other than state or integrated schools. Greater choice
and competition within the state school system and the development of an independent
school sector that catered for students from a wide socio-economic range would improve
the opportunities for those not well catered for by the present system.

Tertiary

As students move into the senior levels of high school and beyond, their education
becomes more and more orientated towards the type of work they expect to seek
afterward. More of the benefits of education are likely to accrue to the student at the
post-compulsory level (e.g., as higher lifetime earnings). Older students are also in a
better position to make their own decisions about how much education to seek, which
institutions they attend, the courses they take and the effort they devote to study.
They are likely to know most about their preferences and abilities and have a strong
personal interest in matching these to likely future employment opportunities.
Government subsidies for tertiary education are now being moved to a per-student
basis, providing a stronger incentive for tertiary institutions to respond to student
needs. The productivity of the public and private investment in tertiary education will
depend in large part on the ability of students to make the right choices and on the
incentives tertiary institutions have to meet these demands at least cost.
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Students can better make choices that are in the wider public interest if they face the
real costs and benefits oftheir decisions. That requires labour markets that are able to
provide the right signals about the relative rewards and opportunities for different
skills. However, it also requires that the costs students face are more closely aligned to
the real costs of providing different types of tertiary education.

This would suggest an early move to allow fees to vary to reflect different course costs.
Full time students currently pay a flat annual fee of $1,250. The cost of full time
courses varies from around $7,000 for arts, commerce and law to $25,000 per year for
medicine and $40,000 per year for dentistry. There are thus enormous variations in
the degree of government subsidy according to the type of course. Yet we know of no
evidence to suggest that wider benefits to society are generated by the more expensive
courses. Indeed, these social benefits are not readily quantifiable.

However, many studies estimate that there are extensive benefits to the individual,
notably in the form of improved earnings potential. Furthermore, those in the most
heavily subsidised courses tend to come from wealthier-than-average backgrounds. To
the extent that government funding is not related to social benefits, it is a form of
income redistribution, possibly from the relatively poor to the wealthy.

The flat-fee regime does not encourage tertiary institutions to reduce costs in higher
cost courses. It also distorts students' choices in favour of expensive courses, and
increases the likelihood of central controls on the more expensive courses through cost
reviews and student quotas.

These disadvantages would diminish if the government paid a flat amount per student
(with extra help for those from low-income families), or if variations in subsidies for
different courses were at any rate reduced, and if the government allowed institutions
to set whatever fee they liked. In this way, in addition to the present non-price
competition between institutions (involving quality and variety of courses), there could
also be price competition. There would also be incentives for students to press for
quality instruction, and incentives for cost control. It could, however, reopen the
question of student loans through financial institutions or the tax system, so fees could
be paid out of future increased earnings.

As with schools, moves to increase the influence of students on resource allocation, and
moves to increase the ability of, and incentives on, the institutions to respond, would
reinforce each other. For example, wage arrangements are still centrally determined,
there can be excessive discrepancies between faculties in staff-student ratios and
average staff seniority, and internal funds allocations are often determined by a highly
political process with biases against subjects facing expanding demand. Pressures to
improve internal resource allocation will remain weak until demand more clearly
responds to price signals (from a less distorted subsidy regime).

Training

New Zealand may not be getting maximum value from its publicly financed training
system, which is an ad hoc mix of different schemes with different levels of subsidy per
student. 80% of public expenditure in this area is on schemes targeted to the
unemployed such as ACCESS, where the cost per person is higher than for most other
training schemes.
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TABLE 8G - STATE EXPENDITURE ON TRAINING IN NEW ZEALAND
Budgeted 1990/91

$million

Access
Training Benefit
Access training benefit
Apprentices
Education and Training Support Agency
Foundation and Employment Rich
Pre-trade and vocational training
Primary Industry Cadets and Conservation Corps

Total (inc. other)

172
108

57
30
27
10
11

8

430

Sources: Estimates of Annual Appropriations, Ministry of Education, ETSA.

In addition to its on-the-job training, the private sector spends about as much again as
the public sector.

Little is known about the effectiveness of state-funded training schemes. A
government survey planned for next year should help. However, it is doubtful that the
ideal mix of training programmes has been found:

• Industry-wide awards and minimum wages prevent us knowing more about
the real value of different skills, so we cannot be confident training is
directed to the right areas.

• There appears to be too much demarcation between training for different
trades. For example, there are 27 different trade mathematics courses.
There is not enough "modularisation", or elements of training which are
common to many trades and which can be built on each other.

• Some apprenticeships are still based on time-serving, rather than proven
competence.

• The disparate and sometimes archaic qualifications system is only now being
drawn together under a new Qualifications Authority.

Conclusion

Appropriate spending of funds on education can contribute towards a high-wage,
high-employment economy, and can help create individual development, social cohesion
and economic growth. Despite a considerable increase in the cost to the taxpayer of
education, a better performance is required to meet these education objectives.
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However, the size of the current fiscal problem requires that the Government should
take a hard look at saving money in this area, rather than committing more public
resources to it. Easing this conflict between fiscal and education objectives will require
better results from the money already invested in education. This will necessitate a
reconsideration of the role of government in the regulation, funding and provision of
education services and suggests a bigger role for parents, students and competitive
private providers.

In particular, there is considerable merit in strengthening the direct influence of
parents and students on funding at the same time as increasing the ability and
incentives on public providers to respond and reducing barriers to competitive private
provision. These changes are complementary and should make it much easier to
determine the appropriate mix between public and private provision. There is also a
need to reconsider the extent and nature of Government funding. This is clearest at
both the preschool and tertiary levels where the case for only partial funding, and for
targeting additional funding to the least well off, is strongest. There is also an urgent
need to reassess the Government's regulatory role in the early childhood area in order
to reduce the impact on costs and availability of preschool care and education.
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IMPLEMENTING CHANGE

The discussion of both social welfare and health pointed to the need for
substantial institutional changes. Recent experience with the education reforms
emphasises the critical importance of the implementation process. The
following conclusions about the process for change have emerged from
experience here and overseas:

• Major institutional changes are likely to require sustained Ministerial
involvement over a prolonged period. For example, the education reforms
will have taken five years to implement.

• Careful consideration needs to be given to the way implementation is
managed inside departments. Carrying out reforms can easily conflict with
running an existing operation.

• Reforms need to be sequenced carefully. Introducing competition among
area health boards is likely to require an early devolution from the State
Services Commission to these boards of responsibility for wage fixing.
However, it would be essential that boards have stronger incentives to
control costs than they currently face.

Changes in the levels or eligibility for benefits, education or health care assistance,
may make it difficult for some people to meet financial commitments entered into on
the basis of previous policy settings. Any reductions in assistance may need to allow
people time to adjust their commitments to accommodate the new policy.
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