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Key Points 

• there is intense worldwide debate about the future of welfare 
states 

• 

• 

• 

• 

• 

• 

• 

• 

• 

• 

the debate is driven by concern about rising costs and the social 
consequences of long term dependency 

welfare systems develop incrementally in response to particular 
problems 

reform also tends to be incremental, with major reforms being 
rare in any country 

market ideas are less influential in welfare policy because of 
problems in their application and the opposition of strong 
vested interests 

there has been a shift to governments wanting to be 
'developmental states' rather than 'welfare' states, with an 
emphasis on equipping people for self-sufficiency 

New Zealand has not given enough consideration to long-term 
welfare issues 

New Zealand's welfare system has been generous by world 
standards 

it has given the aged particular preference by not linking 
retirement income to work history and by paying them more 
than other welfare recipients 

poverty is a concept with many meanings 

how living standards are assessed, whether absolute or relative 
standards are used and where poverty lines are drawn 
significantly affect the proportion of the population classified as 
being in poverty 
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perceptions of inequality are an obstacle to economic change 

rising inequality is a worldwide phenomenon 

explanations include downsizing and unemployment, 
globalisation, technological change, the shift to a service 
economy, immigration and family break-up 

income inequality in New Zealand rose in the late 1980s, 
probably due mostly to unemployment 

wage inequality also rose, though it has been declining for 
female workers since the early 1990s 

New Zealand, in common with other western countries, has an 
ageing population 

the aged in the population as a proportion of those in the 
workforce is projected to more than double between 1980 and 
2040 

the number of very elderly people requiring expensive care is 
increasing 

costs could be reduced by increasing the age of retirement and 
more means testing 

a more fundamental way of dealing with financing the aged is to 
privatise retirement 

each individual provides for his or her own retirement through 
an individual retirement account, as in current superannuation 
schemes 

solutions to the problems of non-aged dependency are less clear 

there is an increasing tendency to put time limits on receiving 
benefits 

improving the skills possessed by those on welfare is important 
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Foreword 

A
round the world there is deep dissatisfaction with the welfare 
state. This dissatisfaction has several sources. There is worry 
that for many of the worst-off life is not improving; that to the 

contrary the rise of an underclass is evidence that the worst-off are 
falling further behind. There is concern at the rising costs of social 
security systems, and especially the long-term implications of a large 
class of people - especially single parents, the unemployed, and the 
elderly - heavily reliant on public sector income support for extended 
time periods. There are fears that issues of intergenerational justice will 
create divisions between the generations, with younger people being 
taxed so heavily to assist the elderly that they will be unable to provide 
adequately for themselves and their families. 

These dissatisfactions are present in New Zealand, but less 
diScussed than in other parts of the world. While New Zealand has 
been an international leader in economic reform, it has not moved so 
quickly on welfare issues. As Michael jones' Reforming New Zealand 
Welfare demonstrates, New Zealand, in common with other western 
countries, faces major problems financing its elderly. He suggests that 
New Zealand moves to a system of self-funded retirement, with each 
individual contributing to a personal retirement account over their 
working lives. While on libertarian grounds a voluntary system is 
clearly preferable, jones argues that a compulsory scheme, up to a 
certain proportion of annual income, is necessary to minimise the 
number of people who will have to rely on tax-supported state 
pensions. Self-funded retirement may end up being the biggest 
privatisation of them all, giving average citizens, \ria superannuation 
funds, a stake in New Zealand's private sector prosperity instead of an 
interest in state-sponsored wealth redistribution. 

While Reforming New Zealand Welfare pays particular attention to 
the problems of ageing in New Zealand, its subtitle - International 
Perspectives - is important. Michael jones draws on a wide reading of 
the world literature on welfare, poverty and inequality in discussing the 
New Zealand situation. Despite important differences between coun­
tries, there is much they can learn from each other. 

In New Zealand, as elsewhere, there is concern that despite the 
success of economic reforms they have come at a high price. How high 
that price might have been is very hard to tell in New Zealand, because 
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its statistics are not good by international standards. It is likely, though, 
that the long term negative effects have been exaggerated. Any 
transition will cause disruption, but the important issue is how does the 
situation in New Zealand now compare with what it would have been 
had governments continued with the old anti-market policies? 

The likely result would have been not the good growth of the last 
few years, but continuing decline, with lower living standards for all 
and limited resources available to assist the dependent. Throughout 
the transition period New Zealand's welfare system has been more 
generous than in most other countries. This generosity is possible only 
in a growing economy. 

The Centre for Independent Studies is committed to encouraging 
thinking about the future in Australia and New Zealand. Reforming 
New Zealand Welfare has a particular proposal for New Zealand, but 
analysis of welfare relevant to both. 
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Chapter One 

Introduction 

'Germany's unity has developed so much new energy and 
created new interests and points of view. But oh! The social 
question! It makes all governments shudder.' 

Otto von Bismarck, German Chancellor, founder of the 
modern welfare state, circa 1889.1 

T here is intense debate in western countries about the future 
direction of welfare states. Existing welfare systems were designed 

in a very different era, to deal with social problems at a particular point 
in time. This book aims to apply the rich recent international literature 
on social policy issues to the New Zealand situation. Simple solutions 
to complex social problems are not available. New Zealanders need a 
renewed discussion about justice, rights, and deserts; and the genera­
tions have to negotiate an equitable balance between receipt of and 
payment for benefits. 

Balancing economic change with social welfare is a central issue 
in all western countries. The pursuit of a more efficient economy is 
compatible with the pursuit of equity so long as social policies are 
carefully designed. If social issues are neglected, there is a real 
possibility that powerful groups will reverse economic reforms. 2 

Stagnant or declining economies eventually face pressures to reduce 
welfare benefits or face a fiscal crisis. Only expanding economies can 
create the new wealth that is the basis for higher living standards for all, 
including those on government benefits, and quality public services, 
especially for education and health. Welfare systems have to become 
positive, promoting human and social capital, national savings, and 
international competitiveness. In the past, the New Zealand cash 
benefit system has been largely reactive, responding primarily to the 
consumption needs of those considered in distress. 

New Zealand has been admired for its economic reforms over the 
past decade. While other western countries, especially in Europe, 
stagnated, New Zealand implemented major changes: it transformed 
the tax system, liberalised financial markets, promoted low inflation, 
reduced subsidies to industry and lowered tariffs, downsized the 
public sector through privatisation or greater competition, and 
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deregulated the wage-setting system. It now has the tenth most 
competitive economy in the western world, well ahead of Australia 
which was rated seventeenth.3 The New Zealand reforms are now 
being adopted, or at least studied, in many countries around the 
world. 4 

New Zealand's reforms have been focused on improving eco­
nomic efficiency to increase the rate of economic growth. Changes in 
social policy have been designed primarily to reduce government 
spending and to strengthen the incentives to work for those potentially 
in the workforce. Critics both in New Zealand and overseas have 
claimed that these economic changes, however necessary, created 
high levels of social distress: economic gain was accompanied by social 
pain.s Some groups have been hurt by reforms, but many have also 
benefited from the return to a rapidly growing, high employment, 
economy. We can never prove what would have happened had the 
major reforms not been introduced. It is likely, however, that living 
standards would have declined if New Zealand had failed to implement 
its extensive economic reforms.6 

The debate about New Zealand's extensive reforms misses the 
main point if it focuses only on social distress. The distribution of the 
costs and benefits of radical economic change is essentially a short term 
issue, a problem of managing a transition to a more open, competitive 
economy. Those who lose in the short term can be compensated. Long 
term, large scale social dependency, that can persist even in a growing 
economy, is a far more complex question that has not been addressed 
in the New Zealand debate so far. Complex economic changes require 
a reexamination of central social policy issues: how to define a 
minimum 'poverty line', the basis of an adequate 'social safety net'; 
how to reduce long term dependency of the unemployed and single 
parents; and, probably most importantly, how best to provide for long 
periods of retirement of an ageing population 

While New Zealand has become a far more free market economy 
in the past decade, it still has an elaborate and comprehensive system 
of programs to assist a wide range of specific groups in need. In 1996, 
with a growing economy, there was still a high level of social 
dependency in New Zealand. There were 1,076,078 (30 per cent of the 
population) men, women, and children on government-funded ben­
efits for retirement, unemployment, domestic purposes, invalidity and 
other needs'? Some of these people had other resources - especially 
those on retirement benefits - but a surprisingly high proportion were 
dependent mainly on government payments. 
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Benefit cuts and a growing economy have reduced the recent cost 
of welfare state cash benefits (excluding health) in New Zealand to 
around 10 per cent of gross national product in 1996, a significant 
reduction from the 13.4 per cent of 1991. Cash benefits amounted to 8.1 
per cent in 1949,7.3 per cent in 1963, 6.2 per cent in 1971, 9.12 per cent 
in 1980, and were 10.7 per cent in 1984, before the period of radical 
reform in New Zealand's economy.8 Of course, the composition of this 
expenditure has changed significantly over the period since 1949. 
Expenditure on the aged in 1949 was close to outlays for family 
allowances designed to raise children's living standards. In more recent 
decades, outlays on the unemployed, single parents, and the aged 
dominated. New Zealand now spends comparatively little on cash 
benefits for working families with children. The level and nature of 
modern dependency are the disturbing issues to be addressed here. 

New Zealand social welfare arrangements - especially for the 
retired, the single most expensive group on benefits - have largely 
been quarantined from much of the major transformation of the rest of . 
the economy and the public sector. New Zealand Superannuation was 
means tested lightly through the last decade via an income tax 
surcharge, though even this has now been abandoned once again. 
Since 1992, the retirement age has been raised from 60 to eventually be 
65 by the year 2001, reducing the numbers eligible for New Zealand 
Superannuation by about 24 per cent. Other benefits, especially for 
unemployment and single parents, were reduced in 1991. But the 
changes were in many ways merely a reversion to the relativities 
between the aged and other groups that had existed in the past. A 
recent comprehensive review of western welfare states found that New 
Zealand's non-contributory benefits, even after the reductions in 1991, 
were still among the more generous of affluent western countries, 
partly because they were not related to past work history or present 
work requirementsY 

The level of social dependency in New Zealand may have little 
direct relationship to comparatively recent economic reforms. Most 
western countries with sophisticated public welfare systems have 
experienced similar growth in dependency, even though most have 
not yet introduced comprehensive economic reforms on the New 
Zealand model. Many countries seem complacent about the long term 
ageing of western societies. This highly significant development - and 
its serious cost implications - is something that will not dominate until 
the second and third decades, or even later, of the next century. 

Reforming welfare systems is more difficult than changing many 
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other parts of the economy. Privatisation and deregulation initiatives 
had a solid, if controversial, foundation in economic and political 
theory. These reforms have now been systematised, and are being 
applied to both rich and poor countries. Governments may have 
largely exited from many other parts of the economy, but is still the 
dominant source of expensive programs in social welfare. Pro-market 
strategies such as privatisation and competition have had remarkably 
little impact on central income maintenance welfare programs in New 
Zealand, although such ideas have had more influence in health policy. 

One important strand in the western welfare state emphasises 
some minimum standard of living that no one should be allowed to fall 
below. This minimum changes over time and is interpreted differently 
by each country. Poverty thresholds are far more generous in Sweden, 
for example, than in the United States. The best known aspects of the 
welfare state are the specific cash payment programs designed for the 
aged, the disabled, the sick, the unemployed, Single parents, and other 
social groups deemed to be in need of significant government assist­
ance. New Zealand, like other western governments, has also placed 
particular emphasis on intervening in private markets for housing and 
health to ensure more equitable outcomes. This book focuses on cash 
benefit payments, especially for the aged, unemployed, and single 
parents because these programs account for most social expenditures 
and these groups pose the most difficult problems of long term reliance 
on government benefits. 

Readers need an overview of the complex differences between 
welfare systems in different countries. The book begins in Chapter Two 
by developing a framework for examining alternative welfare state 
designs. Each western country has developed a unique welfare· state 
that defies credible classification. Every country has problems with its 
welfare system. Each has some lessons to offer - sometimes on what 
not to do. The term 'welfare state' - which means something different 
in each country - is used in this book to refer to the many government 
strategies that effect income distribution and standards of living, 
especially, but not entirely, for the lower income members of the 
society. 10 

New Zealand has a unique welfare state, and, in some respects a 
particularly generous one, because benefits are in no way related to 
specific work contributions. In particular, few other western countries 
are as generous to their aged who receive benefits not conditional on 
work histories. New Zealand and Australia are the only western 
countries not to have formal two tier governmental welfare systems -
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that is one set of benefits related to past work history and income, and 
another more basic set available to all upon a means test. New Zealand 
has, at various times, had two tier benefits with a universal superannua­
tion for all of the aged together with a means tested old age pension. 
But a single tier system with a flat-rate of age benefit has always been 
a strong underlying philosophy. In Western Europe and North America 
where two tiers are common, the lower tier, usually called 'social 
assistance' is means tested, and is paid to those in need because of 
inadequate incomes.u It is designed to alleviate poverty. The level of 
assistance varies but is well below the second tier of contributory social 
insurance benefits which usually payout earnings-related sums to 
those who have worked for decades and have paid more in contribu­
tions. 

In Europe and North America, the second and higher benefit tier 
- usually called social insurance or social security - is financed from 
employee and employer contributions and rewards those with long 
work histories with pensions that are a high proportion of former 
earnings. The two tier system that dominates western welfare arrange­
ments with the exception of New Zealand and Australia has its 
problems, and these will be discussed at various points in the book. But 
the one tier system in New Zealand and Australia is the source of many 
of the dilemmas in social policy in recent times. Relatively high and 
often long term unemployment, and increasing levels of single parent­
hood, create new problems in western countries. The New Zealand 
single tier system with benefits paid regardless of work histories was 
designed when these latter problems of long term dependency were 
largely absent. 

Because welfare systems are dominated by incremental decision 
making a knowledge of their history is important and this is covered in 
Chapter Three. New Zealand's welfare arrangements have been re­
markably resilient and resistant to major change. The existing welfare 
system still bears a striking resemblance to that created by Prime 
Minister Michael Savage in 1938. New Zealand can only reform its 
welfare system if it allows itself to become more critical of its past 
efforts. 12 The Savage welfare state, we may have to realise, was a 
mistake or an attempt to create a 'utopia', that was quite unsuited to 
postwar New Zealand. 

As stated earlier, New Zealand leads the world in applying free 
market economic ideas to improve efficiency and promote economic 
growth. Chapter Four examines thinking by economists around the 
world on how to reform social policy to promote efficiency and equity. 
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Economists dominate research and debate on welfare systems and this 
chapter examines the recent iconoclastic world debate on welfare 
problems. Economists are examining welfare systems with more rigour 
than in the past, and make interesting points about the varieties of 
social protection, how to provide against market failure, the complex 
trade-off between efficiency and equity, and the role of globalisation, 
technological change and human capital in explaining poverty and 
inequality. Almost all economists stress the importance of investment 
in human capital to reduce dependency and create an adaptable 
workforce. The 'welfare' state is being replaced by the 'developmental' 
state, as governments have to maintain a high level of international 
competitiveness in a ruthless world economy. Welfare benefit systems 
can be a major source of uncompetitiveness, because they require high 
taxes that can drive business away, and can weaken incentives to work, 
save, and honour family responsibilities. Further, New Zealand's 
welfare benefits for the unemployed, single parents and the sick and 
invalids are means tested, and this creates incentive problems that are 
difficult to overcome. It can become economically 'rational' for some 
low income people not to work. Other social scientists than economists 
are also developing some useful models for understanding modern 
social problems, and these are also discussed in this chapter. 

Trends in poverty and inequality over the past decade, and the 
issues and the complex debates about them are tackled in Chapters 
Five and Six. There is a widespread international belief that modern 
structural economic reforms that emphasise greater use of the market 
inevitably increase poverty and inequality. In a number of countries, 
especially Britain and the United States, both the numbers and 
proportions living in 'poverty' have risen over the past few decades, 
while the gap between the rich and the poor has widened. These 
trends are well documented. There is evidence - although the informa­
tion is not extensive - that similar if less marked trends have emerged 
in New Zealand. These chapters also examine the recent extensive 
world research on the causes of increasing inequality in western 
countries. 

Some economists place most of the blame on global labour 
markets, arguing that now only the highly skilled segments in western 
labour markets can compete with the far lower wages in developing 
Asian countries. Footloose global firms search out the most profitable 
locations, and can obtain low skilled labour far more cheaply in some 
developing countries than they can in more developed countries such 
as New Zealand. 
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Others blame large scale technological change for increasing 
inequality and high levels of dependency in western countries. Modern 
technology means that corporations and governments can manage 
downsized operations with fewer employees than in the past. Techno­
logical change does not only affect the unskilled, for many large 
organisations have removed entire layers of management which have 
been made obsolete by new information technologies. Displaced 
labour is not always employable without expensive retraining, and 
some European countries have forced workers over 50 to take early 
retirement on the assumption they have no role in new industrial 
economies. American economists, in particular, blame increasing 
inequality on the service industries that now dominate western econo­
mies. Service employment, so the critics claim, is poorly paid, produces 
limited career structures, and has low rates of productivity improve­
ment. 

Another cluster of explanations centre upon deregulation of 
wages and more competitive industry environments which can lower 
wages, as firms compete with new entrants not handicapped by the 
high costs of older firms. Unions lose much of their power to hold up 
wages in a deregulated global economy. Modern technology may 
create 'winner take all' markets where vast rewards go to a few 
individuals. Large scale low-skilled immigration is blamed by some for 
lowering wages and increasing social dependency. 

The most pessimistic welfare researchers, found among econo­
mists in the United States in particular, argue that the nature of 
dependency has changed in western countries because dependency is 
frequently a long term experience. Long term dependents have formed 
an 'underclass': they have become accustomed to not working, 
develop deviant lifestyles, have unstable family patterns, and pass 
these habits on to their children. Governments have few tested ideas on 
how to solve the problem. In 1996, the United States passed significant 
legislation to 'end welfare' by allowing the States to implement new 
systems that limit the time on welfare and require beneficiaries -
mainly single parents - to work. This policy experiment has important 
implications for all western countries that face similar problems. 

Not all agree with the underclass theory, and optimists claim that 
the high level of dependency in western countries today is merely a 
transitional problem. Rapidly changing western economies have cre­
ated a temporary surplus of lower skilled workers, who will eventually 
retire from the workforce, which will then absorb more highly qualified 
and younger labour market entrants. The book focuses on the 
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relevance of these extensive international debates to New Zealand 
social policy. 

But the greatest concern among western welfare analysts is 
perhaps about the effects of population ageing on future welfare 
spending and this is the subject of Chapters Seven and Eight. In New 
Zealand, men at 65 can now expect to live an average of fifteen years 
while women can expect nearly nineteen years. If the age of eligibility 
for New Zealand Superannuation was adjusted to equal average 
periods on the aged pension in 1900, the eligibility age would now be 
75 for men and 80 for women. 13 This extension of life spans for many 
people means that policies designed late last century cannot be the 
basis for the next century. New Zealand, like most western countries, 
has done little. to prepare for the radically different age-dominated 
society of the next century. Old age can be an opportunity for a new 
'third age' in life, not a problem, if funding systems are changed to 
ensure most of the aged are largely financially self-supporting through 
a system of contributions while in the workforce. 14 A society that places 
emphasis on employment can scarcely then arbitrarily define age 65 as 
the end of the working life. The aged may not want to work to age 65 
or even 70, but it is difficult to see why a younger generation should or 
san pay for their elders' decades of leisure. Our notions of 'retirement', 
like savings and pensions, all need to be reconsidered. 

Social insurance systems in most of the rest of the world face large 
financial deficits now or in the near future because they have been too 
generous in levels of payment to the aged. New Zealand faces similar 
problems, but as yet is more relaxed about them. This complacency 
may be misplaced, because in the future, the aged may well live longer 
and retire earlier than any government anticipates and both these 
trends have been apparent internationally for the last 25 years. 
Moreover, ageing is expensive not only because of government 
pension costs, the sole concern in this study. The aged are major users 
of expensive health care facilities. Some will also need long term and 
expensive social care and, while not in need of hospital care, they often 
require assistance with daily tasks. 

In the face of these escalating costs of the aged, New Zealand 
urgently needs to examine whether it should move towards a fully 
funded defined contribution pension scheme, a variant of which is now 
being implemented in Australia. 15 Some economists claim that such a 
scheme has major benefits for the economy now, as well as coping 
with the ageing crisis next century: others are more sceptical. The issue 
is particularly urgent in New Zealand which has a serious population 
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ageing problem, very low levels of household savings, and treats its 
aged relatively generously, at least in comparison with Australia. Chile 
is the only long term working example of self-funding retirement 
though it is very different from New Zealand, and the true testing of the 
success of those policies will not come for some decades yet. It will be 
decades before the new Australian scheme can be evaluated compre­
hensively. Potentially, self-funding retirement can provide dignity, self­
reliance and adequate living standards for the aged who will. 
predominate in New Zealand and other western countries. 

New Zealand has received worldwide praise for its innovations in 
fiscal responsibility, and for honesty about its government's real 
financial position and future liabilities. But the true state of government 
fiscal health cannot be determined without examining the costs of 
future welfare benefits, particularly to the aged. It is a logical next step 
to develop and publish generational accounts that clarify who benefits 
and who pays for welfare state programs. The New Zealand Treasury 
has prepared intergenerational accounts, although accurate 
generational accounts are very difficult to prepare and subject to 
serious inaccuracies. 16 It is difficult enough to prepare generational 
accounts for the past, although the historian David Thomson had made 
courageous attempts to do so for New Zealand. 17 It is far more difficult 
to prepare such accounts for the distant future, and yet they are 
important to all good planning. 

The book concludes with an examination of some recent propos­
als for welfare state reform. Controversial reform ideas from the United 
States are discussed as well as more constructive strategies that focus 
on developing human capital. These reforms may be relevant to the 
several groups in New Zealand society of serious concern to social 
policy makers. Economic growth has reduced the numbers of unem­
ployed, but longer term unemployment may help create a dependent 
'underclass' - often with children - who may be largely uninvolved in 
the mainstream economy. New Zealand has a comparatively high 
number of single parents, dependent on government support. Single 
parenthood may become a permanent lifestyle amongst certain groups' 
and be transmitted between generations. 

New Zealand is soon to have a referendum on whether to move 
towards a greater degree of self-funded retirement to raise national 
savings and ensure a higher and more secure standard of living for the 
aged next century. The book argues that New Zealand's current 
policies provide no coherent strategies to cope with a rapidly ageing 
population. Under present arrangements, many of the New Zealand 
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aged will lead uncertain, high-risk lives, reliant on handouts from 
government that can be changed at any time. It is difficult for New 
Zealanders to plan for their retirement five years ahead, let alone 
decades ahead as should be possible in a well-planned welfare state. 

Thrift was once one of the great western social virtu es, and higher 
savings are still the key to reducing the scale of western welfare states. 
Very low savings levels mean that most households in trouble have 
become totally dependent on government assistance. To maintain high 
living standards, New Zealand must continue to reform its welfare 
system and to reward those who save, work, and maintain responsibili­
ties to dependents. I8 

Policy makers who created the foundations of the modern New 
Zealand welfare state in 1938 would probably have been horrified at 
the thought of having 30 per cent of the population - the figure in 1996 
- dependent on government benefits. Dependency expanded gradu­
ally without precipitating any distinct national crisis that might have 
focused attention on systematic reform and New Zealand's social 
policy remains dominated by piecemeal changes. The neglect of social 
policy is in part a result of the sheer scale and complexity of the other 
reforms carried out in New Zealand. Structural economic reforms have 
largely been completed: it is now time to apply the same systematic 
scrutiny to social policy. 
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Chapter Two 

Alternative Welfare System Designs 

Each country has developed it own mix of approaches to social 
welfare over the past century, and this confuses debate when 

comparisons are made. This chapter examines different types of 
welfare arrangements in an attempt to understand the New Zealand 
system and the range of alternatives available in the future. A clear 
appreciation of different welfare arrangements is crucial to any debate 
about the future shape of a New Zealand welfare system. Recent books 
on welfare systems describe a sense of crisis in most countries, as 
schemes designed for an immediate post 1945 - or even earlier - world, 
face serious problems because of high unemployment, increasing 
income inequality, ageing populations, and weakening family struc­
tures. Fiscally pressed governments opportunistically cut where they 
can, but few are taking the long view. Incremental downsizing is likely 
to be ineffective in the long term. 

Welfare systems reliant mainly on the family 

The family was the main source of social assistance before the 
development of modern welfare systems. Families - and especially 
women - still provide most caring services in modern economies 
through looking after children, older people and others who need 
assistance. 'Family welfare' in the European past varied widely over 
place and time, but in the later nineteenth and early twentieth centuries 
was usually organised around a clear division of labour between men 
and women: the man was the wage earner and the woman looked after 
the children, the aged parents (less commonly) and other household 
matters. To be viable, family based welfare systems require women to 
be content with their housewife role, need relatively small families so 
that large numbers of children do not cause poverty, and wage systems 
that ensure that the male earner can support a family above a poverty 
level. Family welfare systems also need stability in relationships to 
ensure that one parent is not left to raise children alone. 

Family-based welfare systems have weakened in many western 
countries. Most women work outside the home for pay, divorce levels 
are high, and substantial numbers of children are raised in poor, single 
parent households. Further, feminist writers are often hostile to family 
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welfare systems which are usually designed by men who regarded 
women primarily as housewives. 1 

Family-reliant welfare, however, is still very important in some 
parts of the world, and constitutes the main form of social support in 
poorer countries where western-style welfare systems are generally 
non-existent. 

Western researchers are now taking more interest in the strong 
family-based 'Confucian' states in Asia, especially those ofJapan, Hong 
Kong, Singapore, South Korea and Taiwan. 2 These countries are 0apan 
and Singapore for example) either richer than much of the west, or 
have strong economic growth. They benefit from high rates of national 
savings and investment, in part because state welfare expenditures are 
low. Governments there can focus on physical and social infrastructure 
spending because they are able largely to avoid the massive consump­
tion expenditures of western welfare systems.3 

Strong family systems there provide the social supports expected 
from the state in western countries. In 1990, for example, around six in 
every ten elderly persons in Japan resided with their children or other 
relatives, a far higher percentage than in New Zealand or other western 
countries.4 

In 1996, Singapore created a Parents Claims Tribunal to examine 
cases of need amongst the aged, and to order children to pay for the 
upkeep of their parents. Although 95 per cent of the aged in Singapore 
already live with or receive other help from their children, the 
government is intent on forcing the remaining five per cent to honour 
their responsibilities.s New Zealand, like other western countries, has 
mechanisms for making delinquent absentee parents pay towards the 
upkeep of their children, but has been reluctant to press similar 
obligations on children towards their parents, at least since World War 
Two. Countries such as Singapore see little difference in the principle 
of reciprocity between parents and children and children and their 
parents. 

Communitarian welfare systems 

Even strong families cannot always cope with every contingency, and 
through history a variety of community responses have emerged. One 
group of such can be called communitarian welfare systems based 
upon voluntary support of fellow citizens. Voluntary organisations 
once proVided major resources to those in need and still do in more 
limited ways.6 Those who began creating western welfare state systems 
around the turn of the century claimed that the existing voluntary 
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agencies could not cope with new sources of social needs, such as the 
growth in the numbers of the dependent aged. State aid, it was charged 
in turn, weakened voluntary agencies. 7 Voluntary agencies are still 
important, but their resources are modest in comparison with the vast 
scale of social transfers through government or occupational welfare 
systems. Western welfare systems are usually managed by central 
governments, remote from local communities. Switzerland, a country 
with an unusually strong civil society, is the major exception, and has 
retained local government control of social assistance, with 3,000 
different systems for its seven million people.s Of late, there has arisen 
a renewed 'communitarian' movement in western societies that aims to 
strengthen voluntary organisations as sources of community supportY 
There is now growing interest in writers such as David Green, and a 
revival of the 'civic community' of family, community, churches, local 
authorities, private enterprises and voluntary associations.1O 

Communitarian ideas, with the stress on voluntary action and 
personal responsibility, may not be immediately practical, but they 
provide a valuable intellectual foundation for longer-term reappraisal 
and reconstruction of western welfare systems. ll Empirical evidence 
suggests that local communities, once the source of much social 
assistance, are now weak in western countries, and cannot always 
cany a heavy welfare burden. 12 Moreover, the American conservative 
historian Gertrude Himmelfarb, while sympathising with 
communitarians who want to strengthen 'civil society', points out that 
'civil society has been infected by the same virus that has contaminated 
the entire culture: irresponsibility, incivility, a lack of self-discipline and 
self-control'. Indeed, the family itself, the keystone of civil society, is in 
disarray, insists Himmelfarb, while pointing to the prevalence of 
divorce, single parent families, fatherless children, illegitimacy, and 
promiscuity (especially among teenagers). 13 

Further, most western societies have a strong individualist base 
that counters moves towards more communitarian approaches. Even 
so, government reforms can encourage self-help, and provide incen­
tives to strengthen local communities and voluntary activity.14 These 
new programs, however, often require coercive government action, 
quite different to the softer 'grassroots' movements supported by 
communitarians. In the United States, the widespread adoption of 
'community policing', based on the ideas of American academic James 
Q. Wilson, appears to be the most significant example of applied 
communitarian thinking. Fear of crime means that local community 
organisation is becoming stronger, but often in coercive ways.15 By all 
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accounts, however, community policing has been very effective, 
showing that communitarianism can be practical. 

Both the ideas of family-based Confucian welfare states and the 
communitarians have been influential over the past decade, because 
they focus on personal responsibilities as well as rights. John Gray, a 
leading western philosopher, claims that the superiority of Confucian 
philosophies of responsibility has destroyed the credibility of the 
western emphasis on rights. Gray advises post-Communist states to 
ignore western welfare models and perhaps look to East Asia for more 
viable models to copy. Hi Gray thinks Western welfare states have 
proved to be expensive, perpetuate dependency, and weaken families 
and communities. 

Western welfare systems, the communitarian critics argue, have 
only emphasised the rights of people to benefits. But families and 
communities are all about the balancing of individual rights with 
reciprocal responsibilities. Strong communitarian values in affluent 
countries such as Japan mean that poverty is still sOcially shameful. The 
Japanese poor keep a low profile and obtain only minimal assistance 
from the state. More than 200,000 government-appointed neighbour­
hood 'welfare commissioners' monitor those in need, ask employed 
relatives to help and may even ask employers to pressure the 
employed relatives if they are reluctant to help. The number of 
Japanese receiving poverty relief from governments has fallen by a 
third since 1985 and is now only one per cent of the population, well 
below the level in western countries. 17 

There are signs that Japan is moving slowly towards adopting 
more of the features of western welfare states as social and economic 
conditions change, and a younger generation emerges with weaker 
family-orientated values. Divorce rates are still only one-third the level 
in the United States bu t are rising, as are the number of single parents. 18 

ButJapan's modest welfare system - despite the country's high level of 
economic development - shows that elaborate welfare state arrange­
ments and weak family and community responsibility are not an 
inevitable result of industrialisation, urbanisation, and globalisation. 

Social insurance welfare systems 

Social insurance welfare systems are the dominant model in Western 
Europe and North America.19 Schemes differ but are based on a number 
of fundamental principles. The schemes should be compulsory, and 
individuals must contribute to the cost via a special tax, usually shared 
between employees and employers. Coverage should be comprehen-
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sive, providing for a range of needs especially old age and invalidity. 
Individual benefits are to be 'earnings related', that is linked in some 
way to the size and particularly length of time of individual contribu­
tions through taxes. These schemes have existed in Europe and North 
America at least since World War Two, and sometimes for much 
longer. 2o Originally, social insurance schemes were based on strict 
actuarial principles. Risks would be pooled, but the benefits received, 
especially in retirement, were to be closely related to the size of one's 
personal or employer's contributions. The clear contributory nature of 
the plans meant that there was no stigma attached to receipt of the non­
means tested benefits. 

Social insurance schemes on the long established model in Europe 
and North America differ fundamentally from the newer self-funded 
compulsory occupation schemes being implemented in Australia and 
being considered in other countries. Long-established social insurance 
schemes are based on 'defined contributions'. Eligibility for pensions is 
based on employees and employers having paid defined amounts into 
a fund for a designated period of time - say 30 or 40 years. Benefits paid 
on retirement are defined as a percentage of final salary or some 
averaged measure of salary, say over the last ten years of employment. 
The sum paid is in no way related to accumulated funds invested. The 
schemes operate on a pay-as-you-go system. Payments to the retired 
come directly from deductions from those currently in the workforce. 21 

In contrast, the newer self-funded schemes - called 'defined benefits' 
pay final benefits that are directly related only to the invested sums 
accumulated in an individual's account. 

Social insurance systems, first developed in Germany last century, 
are inherently conservative - inequalities are preserved, as the higher 
paid usually get higher benefits in old age. Social insurance schemes 
had complex internal redistributive patterns both intended and acci­
dental. Early beneficiaries, for example, obtained generous benefits 
because they had not contributed for the 30-40 years required in most 
schemes to fully fund benefits. The long lived, often the more affluent, 
also benefit disproportionately. Women mainly engaged in child 
rearing accumulated few claims to benefits in their own right. 

A second tier of social poverty assistance was maintained along­
side social insurance to take care of those who for whatever reason had 
not accumulated rights in the social security system. Individuals 
sometimes collect both types of payment at once, although poverty 
assistance is usually means tested. Australia and New Zealand, in 
contrast to most developed nations, did not develop social insurance 
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since they made no link between personal contributions and benefits 
paid. Benefits are usually means tested and depend on current income 
(and sometimes assets) but not past contributions: in New Zealand the 
exception is the age pension, which is paid at one rate to everyone 
regardless of past or present income or assets. Poverty assistance 
programs are normally paid out of general tax revenue. 

Social insurance appealed through much of the twentieth century 
to fiscally conservative governments because it appeared to be risk 
free, and its costs were separate from the main government budget. 
Cost escalations would be controlled, so it was felt, because any cost 
increases were imposed at once on employees and employers who 
would scrutinise the scheme's operations and moderate their demands. 
Social insurance was usually well supported by a wide section of 
society - including employers - because it gave employees security. 
Structural change· in the economy and labour market adjustment was 
supposedly easier to achieve because workers would be protected 
from income interruption through substantial benefits. 

Later parts of the book will examine the current problems 
associated with social insurance. It is now criticised because of wildly 
escalating costs, the inability to cope with ageing populations, unjust 
transfers between generations, and assuming a male breadwinner 
lifetime employment pattern that increasingly does not occur. 

Social insurance on the United States or Western European model 
is not a realistic model for New Zealand's future. But while social 
insurance has its problems, it at least reinforced the idea that welfare 
state benefits were linked to work effort. Significant retirement benefits 
were only payable to those with long employment histories. Whatever 
the success or failure of social insurance to date, this issue has to be 
confronted by all. 

Occupational welfare systems 

'Occupational welfare' has long been a key part of western welfare 
systems, although often neglected in examination of policy options. 
Many people in western countries rely on pensions and other benefits 
such as health care that are provided by their employers in place of or 
in addition to direct public pensions or services. Japan is the most 
sophisticated example of occupational welfare, although even there 
only a segment of the popUlation works for companies providing 
generous benefits. In 1990, 50 per cent of Japanese firms provided 
pension plans, and Shinkawa and Pempel say in a recent book that 

Many Japanese firms spend considerable sums to create, if 
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not cradle-to-grave socialism, at least its hiring-to-retire­
ment equivalent. They provide subsidised housing, hous­
ing allowances, and/or loans for new homes; transportation 
allowances; medical facilities for employees and their 
families; in-plant canteens, barber shops, nurseries, and 
discount shopping centres; organised company vacation 
spots at ski centres or hot springs; child care allowances 
and often on-site nurseries; as well as company picnics, 
athletic clubs, marriage brokerage facilities, cultural clubs 
and libraries. In addition, the best programs provide gener­
ous insurance schemes and retirement plans. 22 

Singapore is an example of compulsory occupational superannua­
tion. Employers pay 18 per cent of employees' wages into the Central 
Provident Fund, established in 1953, and employees pay another 22 
per cent. Eighty per cent of the Singapore workforce is forced to pay 
into the Central Provident Fund for retirement. Those without accumu­
lated retirement funds have to rely on assistance from families, or from 
very low means tested benefits. 23 

Occupational welfare was attacked by the leading designers of 
postwar welfare states - especially Richard Titmuss in Britain - for 
being socially divisive by favouring only a more affluent group and for 
relying on expensive and regressive tax subsidies. 24 Western govern­
ments are now reviewing the role of occupational welfare. In the past, 
the aim was to remove the special concessions for occupational 
welfare. Now it is to spread the benefits of occupational welfare to all 
employees, and so to ease claims for direct state benefits. 

In the 1980s and 1990s, privatisation of government activities 
became a popular idea. Social insurance and other welfare state 
schemes, especially for retirement, accounted for a very significant 
proportion of government outlays in most countries so it was inevitable 
that privatisation ideas would influence social policy. Some govern­
ments have become interested in extending occupational pension 
schemes, making them compulsory, and regulating their activities to 
reduce risks and to ensure that accumulated funds are actually used for 
retirement. Most people, it was argued, could pay for their own 
retirement in this way. Government provision would only be needed 
for the relatively small group who were unable to accumulate sufficient 
contributions through employment. 

Such a comprehensive employer/employee mandated system is 
similar in some ways to social insurance in that it requires government 
compulsion, both in terms of membership and minimum levels of 
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contribution. It is different, however, in that members of an occupa­
tional scheme have ownership rights to their accumulated funds. This 
system is a way in which individuals can adjust their income over their 
own life cycle. 

New generation social security ideas in the 1990s emphasise the 
benefits of creating individual retirement funds. Each generation builds 
up a fund from its own or employer contributions. These funds are 
invested and the benefits payable depend on the return on the funds. 
The fund members, not the government, bears the risk if returns are 
disappointing and may also receive high returns if they have been 
lucky on the stockmarket or in other investments. Individual benefits 
are purely a result of individual and employer contributions plus fund 
earnings. This trend could be termed the privatised retirement state. 

Employers can become disillusioned with their contributions to 
superannuation systems. Increased international competition means 
that employers are reluctant to provide expensive benefits which do 
not have to be provided by competing firms. Many companies have 
downsized and outsourced some activities to smaller firms unable to 
provide generous benefits. Generous employer provided benefits 
depend on the continued prosperity of the employer, add to labour 
costs, and create gaps in benefit provision. 

Private superannuation coverage in New Zealand is difficult to 
document but around half the workforce contribute to occupational 
superannuation schemes.25 The incentive to contribute to private 
schemes is weakened because state payments to the aged in New 
Zealand have been relatively generous, although this has been reduced 
since 1985. When introduced in 1977, New Zealand National Superan­
nuation provided a means test free gross weekly payment to married 
couples aged 60 and over at a rate equal to 80 per cent of the gross 
average wage: the single pension rate was 60 per cent of the married 
rate. Applicants only needed to have resided in New Zealand for ten 
years to be eligible. 26 Furthermore, New Zealand abolished tax conces­
sions for private superannuation schemes in 1987, making such 
schemes less attractive than in Australia with its substantial tax 
concessions. 

Tax expenditure welfare systems 

Tax expenditure welfare systems - providing designated groups with 
tax concessions and thereby boosting their net incomes - were once 
extensive in New Zealand, but have gone out of favour here as in most 
western countries. Tax expenditures are, however, still important in 
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many modern welfare states, especially those with high marginal tax 
rates. Comparative information on tax expenditures in advanced 
countries is difficult to obtain, but it appears that tax concessions on 
superannuation are the single most important tax expenditure in most 
countries. 27 The Australian compulsory superannuation system is 
particularly attractive to contributors because of the major tax advan­
tages it offers to the individual. The highest income groups benefit from 
a concessional tax rate on fund earnings that is lower than the common 
marginal tax rate of around 50 per cent of earnings. Australian tax 
expenditures - concessions on social security programs - are very 
large. In 1994-5, tax expenditure revenue costs were A$12,876 million, 
equal to 30 per cent of the direct social security outlay costs that appear 
in the budget documents. These outlays have been criticised for 
favouring upper income groups, being too complex, and too hidden 
from budget scrutiny. 

Tax concessions on housing are another major tax expenditure in 
many western countries. The United States has generous tax deduc­
tions for mortgage and consumer loan interest. In the economist's ideal 
world, equity in owner occupied housing would be taxed as income, 
to make it identical to other investments. An agreed interest rate, 
possibly the long-term bond rate, would be applied to housing equity 
and added to taxable income. This is rarely done, however, with the 
result that countries such as New Zealand and Australia tend to build 
a lot of housing. Home ownership is enjoyed by a wide range of 
income groups, but the tax subsidy is most valuable to those with 
expensive homes and high income tax rates. It would not be politically 
feasible to impose an imputed income tax on owner occupied housing 
in New Zealand. Such a tax is imposed in some European countries 
such as Sweden and the Netherlands but generous exemptions dilute 
the impact of the tax on all but the very wealthy.28 Such tax expendi­
tures vary from country to country, are difficult to calculate, and are 
often unpublished if available. This makes accurate welfare state 
spending comparisons between countries difficult. Generally, com­
parisons between countries in this study do not include tax expendi­
tures. 

Universal program welfare systems 

Universal programs provide benefits without means tests to defined 
benefit categories such as the aged or families with dependent 
children. 29 They are easy to administer, and remove the social stigma 
of means testing. Universal benefits are also supposed by some to 
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strengthen social solidarity because all classes are eligible. The idea of 
universal benefits developed most strongly in late 1940s Britain, where 
elites felt that means tests would increase social divisions in an already 
highly structured class-ridden society. 

New Zealand's universal retirement benefits, since the 1970s at 
least, have been generous in world terms because benefits are 
comparatively high, are not means tested (tax surcharges have been 
used but then abolished), and are not in any way dependent on prior 
workforce participation or tax payment. Universal pensions are popu­
lar because they benefit the middle and upper income groups who are 
politically influential, and this makes them very resistant to change. In 
the United States, interfering with the broadly targeted social insurance 
for the aged has been likened to the electrified central rail of the New 
York underground railway: 'touch it and you are dead'. 

Non-contributory universal benefits such as New Zealand Super­
annuation are unpopular amongst policymakers in most western 
countries because of their high costs. Means tested benefits can be 
targeted to those in need and if tightly 'targeted' to the most needy are 
usually far less expensive and more effective than universal payments 
in alleviating poverty. 

Means tested welfare systems 

Most western countries, eager to reduce social welfare outlays, are 
moving towards a greater use of means testing, although there are 
major political obstacles. Means testing appeals to those who want to 
reduce the role of the state to assisting those unable to make use of 
market mechanisms. It also appeals to government budget-cutters 
because the benefits are immediate while the possible negative effects 
- and they are debatable and difficult to prove - are long term. 
Financially strapped countries look on Australia as a model, even if 
they idealise the system and ignore its deficiencies.3D Australia, and to 
a lesser extent, New Zealand, have some of the most means tested 
welfare systems in the western world. In part this may be because both 
lacked the despised Poor Law systems, closely identified with means 
testing in the United States and Western Europe. 

There is remarkably little criticism of means testing in Australia, 
but New Zealand has always been more suspicious and has stronger 
universalist traditions. 

The means testing process was once thought to be stigmatising, 
expensive to administer, and created perverse incentives not to work, 
save, or stay married. Stigmatisation (a sense of shame) it was felt, is 
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more likely when only a small proportion of the population are on 
targeted benefits.31 But the growth in dependency in New Zealand 
since 1973 means that means tested benefits are now paid to a 
significant proportion of the population, and this has lowered the 
stigma. Moreover, the rights movement, popular in the 1970s and 
1980s, reduces or even eliminates any sense of shame at being in 
receipt of benefits. 

Stigma is stronger in two tier systems, such as in the social 
insurance states in the United States and Western Europe. Being 
dependent on means tested benefits defines a person as having a weak 
contributions and work history. People in this category are not 
regarded as having the same degree of rights to benefits as those in 
social security schemes. This strong sense of shame operates in 
Germany, and prevents up to half of eligible single parents from 
claiming benefits.32 Local governments deliver means tested benefits in 
Germany, and are not welcoming to clients, who are encouraged to 
keep quiet about their needs. 

Means tests create very difficult incentive problems. A well-' 
informed public soon learns about means tests, and people may 
change their behaviour to ensure their eligibility. It is perhaps not 
surprising that household savings are so low in Australia and New 
Zealand since household savings will simply make a household less 
eligible for a benefit. Means tests have other unhealthy incentive 
effects. The aged in Australia, for example, have an incentive to invest 
heavily in housing which is exempt from the means test. 

Means tests also create 'poverty traps'. Those on targeted benefits 
have little or no incentive to retrain and work more hours, because they 
will lose a high proportion - of perhaps 100 per cent or more - of the 
increased earned income. Poverty traps are complex because there are 
often numerous means tests faced by a particular beneficiary. Australia, 
for example, has means tested arrangements for cash benefits, health 
care, housing assistance, child care, transport, education, and many 
other services. It is difficult to harmonise these benefits. 

Policy makers are well aware of poverty traps, and often allow 
beneficiaries to earn a significant amount before they lose part of their 
benefit payment. But Australia has found that this may encourage the 
creation of a large part-time workforce of those who have discovered 
that it is best to earn half of their income from benefit and half from paid 
work. 

Australia has also found that well informed clients, especially 
middle class students at university, are very difficult to means test 
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effectively. Many families have tax-efficient investments that minimise 
taxable income to levels below the low benefit eligibility level. Their 
real standard of living can be far higher. The means test had to be 
changed to measure real resource levels, yet this is complicated, 
expensive to administer, and leads to many disputes. Australian 
experience suggests that assets as well as income have to be means 
tested, and an imputed income earning rate has to be applied to all 
assets to ensure means tests are not avoided. Such policies carry heavy 
political costs. 

Means tested benefits can also create an incentive for the growth 
of an underground economy where workers are hidden from the tax 
system. Welfare payments plus proceeds from the black economy can 
provide attractive living standards. The modern service economy 
creates many opportunities for 'hidden' employment. While it is 
difficult to research the scale of the underground economy in western 
countries, one study in the United States found that income not 
reported to the tax department was large and increasing rapidly.33 

Targeted means tested systems may only be effective if benefits 
are kept at low levels, possibly well below the poverty line. The United 
States has this policy in most states: American social assistance rates for 
groups such as single parents are far below New Zealand levels. This 
creates a work incentive by increasing the income gained from entry to 
the workforce. Means tested benefits may also require coercive 
workfare programs to monitor beneficiary behaviour closely, and 
impose strong incentives to work despite the limited financial benefit 
of doing so. Countries like New Zealand are reluctant to do this, 
because low benefits create problems with malnutrition, especially for 
dependent children, may increase crime, and generally create social 
unrest and resentment. 

The employment-workfare state 

Forcing the poor to work, enforcing absent parent's responsibilities for 
child support, reducing benefits for 'undeserving' groups, and tough 
policies against crime are recent policy initiatives in many western 
countries that are based on a new moralistic attitude towards social 
welfare. Influential 'moralistic' writers now view elaborate welfare state 
systems as symptoms of moral disorder, and social problems such as 
crime, illegitimacy, and single parenthood dependency as the results. 
Gertrude Himmelfarb, the American historian, says 'for most people, 
reality has asserted itself. We now know that what we have been 
experiencing cannot be denied, belittled, or explained away as 
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anything but the moral crisis that it is'.34 The Social Affairs Unit in the 
United Kingdom supports the reintroduction of guilt, shame, ostracism, 
disgrace and punishment. 35 Himmelfarb clearly wants a return to the 
values of the Victorian era. She says 

Today the word 'stigma' has become odious, whether 
applied to dependency, illegitimacy, addiction, or anything 
else. Yet stigmas are the corollaries of value. If work, 
independence, responsibility, and respectability are val­
ued, then their converse must be devalued, seen as disrepu­
table. The Victorians, taking values seriously, also took 
seriously the need for social sanctions that would stigmatise 
and censure violations of these values. 36 

Many western countries are now best described as employment­
workfare states, so far as the non-elderly are concerned. Governments 
are increasingly reluctant to allow non-elderly beneficiaries to remain 
on unemployment, single parent, or some invalidity benefits for long 
periods of time, and require work for benefit. But workfare of a sort is 
also being applied to the elderly. Eligibility for New Zealand Superan­
nuation is rising from age 60 to 65 and may rise to 70 in the future as 
the definition of retirement changes. The workfare state focuses on 
making benefits less attractive by reducing benefit levels, tightening 
eligibility, imposing time limits, and, above all, requiring clients to 
work or undergo training that leads to work. 

The United States is the most radical 'workfare' state in the western 
world so far as the non-elderly are concerned. American public 
opinion appears to support programs that make welfare payments for 
unemployment and especially for Single parents conditional on work, 
education and training aimed at eventual workforce participationY 
The workfare model is also gaining some popularity in Britain, New 
Zealand and Australia, especially for the long-term unemployed. 
Implementing these ideas is not easy. However, 'Workfare' in the 
United States often seems to be more about popular political rhetoric 
than effective programs, and such programs can become coercive and 
vindictive. 38 Workfare is expensive to administer and requires addi­
tional training, education and child care costs to the state. Cash benefits 
may have long term negative consequences, but they can be cheap and 
easy to provide, compared to workfare. Greater control over the poor 
increases the coercive powers of the state, a power that can spread to 
other parts of society.39 Institutionalised vindictiveness offends phi­
losophers' ideas of social justice in modern societies. 40 

24 



REFORMING NEW ZEALAND WELFARE 

Trends 
There are some clear trends in worldwide preferences for welfare 
program design. Social insurance on the European model is increas­
ingly being questioned, although it is important to realise that these 
schemes are still by far the dominant form of social security in the 
modern world. They have not been able to cope well with modern life 
cycle patterns, an ageing population, early retirement, high unemploy­
ment, high inflation in the past two decades, and persistent decisions 
by governments to be overly generous to the present aged at the 
expense of future generations. Social insurance schemes have long 
since abandoned the supposedly scientific actuarial foundations that 
were so attractive to conservative governments earlier in the century. 
These schemes rely on compulsion, and require large government 
bureaucracies now out of fashion in a privatising world. Very high 
social insurance taxes in Europe make it difficult to expand economic 
activities: firms have a strong incentive to migrate to low tax environ­
ments with minimal welfare states. 

The second trend in social policy is a powerful worldwide 
movement to privatise, or partially privatise the welfare state, espe­
cially for retirement.41 Privatisation perhaps better called 'individualisa­
tion' - enables an individual to accumulate his or her personal fund 
from employer and employee contributions. This approach has already 
been described earlier in this chapter. 

Australia, normally a slow innovator, is changing to' a privatised 
system where contributors accumulate individual sums in funds of their 
choice. The age pension will still be required for those who fail to 
accumulate enough life-time contributions. Even Sweden, the land of 
social solidarity and inclusion, has adopted a partially privatised system 
for next century. A later chapter will examine the feasibility of 
privatising New Zealand retirement. 

In the meantime, there are clear trends towards more means 
testing of benefits. Even Britain, the one-time bastion of universalism, 
has retreated to means testing, because of persistent dependency levels 
caused by high levels of unemployment, single parenthood and 
disability. 

Means testing was once assumed to be linked only with the 
implementation of low level benefits linked to preventing poverty. 
What some commentators call the 'new means testing' is becoming 
more widely discussed. The 'new' means testing approach admits the 
problems of harsh means tests on the lowest income groups.42 Instead, 
it focuses on means tests that reduce or abolish benefits for higher 
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income groups, perhaps those in the top third or so of the income 
distribution. In recent years, Australian social policy has been moving 
in this direction with means tests for su perannuation tax benefits, 
family allowances, and child care benefits. This approach appeals to 
middle income groups and may be politically more popular than 
harsher means testing of the poor. The idea attract~ those who believe 
that higher income groups have gained excessive increases in relative 
incomes in recent years. The problem with the plan is that means 
testing may not save much by focusing on only a relatively small 
proportion of the population. The incentive problems with means 
tests, described above, may apply to means tests at any level of income. 

The rising interest in means testing is being combined with a 
renewed emphasis on programs to increase workforce participation 
amongst the long term dependent. The Clinton administration has 
handed single parents benefit back to the States and abandoned 
uniform national administration, and the Canadians are moving in the 
same direction. State governments are allowed to implement experi­
mental programs, based on two year continuous time limits on benefits 
with a maximum lifetime limit of five years for the receipt of benefit. 

While cash social welfare benefits account for a high proportion of 
government outlays, few western countries now care to be described 
as 'welfare states'. They desperately want to be regarded as 'develop­
mental states' or 'employment creation states' on the Japanese or East 
Asian model. Policy makers realise that only revitalised economies and 
higher growth rates will cure the underlying causes of high depend­
ency levels, and provide the extra resources needed to modernise 
industry, upgrade human and physical infrastructure, and meet ever­
rising public expectations for a high standard of living. 

At century's end, no welfare system in the developed world is a 
model of impressive adaptation to radically changing social, economic 
and political circumstances. Change is difficult because there are no 
unblemished models to follow, and New Zealand will have to work 
through the issues by itself, learning what it can from experiences in 
other countries. 
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Chapter 3 

The Unique New Zealand Welfare System 

N ew Zealand has a welfare system that is different to that of any 
other western country. It is most like Australia's, but there are 

important differences even between these two countries with similar 
histories. A reexamination of New Zealand's welfare history is impor­
tant for current policy analysis. Welfare programs are notoriously 
incremental. Current problems can be products of decisions made 
decades ago, or, in the case of age pensions, almost a century ago. 
Programs are implemented in response to particular problems at 
various points in time and often become more generous and expensive 
over time. Welfare reform now - when it happens at all - usually 
focuses on small scale changes, a sort of incrementalism in reverse. 
Welfare systems are rarely examined comprehensively. 

The following is a brief introduction to the New Zealand system of 
state cash social benefits. It is not intended to be comprehensive but to 
highlight the features which shape and constrain the reform of welfare 
from here on. 

The beginnings of a weHare system for the aged 

New Zealand, like Australia, was forced to deal with an ageing 
population late last century. New Zealand had a particular problem 
because its high standard of living and healthy climate meant that New 
Zealanders often lived to ripe old ages. In 1896-1900, New Zealand 
males of 65 years of age had an average life expectancy of another 
12.19 years, while females had 13.29 years.! A second, even more 
important source of rapid ageing was the sudden inrush in the 1850s 
and 1860s and 1870s of young settlers, who reached old age together 
at century's end. There was an additional problem of how to deal with 
the 'old old' or those over 75 who often need more care. 

Charities could only do so much, and in New Zealand's case not 
much at all since they were so small, and they needed a high level of 
government subsidy. New Zealand was already a mobile society, with 
high levels of internal and international migration which limited 
support by way of neighbourhood and kin. Even though many of the 
married aged had large families that might have been expected to care 
for them, there were also large numbers of single males, a result of a 
sex imbalance common to Australia and New Zealand last century. 
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New Zealand had at least four main practical choices in develop­
ing policies for the aged: to expand the role of charities; create Poor 
Law administrative structures; establish a simple, means tested aged 
pension; or develop a comprehensive social insurance scheme on the 
German model. There were of course other options in theory, though 
they lay beyond the realms of serious consideration at the time. 

The State could fund charities to care for them, but this was 
expensive and often stigmatising because the respectable aged poor 
resented charity. Moreover, 'charities' is rather a misnomer in the New 
Zealand context, for there were very few of any size or independence 
from the state. There was, too, a high level of respect for the ageing 
pioneers at the turn of the century. They were seen as having worked 
hard and raised large families with little help from government, and so 
as deserving of something better than charity. Although life expectancy 
for those who reached 65 was reasonable, around 12 years, many did 
not reach 65, the age of eligibility for the aged pension. Around 1900, 
for example, only 52 per cent of each 100 of the male population born 
had survived to 65 while only 57 per cent of each 100 females born 
survived to that age. In contrast, in 1995, in New Zealand, 80 per cent 
of males and 86 per cent of females survived to 65. 2 

A second option - similar to the English Poor Laws - to cope with 
ageing was to expand the existing system of 23 Charitable Aid Boards, 
elected by the various local bodies in their districts and funded by a 
mixture of central government subsidies, local rates, subscriptions and 
bequests. For centuries, the English poor law schemes had granted 
outdoor relief - similar to the aged pension - to those such as the aged 
deemed unable to work.3 Charitable Aid in New Zealand did much 
less, but might have been enlarged and so have duplicated the large 
scale systems existing for many years in Europe. This would have taken 
some time to establish, making it difficult to deal urgently with the 
ageing problem. 

Nor was it clear that local bodies were up to the task. The mostly 
small local governments in New Zealand had their own problems 
coping with building physical infrastructure. They had little interest in 
the low status role of administering poor laws, especially if this 
required revenue from local rates. Moreover, the poor law in Europe 
had a dreadful reputation and was hardly a model to copy, with local 
administration of welfare often harsh and unfair. Australia and New 
Zealand nationalism included the belief that the new countries were so 
rich they had no 'paupers', nor a need for a poor law, and especially 
not for the respectable aged. 
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Charitable Aid administrators at the time were often tough minded 
about poverty, and favoured no extensions providing for the growing 
numbers of the elderly. In 1889, Dr Duncan MacGregor, the Inspector 
of Hospitals and Charitable Institutions and perhaps the most extreme 
man in New Zealand in his opposition to public assistance, complained 
that the Charitable Aid Boards were not very effective. Once locals 
knew that the central government was providing significant funds, said 
MacGregor, it was difficult to raise funds locally - a 'Poor Law dries up 
the springs of private charity'. He supported an American move to 
abolish outdoor relief, because only by keeping paupers in institutions 
could they be prevented from reproducing, and so society could 'cut 
off the entail of hereditary pauperism and crime and insanity and 
idiocy,.4 Provision for the poor was steered elsewhere because of such 
attitudes. 

The third option, the one adopted, was to establish a means-tested 
aged pension that would provide a small subsistence income that 
would mask the worst symptoms of old age poverty. The pension 
established in 1898 was unusual inat least one respect. The subsistence 
amount of £18 a year would be barely adequate for those with no other 
income. But pensioners were allowed to have another £34 a year in 
income before the pension was reduced. There was much mention at 
the time of the moral superiority of the 'deserving' poor over the 
'undeserving' poor, and the generous income limit for private income 
was aimed at helping the deserving poor, who had saved to fund at 
least some of their own retirement. For the first few decades, however, 
most home owners were excluded under the income and assets test, a 
tough measure in a high home-owning society. 

New Zealand was not original in creating the aged pension. When 
Sir George Turner, the Victorian Premier, introduced the legislation for 
the first aged pension into Victoria in 1899, he listed the numerous 
schemes being discussed around the world. Turner said 'When we look 
back over the last 50 years of our history, we find that there has 
gradually arisen throughout the whole civilised world an almost 
unanimous recognition of the fact that there is an absolute necessity for 
making some better provision for our aged deserving poor. Many 
schemes have been brought forward in that direction. '5 

Turner tabled the details of schemes operating or proposed in 
New Zealand, Germany, Denmark, Austria, Iceland, Italy, France, and 
nine alternative schemes proposed in Great Britain. The first proposal 
in Britain for compulsory insurance for old age was introduced into the 
Parliament in 1722, and was passed by the House of Commons but 
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rejected by the House of Lords. In 1794, legislation for a universal 
pension scheme was brought into the British Parliament but never 
implemented. A scheme for a welfare state remarkably like the modern 
versions was detailed in Thomas Paine's popular Rights of Man, 
published in 1791.6 

Copying policies from other countries occurred widely late last 
century. Germany had established a social insurance scheme in the 
1880s, and alternative systems for coping with ageing populations 
were intensively debated in Europe and North America in the last two 
decades of the century. Another age pension scheme - possibly the 
model for New Zealand - had been established in Denmark in 1891.7 
New Zealand in turn was viewed as an innovator in its own right, and 
its scheme was much discussed elsewhere and was probably the model 
for the first Australian schemes at the turrt of the century, in New South 
Wales and Victoria, and taken over by the Commonwealth in 1908. 

The old age pension proposals in New Zealand met with fierce 
resistance in Parliament, suggesting that New Zealanders had princi­
pled objections to welfare without work at this early stage in social 
policy development. Pember Reeves noted that there were 1,400 
speeches in Parliament on the Old Age Pension Bill- with one member 
speaking 93 times. Most of the speeches were against the proposal. 
Those opposed to the pension claimed it was 'likely to burden the 
colony needlessly and increasingly, sap the springs of self reliance and 
tax the thrifty for the benefit of the improvident'. 8 

The extraordinary debate on the pensions bill showed that New 
Zealanders had a highly developed and informed understanding of the 
contemporary worldwide debate on poverty alleviation. The opposi­
tion to the bill was based largely on the fact that it was an unconditional 
benefit, available to the 'undeserving' as well as to the 'deserving' poor. 
The means test would stigmatise the recipients, while failing to reward 
the industrious and the thrifty who had saved for their retirement. The 
bill's opponents wanted pensions to be contributory, among other 
things, and government to supplement the insurance payments of 
those who had saved for retirement. Critics pointed out that contribu­
tory requirements would mean that benefits could not be 'paid for 
decades, and that the pioneers often had little opportunity to save 
through their difficult lives. 

The aged pension, as introduced in 1898, was hardly a major fiscal 
commitment. By 1902, there were only 12,776 eligible pensioners 
(including 1,055 Maoris) - about one third of the aged - out of a total 
population of 840,000, and thereafter the proportions fell to around 
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one quarter of the aged. Those 65 years and older accounted for only 
four per cent of the New Zealand population. Concern over po~sible 
deception by the aged was common in early years of the scheme - only 
one in 20 of those applying for pensions had documentary proof of age 
- but the system soon settled into an accepted routine. There were 
strong pressures to minimise administrative costs, and beleaguered 
administrators soon gave up trying to be moral policemen. 

The state learnt that redistribution of income was easy, did not 
require many bureaucrats, and was politically popular. There were few 
scandals in pension administration, certainly far fewer than with 
asylums and homes for the destitute. There was no special tax for social 
welfare outlays, so the cost side of the equation was hidden. Those 
who benefited were grateful, and those who paid were not even aware 
they were paying. 

In 1905, the Prime Minister R.]. Seddon said that if you did away 
with the property qualification (on owner occupied homes) on the 
pension you might as well just have the universal pension. The rule on 
the value of the owner-occupied home that would count in the means 
test was challenged constantly by the aged, was liberalised progres­
sively, and was totally abolished in 1925. (The value of the owner 
occupied home ceased to count in the Australian aged pension means 
test in 1912). Only in rich countries such as Australia and New Zealand 
could those who owned at least their own homes be considered 'poor'. 
In neither country were early policy makers clear whether they were 
assisting the poor, or the aged, or the aged poor or only the 'deserving' 
among them. Liberalisation of the means test meant that the policy 
soon became one of assisting the aged as a broad social group.9 

The significance of these early aged pensions was not lost on 
bewildered overseas experts, who noted that the Australian and New 
Zealand aged pensions were really extensions of the poor law, not 
social insurance, and yet that the benefits paid were more generous 
than for contributory social insurance in Europe. One leading expert, 
1. M. Rubinow, could not understand how the Australian aged pension 
system (and soon the New Zealand pension) exempted the owner 
occupied home, enabling pensioners to be supported by the state, 
often for many years, then to bequeath their homes to their children on 
their deaths. 10 

By 1913, about one third of the aged population in New Zealand 
was eligible for the pension, about the same proportion as in Australia, 
and this would create a dangerous precedent for the future. l1 Many of 
the aged could expect to be supported by the State in retirement; and 
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private savings would only make them ineligible. The politicians who 
created the New Zealand aged pension did not realise that the modest 
outlay and small program would establish the fundamental nature of 
the New Zealand welfare system for at least the next century, and 
probably longer. 

Would social insurance have been better? 

Australia and New Zealand took the easy way out in their early social 
welfare policy-making. While European countries were examining the 
needs of their population systematically, Australia and New Zealand 
started a process of social policy patchwork, introducing new piece­
meal programs once a awkward new group became troublesome. 
European social insurance, by comparison, evolved more slowly and 
thoroughly. International congresses in the 1890s discussed what was 
considered to be the new scientific way to overcome the problem of 
economic insecurity.12 

Once non-contributory pensions were established in Australia 
(1908 nationally) and New Zealand (1898), it became very difficult to 
introduce social insurance. It is hard in a democracy to convince 
people that they should contribute over a lifetime for a retirement 
pension, when they observe existing programs that give sometimes 
generous benefits with no requirement for workforce effort or specific 
individual contribution by those now elderly. Australia did develop an 
interwar guilt complex about its lack of social security programs, and 
social insurance ideas were discussed in a number of major inquiries, 
the recommendations of which were never implemented. New Zea­
land showed little interest in social insurance at any stage. 

Social insurance was far more difficult to implement than means 
tested benefits, especially when the latter were initially quite limited 
and so inexpensive to taxpayers. It was hence perhaps no accident that 
social insurance was first implemented in 1883, in Germany, then a 
non-democratic country. Bismarck, the Chancellor, was able to dictate 
terms to German employers and employees, who shared the cost. 
Bismarck was attracted to social insurance hecause he helieved that' 
social insurance encouraged work, thrift, and gave the working class 
an interest in preserving the status quo. Socialism - then a threat in 
Europe - was felt unlikely to flourish in a social insurance state where 
workers were protected against poverty caused by sickness, accident, 
and old age. 

Almost all European countries implemented social insurance 
schemes either late last century or in the first half of this century. Recent 
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scholarly work shows that the policies differed greatly from country to 
country. 13 What is clear, however, is that the demand for broad social 
insurance schemes did not come only from the working class. Powerful 
social movements in favour of comprehensive social insurance often 
came from usually conservative farmers, and other middle class white 
collar and skilled labour groups, who wished to be protected from 
economic insecurity. These social insurance schemes often gained 
wide support even when financed by workers (via wage levies or 
forgone wages in the form of employer contributions). 

The weakness of social insurance in Australian and New Zealand 
welfare history was also due partly to the adoption of alternative 
methods to ensure class security and social peace. Australia and New 
Zealand initially did not see themselves as potentially social insurance 
states, because they believed they had changed the laws of classical 
economics. Australia and New Zealand were famous earlier in the 
century, not for their aged pensions or for other means-tested poverty­
relieving benefits, but because of their control over market forces in the 
labour market. 14 Overseas visitors marvelled at their prosperity that 
seemed to be due to high minimum wages, high wages generally, and 
unusually high levels of protection against imports. Exports were also 
closely controlled through producer boards, some of which are still in 
existence. Public service employment was also extensive, adding 
another form of security for workers. Social solidarity through shared 
contributions and benefits was not seen as necessary in the Antipodes. 

The Utopia of 1938 

By the mid-1930s the New Zealand cash benefit system was a 
confusing patchwork of specific programs that had been created to 
help particular groups who had become vocal, or who were creating 
a burden on charities. The main cash benefits up to 1938 are listed in 
Table 3.1. 

By 1939, total expenditure on the pre-1938 legislation programs 
amounted to about three per cent of gross national product, a modest 
sum and less than one third of the proportion in 1996. Most of the 
programs were means-tested and were predominantly directed to the 
aged, either in the form of old age pensions, and those on invalid 
pensions (who tended to be close to pension age). Fiscal conservatism 
meant that no general right to cash unemployment benefits was created 
before 1938, despite high levels of social distress in the then world­
wide depression of the 1930s. Australia had introduced a means tested 
invalid pension in 1909; similar legislation had not been created in New 
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Table 3.1 

Main welfare benefits in New Zealand 1898-1936 

Year enacted 

1898 
1911 

1915 
1924 
1926 
1936 

Nature of non-contributory benefit 
Means tested Not means-tested 
Old age pension 
Widow's pension 
Maori War pension 

Blind pension 
Family allowances 

Miner's pension 

Deserted wives and invalid pension 

Zealand until 1936. New Zealand was more attentive to widows, 
creating pensions for them that were not matched in Australia until 
1942. 

In 1938 New Zealand introduced legislation for a new Social 
Security Act that would enlarge the welfare system considerably, 
though leave its central non-contributory nature unchanged. The result 
was what New Zealanders, and a good few observers from outside as 
well, liked to call the most comprehensive and possibly most generous 
welfare system in the world at the time. The 1938 legislation did include 
the appearance of a special revenue-raising measure to pay for social 
security in New Zealand. A five per cent charge on all income 
(including companies) and a per capita registration fee were paid into 
a new Social Security Fund. The tax was increased to 7.5 per cent in 
1946. When pay-as-you-go taxation was introduced in 1958, an 
apportionment was made from total revenue at the rate of 7.5 per cent 
of all income and this was paid into the Social Security Fund. The 
separate funding was abolished in 1964 and all the costs of social 
security were met from consolidated revenue, as they had been in 
effect all the time. This short lived 'contributory' system was artificial 
because, unlike social insurance schemes in other countries, an 
individual's payment was in no way linked with eligibility for a benefit. 
New Zealanders with weak work histories and low or non-existent 
contributions were eligible for the same benefits as those who had 
contributed significant amounts. Nor did the Social Security Fund ever 
meet all social security claims. The special contributory tax, however, 
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may have created some sense amongst the generation who paid the tax 
that they had 'paid their contributions' and so deserved the universal 
superannuation promised in the 1938 legislation and enhanced in later 
years, long after the Fund was abolished. 15 

The main details of the 1938 legislation are shown in Table 3.2. A 
range of new benefits for the sick and unemployed were created, and 
those for the aged extended. The means tested age benefit, for 
example, was paid to 50 per cent of the aged in 1950, compared with 
34 per cent in 1935. This expansion together with the start of a new 
means test free superannuation scheme, pushed forward yet further 
the growth of the distinctive New Zealand non-contributory system of 
cash benefits. 

The origins of the 1938 legislation were mixed and have been 
studied by numerous historians.16 They include the general worldwide 
interest in social security experiments in the 1930s, the ferment of ideas 
on social protection being debated in Britain based in part on strong 
elements of religious duty and socialist sympathies, and the inevitable 
compromises between wants and cost~ that were fought out within the 
Labour Party caucus. The influence of Michael Savage, the Labour 
Prime Minister from 1935 to 1940, was also important. With attitudes 
formed in the 1890s depression in Australia, Savage believed strongly 
in the exceptional nature of New Zealand and New Zealanders. 
Nothing was to be too good for them in his new utopia. 

Savage's sympathies, shared widely with Labour colleagues, are 
evident in the following two examples in his own words, 

The luxuries of today were the necessities of tomorrow and 
there was nothing too good for the people of New Zealand 
... The best music, the best means of travel, the best 
education, the best of everything ... that is our objective. 17 

I want to know why people should not have decent wages, 
why they should not have decent pensions in the evening 
of their days or when they are invalided. What is there more 
valuable in our Christianity than to be our brother's keepers 
in reality? I want to see that people have security ... I want 
to see humanity secure against poverty, secure in illness in 
old age. 18 

The strange economics of New Zealand in the later 1930s and 
1940s also helped underpin the Labour experiment. New Zealand 
experienced what would prove to be a temporary export boom from 
the mid-1930s, and Labour built the 1938 legislation on the basis of a 
few years of improving performance. Many, including the leading 
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Table 3.2 

Main features of the Social Security Act, 1938, New Zealand 

Title of benefit 

Universal superannuation 

Age benefit 

Invalid benefit 

Widows benefit 

Orphans benefit 
Family benefit 

Sickness benefit 

Unemployment benefit 

Emergency benefit 

National health scheme 

Main features 

A benefit payable without means test after ten 

years residence for those aged 65 and over. 
To be phased in to equal age benefit. 
A means tested benefit payable to men and 
women at 60 (previously only to women at 
60, men at 65). 
Continued the 1936 scheme. Same level as 
the age benefit. 
Means tested benefit payable to widows with 
and without children (previously children were 
required for widows). Also payable to de­
serted wives with children. No children re­
quired for deserted wives from 1945. Rate 
slightly below the level of the age benefit. 
Means tested benefit for orphans. 
Means tested benefit. No means test after 
1946, increasing number of benefits from 

42,637 to 230,021. 
New means tested benefit for the sick. Worth 
two thirds of the age benefit. 
New means tested benefit for the unemployed. 
Same as sickness benefit, one-third less than 
age benefit. 
Means tested benefit payable to those in need 
but not fulfilling other eligibility criteria. 
Means test free benefits, usually without 
charge to all. Unique in the world at that time. 

Sources: A. M. Finlay Social Security in New Zealand: a simple guide for the 
people, Whitcombe and Tombs, Christchurch, 1943; Elizabeth Hanson The 
Politics of Social Security: The 1938 Act and some later developments, 
Auckland University Press, Auckland, 1980, pp. 154-5; New Zealand Year 
Books. 
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international commentators, shared this view at the time, that New 
Zealand was indeed a very wealthy country. For example, the influen­
tial work The Conditions of Economic Progress by the Australian 
economist Colin Clark, published in 1940, pioneered new measures of 
comparative economic growth. 19 The book found that New Zealand 
was the third wealthiest country in the world for the period from 1925 
to 1934, exceeded in per capita wealth only slightly by the United States 
of America and Canada. New Zealand was twice as wealthy per head 
as Sweden, Germany and Norway and was 20 per cent more wealthy 
than Australia. New Zealanders were proud to read that by the late 
1930s, 'The world's highest level of real income per head has now been 
reached by New Zealand, which already had a high income per head 
at the beginning of the century and has shown an almost uninterrupted 
upward trend'.2o 

New Zealand had by far the most productive agricultural sector of 
any country in the world, with productivity per head nearly twice the 
level of Australia - the next most productive, and five times greater than 
most countries in Europe. Clark also noted that Australia and New 
Zealand had the least dispersed incomes of all modern countries: 
skilled workers earned comparatively little more than the less skilled, 
a legacy of elaborate wage fixation systems and national egalitarian 
sentiment. 

Clark's figures showed that the New Zealand welfare system, 
expanded and systematised in 1938, was not the creature of a poor 
country. It was the humanitarian creation of a country that had reason 
to believe that the problem of economic scarcity had been solved. They 
could afford, or so it was argued, the most generous welfare system in 
the world. Walter Nash, the Minister of Finance, could proudly state in 
the New Zealand Parliament in 1946 that real income per head in New 
Zealand had expanded by 60 per cent between 1935 and 1945.21 It was 
clear that New Zealand had created a welfare system for a rich country. 
Few, perhaps understandably if now regrettably, asked why outlays on 
cash benefits should be growing so fast in such a rich country, or what 
sort of system might better suit a poorer New Zealand with a stagnant 
economy, falling terms of trade, and escalating dependency. 

The result was that at the end of the 1940s, New Zealand had 
cemented in place its unusual system of non-contributory cash ben­
efits, which were paid without relation to an individual's work or tax­
paying history. It was also an array of benefits predicated upon 
continuing good economic performance, but this did not eventuate. 
Most importantly, the late 1930s reversal in the long-term fall in export 
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terms of trade proved temporary, and from the mid 1950s this long term 
decline reappeared, as Figure 3.1 makes clear. New Zealand has had 
more favourable terms of trade than Australia in the past few decades, 
but, like Australia, it is subject to severe fluctuations caused mainly by 
swings in commodity prices. Few New Zealanders, or their leaders, 
recognised the significance of this, and for the next 40 years the country 
alternated periods of restraint in spending on welfare benefits with 
periods of expensive expansion. 

The 1950s and 1960s generally saw restraint enforced on cash 
benefit outlays. By 1949, New Zealand had one of the higher interna­
tional levels of spending on cash benefits, as indicated in Table 3.3. 
Across the next 15 years, however, the New Zealand rate of increase 
was the lowest of all. This was partly because it started from a high base 
and reflects a youthful demography, but it is also evidence of some 
fiscal discipline. There are, of course, numerous reasons to question 
such international league tables - in particular, what one country 
chooses to deliver by way of direct cash benefits (the thing measured 

Figure 3.1 

Terms of trade index-ratio of export prices to import prices, New 
Zealand 1926-1995. (index numbers-base: average of ten years 

ended June 1989=1000) 
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Source: Statistics New Zealand New Zealand Official Yearbooks, 1990, 
1996. Wellington, 1990 and 1996. 
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here) another gives by way of tax expenditures, low cost housing or 
free medical services. Yet the general trends suggested remain sound: 
New Zealand started the post-war era with high non-contributory cash 
benefit spending, and kept outlays limited in the following decade or 
so. But in other periods this restraint was abandoned and spending 
grew rapidly. Most striking, in the mid 1970s, even as the economic 
storm clouds were gathering, New Zealand extended greatly its 
universal non-means tested old age pensions, and introduced a new 
domestic purposes benefit, largely for sole women raising children. 

Table 3.3 

Trends in social security expenditures in selected countries 
1949-1966 

Country Social security spending as a percentage of GDP 

Percent Percent Percent increase 

1949 1966 1949-1966 
New Zealand 9.5 11.8 24.2 
Australia 4.3 9.0 52.2 
Austria 11.6 21.0 81.0 
Belgium 11.8 18.5 56.8 
Canada 6.1 10.1 65.6 
Denmark 7.8 13.9 43.9 
Finland 6.2 13.1 111.3 
France 11.0 18.3 39.9 
Germany(West) 13.7 19.6 43.1 
Ireland 7.2 11.1 54.2 
Italy 8.2 17.5 113.4 
Japan 4.2 (1952) 6.2 47.6 
Netherlands 8.1 18.3 125.9 
Norway 6.5 12.6 93.8 
Sweden 9.1 17.5 92.3 
Switzerland 5.8 9.5 63.8 
United Kingdom 10.6 14.4 35.8 
United States 4.4 7.9 79.5 

Source: Mainly from the International Labour Organisation The Cost of Social 
Security 1964-1966, Geneva 1972. The figures were also published in Harold 
L. Wilensky The Welfare State and Equality: Structural and Ideological Roots 
of Public Expenditures, University of California Press, Berkeley, 1975, p. 30-
31. 
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Figure 3.2 shows that, in the 1960s, so far as unemployment 
benefits were concerned, New Zealand benefits were high compared 
to other OEeD countries shown. While cash benefits for unemploy­
ment have been reduced in recent years, the figure shows that New 
Zealand levels are still amongst the highest as a proportion of average 
earnings, and are far higher than in the United States or Great Britain. 

In short, the New Zealand welfare benefit system became trapped 
in its past. Universal, non-means tested benefits for all of the aged, at 
levels that are generous by comparison with a number of countries, 
and non-contributory but means-tested benefits for the non-aged that 
were paid without time limits, became its distinctive and expensive 
features. These did not leave the country ready to face the country's 
erratic international economic performance through the 1950s and 
1960s, even less the swift end to growth and the deepening problems 
of the 1970s and 1980s. Dependency figures rose to levels unimagined 

Figure 3.2 

Summary measure of benefit entitlements 1961-1995 (1) 
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in the past, while New Zealanders continued to express broad 
satisfaction with their benefit arrangements. The Royal Commission on 
Social Security in 1972 captured this optimism and complacency well. 
New Zealand remained proud of its welfare state, including its cash 
benefit arrangements, and saw little reason to question its fundamen­
tals. 

The increasing strains brought about by the events of the last 20 
years can be seen in numerous indicators. New Zealand's poor 
economic performance by international standards is well known, and 
its weak increase in labour productivity is just one symbol of this. As 
Figure 3.3 makes clear, since 1960 New Zealand's achievements in this 
have been at the bottom of the table, and far outstripped by high and 
low spending welfare states alike. 

New Zealand's per capita income grew by only 1.4 per cent per 
annum between 1950 and 1985, compared to an GECD average of 2.9 

Figure 3.3 

Labour productivity growth and initial income, selected countries, 
1960-1990 
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per cent. Further, half this low level of New Zealand's per capita 
income growth was due to increasing inputs of labour and capital 
rather than improvements in efficiency.22 

Figure 3.4 shows the poor New Zealand performance in terms of 
output per employed worker and per working age person from 1980 
to 1995. New Zealand not only has had poor productivity per worker, 
but has also had a weak record on employment growth. The United 
Kingdom, for example, generally considered to have a lacklustre 
economy, had greatly exceeded New Zealand's performance. Few of 
the countries in the figure have been outstanding performers: Japan 
and Ireland are the notable high performers. 

All this coincided with very sharp rises in the numbers on benefits 
and the costs to the Treasury. Figures 3.5 and 3.6 trace the course of the 
major cash benefits paid to those under age 60. 

The numbers on social benefits in New Zealand is some guide to 
the scale of dependency and poverty. At the end of June 1996, New 
Zealand had 1,076,078 men, women and children on income support 

Figure 3.4 

Output per working-age person and per employed worker 1980-1995: 
average annual growth rates 
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Figure 3.5 

Numbers of people on major benefits (non-aged) New Zealand 
1940-1995 (excluding family benefit) 
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Figure 3.6 

Total real government expenditure on major benefits (non-aged) New 
Zealand 1940-1994 (1994 dollars, excluding family benefit) 
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schemes designed to support a household without other assistance 
(unemployment, training, sickness, invalidity, domestic purposes, 
orphans, and retirement benefits). Some of the group on benefit had 
significant other resources, especially those in New Zealand Superan­
nuation, but many were dependent on the pension as their sole source 
of income. This was 30 per cent of the population. On the same date, 
there were 1,688,000 New Zealanders employed in the paid workforce 
(including part timers) For every 100 people on benefit, there were 156 
people in employment. The 30 per cent of the population on benefit 
cost about 9.9 per cent of gross domestic product. About 57 per cent 
of this amount was for New Zealand Su perannuation, about half for the 
other benefits. 

Table 3.4 includes the numbers of children in dependent families 
in the calculations, because this gives a different perspective than 
simply the number of adults on welfare benefits. 

When dependent children are included, domestic purposes ben­
efit becomes a major source of dependency, accounting for 27 per cent 
of the benefit population in 1996 (or 292,152 adults and children). 

Table 3.4 

Numbers on benefit and pensions, New Zealand, 
30 June 1996 

Adults Children Total Percent Percent cost 

Unemployment 134,133 53,754 187,887 17.5 14.1 
Training 11,389 1,978 13,367 1.2 1.1 
Sickness 33,386 11,224 44,610 4.1 4.2 
Invalidity 42,450 8,502 50,952 4.7 5.5 
Domestic 108,789 183,363 292,152 27.1 15.9 
purposes 
Unsupported child/ 
orphans 4,991 4991 0.5 0.3 
Widows 9,047 4,477 13,524 1.3 0.9 
Transitional 7,870 405 8,275 0.8 1.0 
retirement 
NZ Super. 459,901 419 460,320 42.8 57.1 
Total 806,965 269,113 1,076,078 100.00 100.00 

Source: Department of Social Welfare Annual Report, 7996, Wellington. 
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Unemployment also becomes more important, with the unemployed 
and their children accounting for 17.5 per cent of the benefit popula­
tion. Those on domestic purposes benefits, and the unemployed and 
their families, account for 44.5 per cent of the dependent. The aged on 
New Zealand Superannuation and their children account for 42.8 per 
cent of the population on benefits. Payments to this group form 57 per 
cent of the total. 

The unemployed and single parents now represent a major 
proportion of cash benefit outlays. This represents an important 
historic shift in the spread of benefits, for those who established the 
modern cash benefit system in the 1930s thought they were providing 
benefits primarily for the aged, who were regarded widely as 'deserv­
ing'. The post-1970 growth in benefits and outlays, however, were for 
groups with more dubious social standing, so far as being given cash 
benefits is concerned. The unemployed and single parents in particular 
were not regarded as being as worthy as the aged, and the 1991 cuts 
in benefits to the non-aged emphasised this. 

Conclusion 

As New Zealand approaches the end of the century, its cash benefit 
system, a central element in its welfare state, has features that make it 
different from any other western country. For most of this century, 
Australia and New Zealand had similar cash benefit systems: benefits 
were flat rate, means tested, non-contributory, focused on the needy, 
and the majority of the population were assumed to take care of their 
own retirement and other social contingencies. Nevertheless, New 
Zealand has long treated its aged as a more 'deserving' group than, say, 
the unemployed or single parents. Australia has maintained a strict 
equality, paying the same benefits to all dependent groups. 

By the mid 1990s, Australia had joined the mainstream of social 
security in western countries and established a compulsory, universal, 
contributory plan for retirement, albeit on a privatised individual 
account basis that is different from the long established social security 
schemes in North America and Western Europe. The aims of the 
Australian scheme, however, were not very different from the historical 
aims of social security: governments force everyone to save for their 
own retirement, since individuals cannot be trusted to provide for their 
own needs. The fully funded Australian scheme is designed to 
overcome the excessive costs of social security in the United States and 
parts of Europe. In Australia, the retired next century will only retire on 
the investment returns of what they and their employer have paid into 
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a fund. They have to accept the risk that governments will not change 
the rules in the meantime and reduce tax subsidies to saving or raise 
taxes on fund benefits. The Australian capitulation to a comprehensive 
and compulsory scheme means that New Zealand was now alone 
among western countries in not having a compulsory, contributory 
retirement scheme. 

New Zealand's social welfare history has also been very different 
in another key respect. Comprehensive contributory social security 
such as exists in most western countries has created powerful vested 
interests against change, especially against reducing benefits. Compul­
sory contribution social security creates a moral and political contract 
between government and beneficiaries that is extraordinarily difficult 
to change, even in time of severe fiscal crisis. Contributory schemes for 
all income groups establish a strong idea that social security entitle­
ments are an 'earned right' and not to be manipulated by politicians to 
suit annual budgetary situations. New Zealand, in contrast, has had no 
such 'contract' with its population, especially the retired. Cash social 
welfare payments in New Zealand have been altered, drastically at 
times, for all groups, including the retired, although they have been 
treated more preferentially than the unemployed or single parents. The 
New Zealand cash benefit system may please economic policy makers 
who want budgetary flexibility, but that can create a vulnerability that 
is the antithesis of a fundamental aim of the western welfare state: the 
reduction in risk and the creation of certainty, especially for retirement 
living standards. 

No western country has been able to solve the problems of long 
term dependency amongst the non-aged. The unemployed and single 
parents now create a serious and relatively recent expensive social 
dependency problem. Many children now live in families on low 
benefits and little prospect of rejoining the workforce. New Zealand, 
like other western countries will have to develop new ways to alleviate 
this problem. 
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Chapter 4 

The Theory of the Welfare State 

Supporters of the free market have been successful in convincing 
governments to sell public enterprises, deregulate the economy, 

reduce tariff protection, and introduce competition into most of what 
remains of government activity, except, that is, for most welfare state 
programs. Free market doctrines have had limited practical influence 
on the welfare state. Britain, for example, maintains an elaborate 
welfare state, based on principles that are the antithesis of free market 
ideas. Free market supporters have been arguing against the funda­
mental structures of the western welfare state for two decades, but 
have had little influence on practical policy.! 

This chapter reviews the theoretical framework for the welfare 
state. It asks whether welfare states continue substantially unreformed 
because of fundamental faults with the private market, because of 
political processes, or because they meet needs that cannot be met by 
alternative strategies. The welfare state, in New Zealand or elsewhere, 
did not develop from sophisticated social and economic theory: it 
developed historically, from state responses to specific problems, 
especially population ageing, and the poverty created by the 1930s 
worldwide depression. No simple framework from one particular 
scholarly discipline can provide all the insights needed to understand 
social issues, and this chapter does not try to develop any 'grand' 
theory of the New Zealand welfare system. Rather, its examines the 
perspectives available from the world research literature by economists 
and others, and picks out what seems useful in understanding the 
unique New Zealand situation. The recent interest in the welfare state 
by social scientists has exposed the weak theoretical foundations of 
large scale, publicly organised welfare systems, a fact admitted even by 
its supporters.2 

Some may object that economics - the basis of the chapter - is too 
narrow a perspective to adopt. But whether one approves or not, 
economists have dominated welfare state research since the 1970s.3 

They are experienced at measuring poverty and inequality, evaluating 
the effects of public programs, studying social mobility and long term 
income dynamics, and they understand the labour market better than 
other social scientists. Economics offers invaluable perspectives on 
welfare systems because it focuses on who pays and who benefits. This 
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is a valuable antidote to the moralisms and good intentions of welfare 
reformers, who have created social programs based on simple faiths, 
only to see them have quite different and often perverse impacts. 
Economics, and the other social sciences, tell us that any intervention 
in social and economic systems has complex and often unpredictable 
effects.4 Social programs are experiments, not final solutions. 

Economists are, of course, fallible, and cannot explain fully the 
disturbing patterns of social exclusion, racism, and other forms of 
discrimination and poverty.5 Often, non-economists deeply resent the 
domination of 'economic fundamentalism' and the imperial ambitions 
of economists to monopolise policy analysis. 6 The later parts of the 
chapter examine some of the interesting perspectives from sociologists 
and political scientists. 

The durability of welfare states 

Rising dependency and tax levels since 1973 have increasingly focused 
the attention of economists on welfare outlays, and in recent times 
many mainstream economists have become pessimistic about the 
western welfare state.7 They cannot see how a generous western 
welfare system, with high income guarantees for those who do not 
work, can be compatible with a globalised economy with unprec­
edented international competition from low-wage countries. 

Modern welfare systems were established by those with little 
understanding of social and economic dynamics. Welfare systems were 
viewed in static terms and programs were established to meet existing 
needs. There was little conception that the welfare system was an 
independent force that could change behaviour, create new needs, and 
could change incentives and so even perpetuate poverty and inequal­
ity. 

Economists now understand that welfare systems can create 
powerful vested interests in existing programs. In the past decade it 
became clear in all countries that it is extremely difficult to implement 
major changes to comprehensive, contributory social security arrange­
ments, at least in the short to medium term. Selective, means-tested 
programs were easier to retrench or dismantle.8 Change is generally 
only possible if it is phased in over long periods, often decades, and 
existing benefits are 'grandfathered', that is, protected from short term 
change. 

Pessimism about the possibility of radical reform is the main 
message of a recent book on the limited welfare reforms of the Reagan 
and Thatcher administrations in the United States and the United 
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Kingdom. In his book, Paul Pierson said, after examining the failures 
to limit social spending in Britain and the United States: 

Welfare states have created their own constituencies. If 
citizens dislike paying taxes, they nonetheless remain 
fiercely attached to public social provision. That social 
programs provide concentrated and direct benefits while 
imposing diffuse and often indirect costs is an important 
source of their continuing vitality. Voters' tendency to react 
more strongly to losses than eqUivalent gains also gives 
these programs strengths.9 

Pierson makes the important point that we know little about how 
governments can retrench welfare systems successfully. Politicians 
found it easy to expand entitlements in times of economic expansion, 
but are often reluctant to face the political costs of retrenchments in 
troubled economic times. Pierson notes that Sweden was unable to 
make significant changes to its elaborate welfare state in the period of 
severe economic crisis between 1991 and 1994, despite being gov­
erned by a right wing coalition, which was sympathetic to privatisation 
and fiscal retrenchment. Even Britain, with a radical Conservative 
government for over a decade, has made only incremental rather than 
radical changes to its welfare system. 10 

Contributory social security in the United States has remained 
largely unchanged and generous to the retired, despite dire predictions 
of impending bankruptcy, severe budgetary problems, and drastic 
retrenchment to the means-tested benefits for single parents. ll In the 
United States, a recent, high quality study found that 'Today, seventy­
year-olds are consuming, on average, roughly one-fifth more than 
thirty-year-olds; in the early 1960s, they were consuming slightly more 
than two-thirds as much. The increase in the relative consumption of 
the elderly is dramatic, even if one considers only non-medical 
consumption' .12 This generous treatment of the elderly is primarily due 
to expensive health care programs, and expensive social security 
benefits, paid for by those currently in the workforce. The American 
aged have much to lose from changes to social security and fiercely 
resist any erosion in benefits. 

The sharp reductions in cash benefits for single parents and the 
unemployed in the New Zealand welfare system in 1991 are so rare an 
occurrence internationally that a leading welfare researcher has stated 
recently that changes in New Zealand were a 'truly exceptional case 
that hardly warrants generalisation'.13 And even here, benefit reform 
has been limited, with governments unwilling to reduce benefits 
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significantly to the aged, the most costly long term group. The New 
Zealand aged receive significantly more than other groups such as the 
unemployed and single parents. The New Zealand government in the 
1990s also abolished family benefits, which supports the argument that 
western welfare states increasingly. favour the aged over children. 

The need for transparency 

Some economists argue that the modern western 'welfare state' has to 
be defined far more broadly than just government social programs of 
cash benefits and assistance for housing and health care. One of the 
issues to which economists draw increasing attention is the various and 
complex ways in which social protection can be delivered and to the 
significant importance of 'transparency' or clarity of decision making in 
whatever is pursued. Their preference is always for political systems to 
be clear and open about spending and taxation or who gains and who 
loses. This perspective is useful, because it suggests that the radical 
changes to the New Zealand state over the past decade - perhaps 
unmatched by any other country - has meant a major cutback in 
indirect 'welfare state' aspects of the New Zealand economy: tariffs and 
other subsidies to industry and public employment have been reduced, 
and health, housing and education programs made more subject to 
competition and user charges. 

It is possible to develop various typologies of welfare or resource 
transfer systems. One, based upon relations to employment, suggests 
four types of transfer or benefit regimes. (The discussion here is of 
benefits or transfers of a wider variety than simply the cash benefits 
component which is the principal concern of this study). 

The first of the four types refers to hidden transfers to workers 
from consumers and investors, via such things as trade protection. High 
tariffs, foreign exchange controls, wage regulation and other forms of 
protection boost incomes for those occupying certain jobs, at the 
expense of others. These Type One transfers, a fundamental part of 
New Zealand and Australia policy for much of this century to the 1980s 
at least, obscure the true level and nature of transfers, limit structural 
change in the economy and lower international competitiveness. 14 

Workers, unions, and owners of capital will usually resist any reduction 
in these subsidies, arguing they will reduce employment and living 
standards. 

Type Two transfers are contingent on the continuation of employ­
ment. Sweden is an unusually advanced welfare system, because it has 
generally had an open economy and has not therefore relied on 
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protection to maintain employment. Instead, Sweden pioneered Type 
Two transfers through active manpower programs of retraining, and 
especially through the expansion of public sector employment. This 
requires significant public expenditures and high taxes. Type Two 
transfers can assist an economy to adjust to structural change, but they 
can also act as a major distortion in the economy. Public sector 
employment can expand significantly, and the expansion of retraining 
schemes can become a costly permanent feature of the economy, 
influencing employee behaviour and wage levels, especially at the 
bottom level of income distribution. High levels of public employment 
can become a base for powerful and demanding unions, and form a 
political basis for opposition to significant changes in the welfare 
system. IS Like Type One transfers, those of Type Two obscure costs 
and benefits and distort markets, and are increasingly disfavoured by 
economists. 

Transfers of Type Three are more transparent than those of Types 
One and Two, but can still be highly distorting. Type Three social 
transfers are contingent on past employment. The social insurance 
states, the dominant form of welfare provision in Western Europe and 
North America, have two tier welfare systems, as we have noted before. 
Those with long work histories are guaranteed high levels of income 
replacement to cover periods of sickness, invalidity, unemployment, 
and especially retirement. These forms of social insurance can, in 
theory, be based on strict actuarial principles without cross subsidy. 
The schemes often in fact involve significant cross-subsidisation and 
redistributions to the lower income group within the workforce. They 
can often also result in significant cross-subsidisation between genera­
tions. 

Type Three social transfers are difficult to maintain in modern 
advanced economies. Many large corporations and government au­
thorities are reluctant to commit themselves to employment for life (the 
key prerequisite for individuals building life histories of contributions, 
and most widespread in Japan). They prefer to downsize and rely on 
outside contractors for an increasing proportion of production. These 
contractors usually cannot offer employees long-term employment and 
significant non-wage benefits. Part-time employment is becoming 
more widespread in New Zealand and other western countries, 
reducing the ability of workers to accumulate significant contributions 
to enable independent retirement and other benefits. Employers object 
to the high cost of employer funded benefits for long term workers, a 
subject discussed elsewhere in the book. 
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Increasing competition between countries means that businesses 
can often make valid claims that high business welfare costs decrease 
their competitiveness and can induce them to move to lower tax 
locations. 

Type Four transfers are usually'contingent on low incomes and are 
administered via a means test or via membership of a particular 
deprived category, such as a minority ethnic group. These transfers 
might also be allocated on the basis of membership of a favoured 
category such as the aged without a means-test (as in New Zealand). 
Australia and New Zealand favour Type Four means-tested transfers 
more than do other affluent countries. Means-tested benefits can create 
'poverty traps' and alter behaviour in client groups. Those on benefits 
are often reluctant to take employment which would mean only minor 
increases in net income, and sometimes can even lead to a reduction 

Type 1 

Type 2 

Type 3 

Type 4 

Figure 4.1 

Main forms of social transfers 

Transfers contingent on stable job structure. Minimise structural 

change, maintain employment in traditional sectors, control wage 

levels. High levels of protection against imports and govern­

ment subsidies to maintain existing industries. Australia and New 

Zealand are good examples in the past. 

Transfers contingent on continued employment. Open economy 

but with extensive active manpower programs and public em­

ployment to maintain high levels of employment. Sweden the 

best example. More open economies make this model increas­
ingly relevant. 

Transfers contingent on past employment. This is the model for 

the social insurance state that predominates in Europe and North 

America. Benefits are generous to those with long work histo­
ries. 

Transfers contingent on low income, allocated according to a 

means tests, or to membership of a particular social group, such 

as the aged. 

Source: Adapted from Deborah Mabbetl Trade, Employment and Welfare: A 
Comparative Study of Trade and Labour Market Policies in Sweden and New 
Zealand 1880-1980, Clarendon Press Oxford, 1995, p. 178-9. 
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in household resources. High levels of dependency require high taxes 
which can distort economies. Means-tested benefits can be relatively 
easy to reduce, especially if they are only given to a small proportion 
of the population who have little political influence. Universal benefits, 
such as New Zealand Superannuation, have proven to be far more 
politically resilient and the scheme has been maintained over the long 
term despite attempts to means test through the tax system. These 
various transfer classifications are summarised in Figure 4.1 

New Zealand ended up in economic difficulties, partly because it 
mixed Type One (heavy protection), Type Two, with a high level of 
public sector employment, and Type Four (means-tested welfare 
state).16 International pressures and slow growth caused a significant 
reduction in Type One protection in the 1980s, and public sector 
efficiency improvements and the privatisation of much of public 
enterprise lead to structural changes, and employment losses in 
particular sectors. This greatly increased dependency on Type Four, 
which has serious incentive problems. The deregulation of wages and 
international competition leads to uneven wage growth and falling 
incomes for some. Deregulated wages require a controversial reduc­
tion in social protection benefits to ensure work incentives are 
maintained by a gap between welfare benefits and employment 
income. An alternative is Type Two policies that emphasise expensive 
retraining and the growth of government employment, although this 
often also has its problems, as Sweden is now making clear. 

Mancur Olson has specialised in what makes economies grow and 
deciineY According to Olson, over time countries become ossified, 
growth slows and a crisis develops because interest groups become 
more powerful and fight to maintain special benefits for themselves. 
Olson has reminded economists that, while Sweden has been in 
serious economic difficulties in recent times, it did manage to maintain 
astonishingly high public spending - 72 per cent of gross domestic 
product in 1993 - by far the highest amongst affluent countries. Its 
lavish welfare system only coexisted with a sophisticated economy for 
so long because it had an open, competitive, high-value-added 
economy for a lengthy period. Its subsidies were clearly concentrated 
in explicit assistance to selected groups via social insurance and social 
assistance programs. 

New Zealand, in contrast, had the worst of all possible worlds: a 
complex and distorting mixture of explicit subsidies via welfare 
programs, and implicit subsidies through highly protected domestic 
industries and high levels of public employment. Olson, like many 
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other theorists, makes a strong case for clear and explicit subsidies: 
direct income support for social welfare is preferable to indirect 
assistance such as tariffs because it can be monitored more easily, 
targeted to specific sub-groups, and should reduce allocative ineffi­
ciency. For him, the Swedish experience shows that a strong open 
economy can, at least for a time, support extremely high levels of 
transfer spending. A static or declining uncompetitive economy with 
little history of structural change can face a crisis at quite low levels of 
welfare state spending. Sweden entered a period of severe economic 
crisis in the 1990s because its taxation levels and generosity of benefit 
became too onerous in a declining economy. Transfers of all types 
have their costs, especially in the long-term, and there are no shining 
examples of success with any policy mixes which New Zealand might 
now adopt with confidence. Indeed, New Zealand is now used by the 
OECD as one of the few examples of a western government that has 
actually implemented significant structural economic reforms. 18 

Market failure and the revival of private insurance 

The case for government provision or at least regulation of social 
security benefits has been justified on a number of grounds that are 
summarised below. 19 All these justifications are debatable and many 
will be discussed in this chapter and later in the book. 
.. The nature of modern society and the decline of the extended 

family makes it difficult to rely on family care for the aged. 
Changing demographics, especially the decline in the birth rate 
and increased life expectancy means that, in the future, there will 
be a higher proportions of the aged to be supported and a smaller 
proportion of people in the workforce to pay for their support. 
Only government, say its supporters, can take the long view to 
plan for these demographic trends. 

.. Governments have to be paternalistic and provide compulsory 
social security plans because individuals are myopic about the 
future, and most think only of the short term, not the decades they 
are likely to spend in retirement. 

It Governments can reap information efficiencies, by providing a 
basic minimum floor for retirement without having to gather 
information on the complex, precise nature of each individual's 
preferences. 

.. Com pulsory social insurance schemes can overcome the adverse 
selection problems in private insurance markets (discussed later). 
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With adverse selection, only good risks are likely to take 
advantage of insurance for lifetime annuities. Compulsion can 
ensure that individuals do not run out of retirement savings before 
they die. 

D Only government can cover its populations against major 
uninsurable shocks such as destructive wars, serious inflation, 
and major depressions such as in the 1930s. 

.. Governments can overcome 'free rider' problems, called 'moral 
hazard' problems by economists - where individuals refuse to 
save because they know society will not let them die in poverty. 
Social security forces everyone to contribute to the social safety 
net. 

.. Governments, via the power to tax can offer inflation - and 
income-linked benefits over the long term, a difficult task for 
private insurance firms which rarely provide such guarantees. 

.. Governments can use social security to redistribute a minimum 
income to those on low incomes who are unable to save enough 
for a lifetime. 

.. Governments can gain economies by minimising administrative 
costs, particularly for low earners, that may consume a 
disproportionate share of funds in private schemes. 

.. Government social security schemes provide a form of risk­
sharing across generations that is difficult for the private sector, 
whose returns may be determined by booms and busts in certain 
types of assets, especially the stockmarket. 

The early supporters of welfare programs claimed government 
provision on a massive scale was necessary because of obvious market 
failures such as these. Market failure was supposed to prove the case 
for government intervention on the assumption that government was 
not subject to failures. In recent times, however, extensive welfare state 
research documents in turn the failure of many government attempts to 
solve welfare problems.20 

Government failures in welfare are discussed in many parts of this 
book. Briefly, government is supposed to have failed because of 
escalating costs of welfare systems in western countries. Welfare 
programs have ended up costing far more, as a proportion of gross 
national product, than even their most enthusiastic supporters or 
fiercest critics believed possible. High costs mean high taxation, 
internationally uncompetitive economies, and a crowding out of 
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investment by welfare consumption expenditures. Welfare systems are 
also blamed for encouraging a wide range of negative behaviour. 
Generous benefits may discourage work effort, poor lifestyles, low 
levels of private savings, and an incentive to form or remain in single 
parent families. Such broad costs, known to economists as 'externali­
ties', are now very influential in government policy analysis. 

What is now provided by government welfare programs, was until 
the last century or even more recently, provided by private markets. 
Education and public health - the first areas of governmental interven­
tion last century - often have positive externalities for society, which 
benefits from a better educated workforce. Public health measures 
such as the control of infectious diseases also benefit the broad society: 
deadly diseases did not always distinguish between the rich and the 
poor. The first welfare system was created in Germany by Bismarck in 
the 1880s because he felt it would provide positive externalities in the 
form of a more conservative working class, and one less interested in 
socialist revolution. 

But modern welfare states involve government compUlsion and 
often direct service provision in a far wider range of programs than just 
health and education, where most economists agree that the failure of 
private markets requires government intervention. The bulk of people, 
so the argument went, lacked adequate information about risks and 
failed to plan for the future. Left to their own devices, they would leave 
school too early, fail to save to cover periods of unemployment - let 
alone distant retirement - and would fail to take preventative measures 
to ensure good health. They would often smoke, drink, and gamble to 
excess. Welfare state paternalism - government knows what is best for 
you - is most developed in the Swedish model. Gunnar Myrdal, one of 
its creators, said 'Like domesticated animals, people growing up in a 
western type of regulated national communities have no real concep­
tion any longer of a wilder life. To the reflecting social scientist the 
adaptability of the human animal to new conditions will never cease to 
be one of this world's wonders.'21 

Welfare states arose in part too because of another form of market 
failure: private insurance was unable or unwilling to provide adequate 
cover for the bulk of the population. If insurance is voluntary, only bad 
risks will seek insurance. Premiums will rise to prohibitive levels, or an 
insurance market will not exist for the particular risk. Insurers are often 
cautious because they lack in-depth information about clients, who 
may have an incentive for 'moral hazard', that is to overuse the 
insurance because once they are covered they have an incentive to 
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take advantage of the cover. 
Comprehensive and compulsory social insurance systems such as 

exist in western Europe and less comprehensively in the United States 
are based on the idea that coverage for retirement and other social 
conditions has to be compulsory to allow lower premiums and 
coverage of those with high levels of needs, who often cannot afford 
risk-based premiums. 

Compulsion and even total provision by government does not 
overcome moral hazard problems, as of course the cost explosions in 
national social insurance schemes illustrqte. New Zealand has strug­
gled to control spending by the Accident Rehabilitation and Compen­
sation Insurance Scheme, a compulsory insurance scheme established 
in 1974. Benefits were related to previous earnings and are more 
generous than in the social security system. Clients had an incentive to 
misrepresent claims and resist reentering the workforce - moral hazard 
problems common in insurance schemes. Those unable to work as a 
result of injuries, however caused, were paid an amount equal to 80 per 
ce,nt of pre-injury income. This level of payment was far more generous 
for most than anything available under the rest of the New Zealand 
welfare system. The scheme has been reformed, with most clients 
forced to rely on the lower level benefits in the mainstream social 
welfare system. 

In 1995, there were 1,439,000 claims under the accident compen­
sation scheme, making the scheme a major program given New 
Zealand's total population of 3.64 million. The scheme cost $912.7 
million in 1994-5, equal to nearly ten per cent of social welfare 
outlays. 22 The difficulties of controlling claims and costs in the accident 
scheme may be one reason why New Zealand policy makers are now 
wary of other social insurance schemes. 

If free markets work - and this has been accepted in many areas. 
of public policy - it seems reasonable to suggest that private insurance 
could become the basis of a newly privatised welfare state. Private 
insurance has many attractions to reformers. The role of the state will 
be diminished, people can assess their particular risks, and there are 
rewards for responsible behaviour. Government paternalism and 
compulsion will disappear and liberty will be enhanced. But many 
modern economists, on the other hand, have all but rejected private 
commercial insurance as a basis for replacing state welfare programs. 
Private insurance needs five preconditions to be effective. 23 

Precondition 1 'The probability that the event insured against will 
occur for individual citizens must be independent of the probability 
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that it will occur for any other citizen.' 
According to this precondition, it is not possible, for example, for 

citizens to insure against inflation because inflation would affect the 
whole population. Originally, social insurance schemes were based on 
the idea that individuals' contributions would be pooled and invested 
and then repaid to them when they retired, together with interest. This 
'funded' social security was soon abandoned because high rates of 
inflation eroded the returns on investment. Instead, social insurance 
generally moved to a pay-as-you-go system. Retirees' incomes were 
paid directly from the pay packets of those currently in the workforce. 
Wages generally rise with inflation so the risk of inflation appeared to 
be solved, but only by a comprehensive, compulsory government 
managed scheme. 

Insurance for support against old age is possible, if the problem of 
inflation is ignored. New Zealand and most other western countries 
have controlled inflation over the past few years, but there is no 
guarantee that this low inflation pattern will continue. Capital markets 
have become smarter, and interest rates now rise rapidly in inflationary 
periods to ensure real rates of returns to lenders. This issue is discussed 
in more detail in Chapter Nine on self-funding retirement. The 
difficulties of insuring against inflation does create a real problem in 
private insurance markets for retirement. Supporters of privatising 
social insurance claim that investing savings in the stockmarket is, in 
effect, a way of insuring savings against inflation because stock markets 
at least keep up with inflation, in the long term. This issue is discussed 
in more detail in Chapter Nine. 

Coverage against premature death is insurable, at least at younger 
ages when such death is rare. Insurance is viable against the need for 
intensive social care when old, but only if premiums are payable over 
a lifetime. As age progresses, it becomes apparent to some that they 
have a higher probability of needing old age care, and only they will 
tend to take out insurance: compulsory coverage of all would be 
necessary. 

Premiums, even so, would be high because long life expectancy 
is common in western countries. Germany has recently introduced a 
compulsory social care system based on contributions of two per cent 
of wages by all the workforce. This is a substantial lifetime payment, 
showing the high costs of social care, mainly for the aged. American 
insurers have been reluctant to offer long term care insurance because 
of the difficulty in defining who is in need of assistance, and because 
of the 'moral hazards' in policy holders claiming on policies when not 
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really in need. Administration of these policies would require expen­
sive case management that adds to policy costS.24 

Precondition 2'The probability that the event will occur must be 
less than 1.' It is not profitable for a company to sell insurance if the 
event is likely to occur to everyone. It would not be possible, for 
example, to insure against death at all ages because it will eventually 
happen to everyone. 

Precondition 3 'The probability that the event will occur must be 
known and subject to estimation.' Lloyds of London has serious 
financial problems of late partly because of costs caused by previously 
unknown conditions, such as the long term deadly effects of asbestos 
and other toxic substances. This requirement makes insurance compa­
nies reluctant to insure against new diseases such as AIDS. Insurance 
against unemployment was thrown into a crisis by the 1930s depres­
sion, when unprecedented and so unpredicted large scale unemploy­
ment soon exhausted reserve funds. 

Precondition 4'Individual citizens must not be capable of con­
cealing from the insurance company which risk group they are in.' This 
can be a major problem for insurance companies, but they can 
overcome it in part by developing sophisticated risk profiles by age, 
past history, type of car (with car insurance), locality, and so on. 
Modern laws on privacy can make it difficult for an insurance company 
to find the information it needs for proper risk assessment, and anti­
discrimination laws can make proper risk-based policies illegal. Risk 
analysis, for example, may suggest high premiums for a particular 
ethnic or lifestyle minority. Ignorance of risk group membership, 
however, often leads to premium averaging or 'community rating' as in 
Australian private health insurance. These premiums will be too high 
for low risk groups and only high risk groups will find insurance 
attractive. Healthier Australians have been withdrawing from private 
health insurance and premiums are rising because most remaining 
policy holders are higher risk, likely to be older, and to make expensive 
claims. In the United States, governments have had to force insurance 
companies to offer insurance to those who live in high risk, low income 
neighbourhoods. Insurance companies, left to the free market, may 
neglect the higher risk, lower income groups, even though these 
groups may have a wide range of needs. 

Health insurers in the United States have similarly become very 
cautious because very high health care costs can be incurred by small 
percentages of the population. It has been found there that one per 
cent of the population is so sick as to consume 30 per cent of medical 
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expenses in a given year, and the sickest five per cent 58 per cent of 
health outlays. Private companies, without government regulation, 
have a strong incentive to refuse to insure this group, and million of 
Americans have been denied health insurance.25 

Precondition 5'It must not be possible for individual citizens to 
influence the probability of the event insured against occurring.' This 
is the major 'moral hazard' problem of both public and private 
insurance. Those with high levels of health insurance coverage, for 
example, have a strong incentive to make extensive use of available 
services. This is a major cause of spiralling health costs, especially in 
the United States where there is extensive non-government health 
insurance. The United States spends 15 per cent of national product on 
health care, nearly twice the proportion in New Zealand. For example, 
the insurance system means that individuals have a strong incentive to 
seek expensive care, provided by doctors who also have a vested 
interest in providing more care. The individual faces little or no 
additional cost for the service, other than the insurance premium which 
remains the same whether services are used or not,26 High unemploy­
ment levels in recent decades are partly linked to the generosity of 
unemployment benefits. The OECD reported in 1996 in its survey of 
structural change in OECD countries that There is a wide consensus 
that the generosity of unemployment and other social benefits, in terms 
of both duration and level, raises structural unemployment by reducing 
the incentive to find and keep a job'.27 

It is difficult for most social needs to meet all these conditions for 
the application of actuarially-based insurance that could be provided 
privately. Sickness benefit is one example where private cover should 
be possible. People - or most at least - do not know when they are 
going to be sick (excluding epidemics), and medical verification 
should eliminate cheating. 

Long-term chronically ill people may have difficulty obtaining 
insurance. 

The trade-off between efficiency and equity 

Those who support increased private insurance and market ap­
proaches to social welfare usually also claim there is a trade-off 
between social expenditures and economic growth. This is a contro­
versial question because some countries in Europe, especially the 
former West Germany and Sweden and other Scandinavian countries, 
have been very strong economies through the postwar decades despite 
very high levels of social spending which would be considered 
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unsustainable by many policy makers and interest groups in New 
Zealand and Australia, But despite such evidence to cause doubt, 
economists and policy makers have long assumed that there is a trade­
off between income equality and economic efficiency, High levels of 
equality require high taxes which reduce incentives for entrepreneurs, 
generally lower work incentives, encourage leisure, reduce savings, 
lessen the return on investment, and lead to lower economic growth 
rates,28 Any insistence on carving the economic pie into equal slices 
shrinks the size of the pie, 

Michael Savage and the other architects of the New Zealand 
welfare system in the 1930s did not believe there was any trade-off 
between higher welfare spending and economic growth, Many of their 
successors have thought otherwise and New Zealand's social policy 
decisions over the past decade have been designed to reduce public 
outlays, Family benefits have been abolished, age benefits were subject 
to a tax surcharge (now abolished once more), user pays has been 
applied at least partially to many health and educational services, and 
a range of welfare benefits were reduced in 1991. The underlying 
assumption appears to be that a smaller welfare system, and therefore 
lower taxes, will make New Zealand more competitive and increase the 
rate of economic growth, The larger economic pie can then help 
finance social welfare benefits, 

Economists have long been fascinated by the problem of measur­
ing the exact nature of the trade-off between equality and efficiency, 

Recent theoretical work on welfare outlays offers some tantalising 
suggestions on the topic, Sinn, for example, argues that welfare 
programs may not always weaken incentives to work and innovate, 
even with significant progressive income taxation and extensive social 
welfare assistance to those who suffer income loss from a wide variety 
of causes, Welfare programs increase individuals' willingness to take 
risks, thus stimulating the economy and increasing the rate of eco­
nomic growth, Sinn acknowledges that high taxes to finance a welfare 
state can make an area uncompetitive and create an incentive for 
capital to migrate, However, this dilemma can be overcome in part by 
financing the welfare state by personal income taxes, not taxes on 
mobile businesses, 29 Sinn summarises his argument: 

Protected by the welfare state, people engage in risky and 
profitable activities which they otherwise would not have 
dared to undertake, Risky occupations might not be chosen 
without the protection of the welfare state, and it would be 
difficult to find entrepreneurs willing to supervise risky 
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investment if debtor's prison were all that society provided 
in the case of failure. Perhaps the most important function 
of the social welfare net is that it makes people jump over 
the dangerous chasms which would otherwise have put a 
halt to their economic endeavours. It may, in fact, make 
them too eager to jump. Protected by the welfare state, 
people may neglect to take necessary care, may take too 
much risk, and end up in a worse situation than without 
such protection. This is the moral hazard problem that an 
overwhelming majority of policy advisers seems to fear. 3o 

But others do not agree. Sinn's optimism about the positive risk­
enhancing side of elaborate welfare systems is a minority view popular 
only in parts of Europe. Most European economists are disillusioned 
with European welfare systems that are viewed as comfortable and 
non-risk enhancing, and contribute to sluggish economic performance. 

There has also been recent sophisticated empirical research on the 
equality-efficiency trade-off. The work on affluent countries between 
1974 and 1990, which included New Zealand, showed no evidence that 
greater income equality impairs efficient economic performance in 
advanced industrialised countries. High levels of income equality are 
compatible with high levels of economic growth, although it is more 
difficult to argue that high levels of income equality enhance economic 
performance ,31 

The link between inequality and economic growth may, then, be 
an illusion. It seems more likely that countries that experience rapid 
growth, for a complex array of reasons, are more likely to be generous 
in redistributing income. This argument fits some of New Zealand's 
history. Its booming economy between 1935 and 1950 was easily able 
to afford major redistributions. The level of redistribution only became 
a problem when the rate of economic growth faltered. 

Attempts to seek broad laws of equality-efficiency trade-offs have 
not been very successful, usually focusing on a few countries that may 
be special cases.32 Recent World Bank research suggests that the 
equality-efficiency trade-off is now mostly relevant to poorer, non­
western countries, noted for their very high levels of inequality. In 
contrast, inequality in western countries appears modest.33 

It may be more productive to focus on the history of individual 
countries rather than on broad patterns. Japan, for example, has a very 
high level of income equality, but this may have had little to do with its 
high rate of economic growth, at least until recently. Japan achieves 
equality through a high level of equalisation of primary workforce 
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incomes, not through government taxation and social programs. It 
seems that each country develops for itself criteria of what is fair and 
reasonable in terms of income equality. A high level of income equality 
in Sweden, for example, is accepted because of Swedish culture and 
history and political agreements. The same level of income equalisa­
tion might be politically and socially unacceptable in Australia, New 
Zealand, and the United States. 

To summarise, it seems reasonable to say, in terms of ensuring 
minimum income protection for the lowest income groups, that 
countries can overshoot targets (Sweden) or undershoot (United 
States). Some sort of middle ground seems the most sensible. Welfare 
systems need to be flexible and responsive to changing needs, 
economic conditions, and the global economic environment. The 
Swedish approach was once called the 'middle way,' but after egalitar­
ian policies are commenced it seems difficult to stop the momentum. 
Swedish public expenditure in 1993 at 72 per cent of national product 
is hardly a middle way. Eminent Swedish economists such as Assar 
Lindbeck now argue that such spending removed fundamental incen­
tives for growth, and so undermined that country's longer term 
economic and social success. 

The research for the period from 1990 to 2000 and beyond might 
look very different. The highly inegalitarian United States economy is 
growing rapidly and creating a high level of employment. The British 
economy, also becoming highly inegalitarian, is also growing respect­
ably, in contrast to continental Europe where growth is minimal, job 
creation stagnant, and there is disillusionment with traditional equalis­
ing welfare states. The boom in East Asian economies that mostly have 
minimal welfare states and growing inequality also suggests that 
patterns of the past may have changed. 

Human and social capital 

The theory of human capital is perhaps the most important contribu­
tion of economics to the development of modern welfare systems. 
Human capital theory was popularised by the American economist' 
Gary Becker in 1964.34 The human capital of a nation is 'the sum of the 
skills embodied in its people, with the value of that capital dependent 
on the opportunities people have to use those skills' .J'; Human capital 
does not depend simply on formal qualifications, but includes skills 
learnt in the workplace. Economists had long been familiar with the 
importance of physical capital to economic growth, but Becker applied 
similar techniques to understanding the role of investment in people 
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through training and education: higher levels of human capital are the 
key to productivity. Influential research published in 1967 found that 
the level of investment in human capital was a key to understanding 
why some economies grew faster than others. 36 

The Organisation for Economic Cooperation and Development 
(OECD) stresses the need to improve the level and quality of human 
capital in its recent reports on the New Zealand economy. Affluent 
countries like New Zealand have to improve their productivity to 
maintain their competitive edge over low wage countries in Asia with 
minimal levels of human capital. Highly educated and trained 
workforces are flexible and able to adapt to new technologies and 
changing markets. 

The relatively poor quality of human capital in New Zealand is 
shown in Table 4.1, where New Zealand is compared to two other 
small economies, Denmark and Singapore, and to the highest level 
country in the OECD. New Zealand, according to the OECD, has real 
problems in its poor level of human capital development which 
adversely affects New Zealand's productivity performance. Moreover, 
human capital levels are not raised quickly. New Zealand, like many 
other countries, has large numbers of older workers with low levels of 
human capital and industries are often reluctant to invest in retraining 
for older workers because it is believed they will soon retire. 

Table 4.1 

Indicators of the quality of labour, 1992 
O=low-100=high 

New Denmark Singapore OECD high 
Zealand 

Skilled labour 58 79 46 81 
Qualified engineers 63 80 57 83 
Worker motivation 51 67 63 81 
Receptiveness to 
learning 58 66 70 77 
Education 42 65 76 75 
Training 50 69 69 82 

Source: The World Competitiveness Report 1992, taken from OECD Eco­
nomic Survey New Zealand, 1993, Paris, 1993, p. 71. 
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Human capital theory has key implications for anti-poverty poli­
cies. Those dependent on social welfare benefits for longer periods are 
increasingly being pressured to undertake retraining, often with gov­
ernment subsidies. The success of these programs globally is mixed, 
but they do send a strong message that long term dependency is not 
favoured and that efforts have to be made to gain extra skills. Human 
capital programs for the poor are part of the recent emphasis on raising 
the asset levels of the poor, whether it be via home ownership or 
education and training.37 

Recently, there has been intense interest in 'social capital'. This 
idea is linked closely with the growing interest in communitarianism, 
discussed earlier in the book. 'Social capital' concepts were developed 
by the American sociologist James Coleman who argued that peoples' 
behaviour is 'shaped, redirected, constrained by the social context: 
norms, interpersonal trust, social networks, and social organisation'. 
These forces are important for the functioning of both society and the 
economy.38 Social capital - the relations among persons - can have 
positive or negative effects. Human capital investment is more likely to 
be productive, if it is supported by positive social capital: strong 
families and well functioning and supportive communities. Coleman 
was a leading American researcher on educational outcomes, and his 
studies show powerful links between educational success and posi­
tively functioning families and communities. The American analyst 
Francis Fukuyama has helped popularise the idea of social capital, 
claiming that a high level of positive social capital in the form of 'trust' 
is a key to successful economies.39 

Social capital in the family and the community can affect the level 
of social dependency and how it is managed. Families can encourage 
children to succeed in education, or may discourage achievement. 
Strong families do not necessarily create positive social capital. The 
American economist George Borjas has shown that strong families, in 
some ethnic groups which are living in tightly integrated neighbour­
hood communities, can have marked negative effects on achievement 
by their children. The strong ethnic traditions in such places make it 
difficult for the children to advance socioeconomically in the broader 
society.40 

Family background is a key influence on many social problems 
and there is a controversial movement in the United States to license 
parents: only those functional families with a licence can have children. 
Jack Westman, an American psychiatrist, argues that the main source of 
juvenile violence and crime is the 'cycle of child abuse and neglect 
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when parenting fails. Incompetent (defined in legal terms as unfit) 
parenting is the most important factor in adult outcomes. Competent 
parenting protects even biologically vulnerable and socioeconomically 
disadvantaged children from these outcomes' 41 

While most admit the importance of social capital, it is not clear 
how it can be strengthened by specific actions. Coleman argues that it 
is a 'public good' that affecl'i everyone, but that it is not created by 
individual, isolated actions, instead being largely the product of 
voluntary and spontaneous social organisation. Social capital is created 
by obligations and expectations which depend on trust and norms 
accompanied by sanctions. Governmenl'i know little about how to 
change these broad social forces. Fukuyama summarises his view of 
the importance of increased social capital, but without offering obvious 
solutions. He says 

The traditional argument between left and right over the 
appropriate role of the state, reflected in the debate be­
tween the neomercantilist and neoclassical economists, 
misses the key issue concerning civil society. The left is 
wrong to think that the state can embody or promote 
meaningful social solidarity. Libertarian conservatives, for 
their part, are wrong to think that strong social structures 
will spontaneously regenerate once the state is subtracted 
from the equation. The character of civil society and its 
intermediate associations, rooted as it is in non-rational 
factors like culture, religion, tradition, and other pre­
modern sources, will be key to the success of modern 
societies in a global economy.42 

FuklJyama's model for high levels of social capital is Japan, while 
Robert Putnam, an American political scientist, has become well 
known for his support for parts of northern Italy as an example of 
where there is strong and effective social capital, based on strong local 
governments. 43 It is difficult to transfers these models to countries with 
weak social capital or even to be clear about the essence of these 
models: parts of Italy, for example, may have high levels of social 
capital but it is not clear what caused it to develop.44 

Marketisation 

Most western countries have accepted that the idea that government 
programs should be exposed to free market pressures. Privatisation 
combined with deregulation encourages the use of competitive mar­
kets, and ranges from the outright sale of government enterprises to 
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contracting out of government services, and the use of simulated 
purchaser-provider mechanisms. Not all economists support large 
scale privatisation, but the case for privatisation depends on classical 
economic concepts: competitive markets are more effective than 
government bureaucracies in providing a wide range of services. Free 
market principles in government have been applied in New Zealand 
with probably more enthusiasm than in any other western nation, a fact 
now well documented in the New Zealand and international 
literature. 45 

An idea that underpinned the postwar welfare state was that 
government should provide 'universal' services in housing, health and 
income security. Universal government provision was supposed to 
eliminate stigma for the poor, who would obtain the same services as 
the rich. Universal services were also supposed to minimise adminis­
trative costs by avoiding means testing, eliminating 'wasteful' compe­
tition, providing services in a compassionate non-commercial way, 
encouraging voluntarism, and promoting citizenship and social 
inclusion.46 

By the 1970s there was growing disillusionment with the idea that 
government was the most effective provider of universal welfare 
services. Research showed that the middle class benefited the most 
because they were more competent in dealing with the welfare 
bureaucracies and were more aware of their rights.47 Large centralised 
monopolistic government bureaucracies were likely to be unrespon­
sive to client needs. Service costs were often high because of lack of 
competition. Large public housing estates had become social disaster 
areas because the poor were concentrated in the most unattractive and 
dangerous large estates. The middle class increasingly preferred to 
purchase private schooling, private hospital care, private housing and 
so on. Economists increasingly argue that the poor might be better 
served by different and more competitive service delivery systems. 
Government would have a role as a regulator, setting minimum 
standards and possibly enforcing compulsion, and would provide 
subsidies. But there was a need to create competition in the supply of 
housing, health, and retirement benefits. 

This new market-based movement saw the adoption of quasi­
markets in health, education, public housing and other parts of the 
welfare system.48 Quasi-markets usually require government services 
to be restructured along purchaser-provider lines. One group plans 
service provision while those who supply services form into 'provider' 
units and compete for contracts, often with competing units from other 
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organisations or the private sector. Rudolf Klein, a researcher of the 
long term quasi-market innovations in the British National Health 
System, claims that the new market movement can be compared to the 
changes from a model based on the 'church' to that based on the 
'garage'. The 'church' model, once the basis of government's role in 
health, relied on paternalistic professionals and centralised planning, 
responding to 'needs' with little attention to costs, priorities, trust, 
universalism and stability. The 'garage' or market model emphasises 
consumer choice, responsiveness, demand (and ability to pay), con­
tract, targeting and adaptability.49 New Zealand adopted these policies 
for housing and health services in the late 1980s. But all Western 
countries, including Britain, have proven reluctant to establish quasi­
markets in the educational sector, even though they were urged to do 
so by many reformist free market economists. 

There is now considerable research on the effectiveness of 
market-based reforms for health and social care, especially in the 
United Kingdom. This research points out that market-based systems 
often do not have positive effects, either in terms of consumer 
satisfaction or economic efficiency. Those working within the health 
care industry can distort the intentions of the reforms, create higher 
administrative costs and perpetuate expensive professional empires. 
Competition in health care is not a simple solution to rising health 
costs. In its 1996 report on the New Zealand economy, the OECD - a 
strong supporter of quasi-market reform - was critical of the market 
reforms to the New Zealand health care system. The changes appeared 
to have created confusion, reduced accountability, and failed to 
improve productivity. 50 User pays and other elements of the market­
based approach are difficult to apply to health care services, especially 
when the public have been accustomed to free services for decades. 
Health services have always occupied a special place in welfare state 
thinking. Western publics - even in the normally pro-market United 
States, demand a high degree of access and even equality between 
income groups in health services, while often tolerating marked 
inequalities in income, housing and other goods: even pro-market 
supporters find it hard to deny treatment to a person facing pain or 
death because of inability to pay market prices for health care.51 

Governments, it now appears, may introduce complex quasi­
market reforms that merely create an appearance of reform, without 
implementing reform in substance. Quasi-market reforms, especially in 
health care, may avoid the hard political decisions about service 
reductions that may well be the only way to achieve cost savings. Much 
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modern health care is very expensive, and western governments may 
have to accept inevitable increases in the proportion of national 
product spent on health, especially as the population ages. Spending 
restraints may require significant rationing, longer waiting lists, and 
controls on cost increasing medical treatments: market-based reforms 
alone will not resolve these. 

The issue is particularly controversial in New Zealand, where 
public sector health costs as a proportion of national product are one 
of the lowest in the OECD area, and have fallen since 1990-91. Since 
1971, New Zealand per capita health costs (adjusted for inflation) have 
remained modest in comparison with the trends in other OECD 
countries, and were, in 1994, about one third of the level of the United 
States in comparative purchasing power. In 1994, New Zealand's 
overall health spending (public and private) was only slightly above 
the level in the United Kingdom, the lowest spender, noted for its 
frugality and long waiting lists. 52 

A welfare safety net as a form of 'social control' 

Western welfare states are based on a complex mixture of values and 
social and economic theories and practical responses to problems at a 
specific point in time. The first, and longest standing is the concern to 
relieve poverty and destitution. Most societies have had some idea of 
a basic minimum standard of living. 

Another longstanding concern has been for 'social control' and is 
rooted in pragmatism: if left without help the poor will clog hospitals, 
fill mental asylums, commit crimes, and generally become a public 
nuisance. The values of some of the poor - especially their criminal 
behaviour, high illegitimacy, lack of a work ethic, and alcohol and drug 
abuse - can also be seen as a threat to the broader values of the 
dominant social groups. In this view, governments I task is to provide 
an austere minimal safety net, create social controls to limit the effects 
of the deviant poor, and perhaps help some of the poor, especially 
children, to become part of mainstream society. 

Welfare in the United States is often seen as the clearest modern' 
example of this social control and minimal safety net in practice. The 
United States has very high levels of crime, with over a million people 
in prison, by far the highest ratio in the developed world. Prisons are 
expensive and may perpetuate the cycle of poverty and deprivation. 
The United States also spends an unusually high proportion of national 
product on domestic security personnel, police, prison guards, and in 
supervising an often untrusted workforce. 53 In 1980, for example, the 
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State of California spent two per cent of its budget on prisons but this 
has grown to 10 per cent by 1996 and was projected to grow to 18 per 
cent by 2002. Much of this increase in funding has been taken from the 
higher eduction budget. 54 About 28 million Americans, more than ten 
per cent of the population, live in expensive-to-administer walled, 
gated and guarded residential communities, and the proportion is 
increasing rapidly.55 Visitors to the United States are often shocked by 
the glaring poverty, often adjacent to plush shopping areas, and 
beggars and the homeless roam the streets. 

A minimal, safety-net welfare system, then, is often justified on the 
grounds that it will save money and reduce the level of nuisance.56 The 
evidence that this works in practice is not good, and leads many to the 
counter argument that the 'social costs' of poverty demand a more 
expansive welfare state: if we do not treat the poor well they will 
continue to plague us. However, this 'social costs of poverty' justifica­
tion for significant public spending in turn attracts many critics. 
Powerful groups in society do not like to be held to ransom, to be told 
that if you do not help the poor, they will rob or kill and destroy your 
neighbourhood. Dominant social groups are likely instead to adopt the 
American solution: move to walled residential areas and incarcerate the 
troublesome underclass in prison. The social costs approach also gives 
little guidance about what types of programs and what level of poverty 
line is required to produce any given level of social benefit. Social 
science gives very little specific gUidance on how to overcome social 
problems in lower income groups. Attempts to make the poor work are 
expensive, often fail, and create yet another downward cycle of despair 
that leads to more extreme solutions. 57 

Critics of this argument for substantial spending on the poor also 
insist that social benefits in themselves underpin a self-destructive 
poverty culture amongst the lower class, creating a permanent 
'underclass', now one of the most common terms in American social 
policy debate, and increasingly being used in Europe.58 In this view, 
only an austere, subsistence safety net, or even perhaps none at all, will 
create the incentives for the underclass to change their behaviour. The 
social costs argument was based on the argument that poverty was 
caused by social and economic conditions. There is now strong 
support in the United States for the argument that those in poverty are 
largely responsible for their own situation, a return to the 'blaming the 
victim' approach popular through most of history. This view of minimal 
welfare now dominates much thinking in America, and is gaining 
support in Britain. It is not favoured in Australia, New Zealand, and 
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western Europe. 
In conclusion, economists do not have all the answers on how to 

devise an optimum welfare system. They have no competence on 
deciding the core political and social values which are at the founda­
tion of social policy: what should be the minimal poverty line for the 
social safety net; and what degree of income inequality is acceptable. 
But economists' tools are valuable for evaluating existing arrangements 
and suggesting alternatives for the future. In recent times, sociologists 
and political scientists have become more interested in the welfare 
state and their perspectives are a useful balance to excessively narrow 
economic views. 
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Chapter 5 

Poverty 

This chapter examines poverty, with inequality being the subject of 
the following chapter. It examines the link between levels of 

poverty and economic reforms to promote efficiency, and the difficulty 
of assessing these links because of inadequate information. Poverty 
statistics often lack credibility because of disputes over the definition of 
poverty, especially the level of the 'poverty line', the problems of using 
income alone as a valid poverty measure, and the failure to take into 
account longer term dynamic processes rather than just point-in-time 
snapshots of poverty. 

The level of social welfare benefits has a major effect on the extent 
of poverty, since most of those on welfare benefits, including New 
Zealand Superannuation, are reliant primarily on the benefit and had 
only limited other income. l 

If benefits are below an agreed 'poverty line', then many will, by 
definition, be in income poverty. A higher level of benefits, above the 
'poverty line', should remove eligible households from income pov­
erty. Some groups such as those households with children but 
receiving low incomes may not be eligible for any benefits but may also 
be poor. 

Recent debate in New Zealand has focused on the effects of a 
more open and free market economy on poverty and social equality. 
Economic reforms have been openly directed towards creating a 
'developmental' rather than a 'welfare' state. The reduction in the top 
income tax rate to 33 per cent was one of many changes aimed at 
stimulating enterprise, work effort, and employment. It is assumed that 
changes to incentives will increase the rate of economic growth, and 
will tend to lift employment, raise productivity, and improve living 
standards, especially for those in the workforce. This process has been 
termed the 'trickle down' effect of economic growth: a rising tide is 
supposed to lift all boats. 

Critics claim that the reforms of the past decade have increased 
poverty and inequality, a claim that has also been made in other 
western countries. A major 1996 international study of poverty in 
western countries, however, could only refer to impressionistic, jour­
nalistic evidence on New Zealand poverty.2 In the words of Bob 
Stephens, a leading poverty researcher, New Zealand in 1992 'does not 
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have any satisfactory, independently determined poverty line'.3 The 
difficulty is that researchers continue to use poverty lines in policy 
debate, although few agree on what these might be. Brian Easton, 
another leading poverty researcher, talks of an approximate 40 per cent 
increase in numbers below the poverty line in recent years (using the 
1972 Royal Commission on Social Security measure).4 In a more recent 
article, Easton is sceptical of the quality of New Zealand's current 
poverty measures. He said 'Unlike the 1970s, poverty research over the 
past decade has not been one of New Zealand social science's great 
achievements'.5 Krishnan made the best of available methods and data 
in a 1995 survey, and found significant evidence of increases in 
poverty.6 

Better poverty statistics will not automatically lead to more 
generous benefits for the poor: the United States, as policy researcher 
Hugh Heclo says, now has the best data and economic analysis of 
poverty in the world, but has the worst record of all industrialised 
nations in reducing poverty.7 Even so, New Zealand's social policy 
debate would be far more enlightening if it was built on better statistics, 
based on a sophisticated understanding of the long-term dynamics of 
poverty. 

Over the past two decades, poverty measurement in western 
countries has been captured by economists, who have applied increas­
ingly sophisticated statistical methods to income distribution data. 
Despite this, poverty lines are not fashionable in social policy discus­
sion in the mid 1990s. Australian social policy has been much 
influenced by one poverty line since the early 1970s, but there is now 
widespread disillusionment, partly because eminent researchers find 
wildly varying proportions in poverty. According to Peter Whiteford 
'the literature proVides a bewildering array of contradictory results and 
trends.'8 Most researchers argue that the major technical and philo­
sophical problems and high costs of developing poverty lines and 
poverty surveys make them a matter for academic discussion, not 
practical policy. It is difficult enough to measure poverty at a point in 
time, but is far more challenging to measure poverty over time or to 
study poverty as a dynamic process. Many people may move in and out 
of poverty while some may be in poverty over the long term. 

But a central dilemma remains: what minimum living standard 
should form the basis for New Zealand's welfare system and how can 
it be adjusted over time? 
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Measuring poverty 

It is difficult to determine whether poverty has increased in New 
Zealand over the past decade. Research by Stephens and Waldegrave 
measures poverty in New Zealand between 1984 and 1993. If an 
absolute view of poverty is taken to be 50 per cent of median income, 
Table 5.1 shows that poverty in 1992-3 was at the same 4.3 per cent 

Table 5.1 

Trends in the incidence of poverty, New Zealand,1984-93, per cent. 
(Income as poverty measure before adjusting for housing costs) 

50% Income Level 

Household Type 1983/4 198516 1987/8 1989/90 1990/91 1991/2 199213 

1 adult 3.7 3.0 2.9 2.0 2.1 3.7 4.2 

1 adult + children 11.8 10.7 12 9.5 11.7 9.0 14.3 

2 adults 1.7 1.0 1.2 1.6 1.7 1.8 1.2 

2 adults + 1 child 4.1 2.3 1.7 1.6 1.7 1.8 1.2 

2 adults + 2 children 6.6 3.1 3.6 2.8 4.1 7.3 4.1 

2 adults + 3 children 14.0 10.1 6.8 5.5 12.7 10.5 13.9 

3+ adults 1.3 1.2 1.8 1.6 1.1 0.5 1.9 

3+ adults + children 2.7 3.5 2.1 2.6 6.5 5.2 6.1 

Total 4.3 3.1 2.9 2.5 3.7 4.1 4.3 

($) Real Poverty 
16,032 15,442 15,717 14,971 14,677 13,763 13,696 

Level 50% 

60% Income Level 

Household Type 1983/4 1985/6 1987/8 1989/90 1990/91 1991/2 199213 

1 adult 27.5 31.7 31.2 33.6 25.9 8.6 9.1 

1 adult + children 37.8 30.3 32.8 41.8 35.8 48.6 46.2 

2 adults 6.4 2.7 7.3 3.8 4.0 3.4 3.7 

2 adults + 1 child 9.3 5.3 7.1 12.4 11.0 12.3 14.0 

2 adults + 2 children 12.4 8.9 8.9 12.2 13.3 15.2 12.4 

2 adults + 3 children 28.1 25.6 21.2 20.1 21.8 22.0 24.1 

3+ adults 2.7 2.7 2.4 2.8 3.3 1.0 4.2 

3+ adults + children 5.5 9.4 6.2 6.3 12.9 8.0 13.3 

Total 13.7 12.6 13.9 14.4 13.7 10.1 10.8 

($) Real Poverty 
19,242 18,533 18,861 17,612 17,612 16,510 16,366 Level 50% 

Source: Robert Stephens and Charles Waldegrave 'Measuring Poverty in 
New Zealand', Social Policy Journal of New Zealand, no. 5, December, 1995, 
p.1 07. Note SDL= benefit datum line developed by the 1972 Royal Commis­
sion on Social Security. 
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level as in 1983-4, having never surpassed this level throughout the 
period. If a relative, more generous poverty line of 60 per cent of 
median income is taken as the poverty line, poverty is much higher, at 
10.8 per cent in 1992-3, compared to 13.7 per cent in 1983-4, having 
peaked at 14.4 in 1989-90. Brian Easton, however, points out that 
because of major changes in income distribution over the past 15 years, 
the median income level has fallen relatively, meaning that it may not 
be an accurate measure of long term poverty trendsY 

Stephens and Walde grave conclude that the highest rates of 
poverty over the period were amongst single parents and those intact 
families with three children. These two groups show high levels of 
poverty (46.2 per cent and 24.1 per cent respectively in 1992-3) when 
a poverty line of 60 per cent of median income is used.lO Their research 
suggests that children, rather than the elderly should be the main target 
for increased social benefits. New Zealand now has relatively meagre 
benefits for children, compared with Australia or most other western 
countries, even though many children (269,113 in June 1996) live in 
households dependent on social welfare benefits. The deregulated 
wage system no longer ensures that wages are sufficient to support a 
family: children in low income families with a full time earner may also 
be living in poverty. Brian Easton claims in 1997 that 'by far the largest 
group of the poor is children'.ll 

Poverty lines based on average wages or disposable income fail to 
deal with a key issue. Work incentives for those on benefits depend not 
on average wages but on wages in the lower part of the income 
structure. For many on welfare benefits, wage trends for the lower fifth 
of wage earners in New Zealand is the crucial indicator on the gap 
between benefits and wages. The deregulation of wages in New 
Zealand has made this issue more important, because lower level 
wages are not as clearly defined as when the poverty line first became 
popular. Poverty surveys should compare welfare benefit rates with 
lower-end wage movements, as well as against other indicators. In 
1996, the minimum wage for those aged 20 and over was $255 for a 40 
hour week. This is close to the benefit levels paid to couples on 
unemployment benefits. 

If benefit levels represent political and social values as expressed 
through the political system, there may be a case to revise feasible 
poverty lines downwards. Brian Easton claims that the unemployment 
benefit was reduced in 1991 to exactly the level developed by New 
Zealand Treasury, using what Easton considered to be outdated and 
minimal standards. 12 Some critics would say that there is a need to 
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revise benefit levels upwards. In Australia, welfare benefit levels 
exceed the semi-official poverty line by significant amounts. The 
Australian poverty definition is not particularly rigorous and is different 
to those used in New Zealand so comparisons between the countries 
are not possible. 

Measures of poverty in New Zealand are based on one off 
'snapshot' cross-sectional sample surveys of those poor at a particular 
point in time, according to a selected poverty line, or series of lines. 
This method has been discredited as an accurate measure of poverty 
over time. Periodic surveys give an impression that the poverty 
measurements can give an indication of poverty over time. This is false, 
because the poor in a particular survey may be quite different persons 
from the poor at a later date, even as soon as one year afterwards. 
People may be merely moving in and out of poverty, and the snapshot 
measure can be a poor measure of their longer term welfare. A fixed 
poverty line tells little about the extent or persistence of poverty 
amongst those below the poverty level and merely provides a 'head 
count'. 

'Poverty gap' analYSis is more promising, but still gives only a 
point-in-time 'snapshot' of poverty, and is little help in understanding 
long-term poverty dynamics. Poverty gap analysis measures the gap 
between the poverty line and the incomes of particular individuals and 
groups, enabling researchers to develop a ranking of the marginally 
poor to the 'truly poor'. Poverty gap analysis usually gives a very 
different and more accurate picture of the composition of the poor than 
simple head counts. 13 

Britain has far better quality income statistics than New Zealand. 
A recent survey of poverty dynamics in Britain, using high quality 
information, found that 'results from current statistics on the income 
distribution may conceal a great deal of the fluidity in personal financial 
circumstances. There is not a single homogeneous group who are the 
"poor" and whose lot is permanently to remain poor. Rather, fluctua­
tions in personal circumstances lead to considerable variations in living 
standards even from one year to the next' .14 This is a perhaps surprising 
result, because Britain is reputed to be a rigid, class based society, with 
limited social mobility and hardcore patterns of income inequality. 

Surveys of poverty should adopt a number of key strategies if they 
are to be credible and valuable in policy discussion. Income, in itself, 
is not an effective measure even though it has been the predominant 
measure used in the past. There is now a broad consensus amongst 
poverty researchers that four central indicators must be available as the 
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basis for a useful measure of poverty: 

• A sensible poverty measure based on the distribution of real 
expenditure (not just current income) covering all market goods 
and services, preferably over a period of time (at least a year). 

• Indicators of access to non-market goods and services for which 
meaningful prices can be assigned, especially education and 
health care services, and personal care services such as child care. 

• Indicators of distribution within households including measures 
of gender disparities and child nutritional status. Poverty amongst 
women and children is now a central issue in western countries. 

• Indicators of certain personal characteristics which entail unusual 
constraints on the ability to escape poverty, such as physical 
handicap or impairments, racial discrimination, inadequate 
human capital, or low levels of social capital in poor quality 
'ghettoes' which creates a 'spatial poverty trap'. 15 

The respected Institute of Fiscal Studies (IFS) in London has found 
that expenditure measures, in particular, are much better indicators of 
income distribution and poverty than are measures of income. 16 An 
expenditure approach has the strong advantage that it allows for the 
fact that households may smooth consumption over time, while their 
income is often variable. The rise in inequality in expenditure was not 
as rapid as the rise in inequality in income. While income distribution 
figures show an increasing poverty and inequality, an expenditure 
approach shows that the poorest households have increased their 
spending substantially in real terms over the 1979-1992 period. 

The IFS said in its report 
There are many households throughout the population 
who are ranked differently by expenditure than by income. 
A significant proportion of those in the bottom income 
decile group are to be found higher up in the expenditure 
distribution than others with higher incomes. The expendi­
ture of the poorest tenth by income is considerably higher 
than that of the income decile grou p above it. An increasing 
number of those in the bottom income group have shown 
relatively high expenditure since 1979 ". Income is a 
particularly poor indicator of living standards for house­
holds reporting negative incomes. In some years, these 
households have shown expenditure which is higher than 
that of the average expenditure of the population as a 
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whole. 17 

The IFS study, using high quality data, is disturbing for countries 
that rely on income distribution surveys that measure only income, not 
expenditure. The under-reporting of income information compared 
with expenditures is not due to any increase in debt levels, which have 
remained constant through the study period. Some people may be 
lying, but the main explanatory factor seems to be that some people 
live off past income and assets. Many self-employed are in this 
category: their incomes may fluctuate, so that the point-in-time single 
measures are highly misleading. 

New Zealand· has published reports of household expenditure 
surveys for some time. This publication is too broad to be considered 
a poverty survey but does have some interesting material because it 
publishes expenditure patterns for ten different income groupings, 
from the lowest, under $12,400, to the highest, $81,700 and over. The 
lowest income group includes those generally accepted to be at risk of 
being poor. The 1995 survey showed that the spending patterns of the 
lowest income category (under $12,400) were not very different to the 
pattern of the other nine income categories. 18 The survey, limited as it 
is, does not support those who argue that New Zealand has severe 
poverty in its lowest income group. 

Developmental states, trying to compete with low tax, low wage 
minimal welfare benefit Asian economies, seem to be more interested 
now in rediscovering the absolute poverty line such as that accepted in 
the United States, than in measuring poverty according to relative, 
rising poverty lines. They may prefer to spend the benefits of economic 
growth on rewarding those who work, and in upgrading education and 
training and improving private and public infrastructure, while keeping 
the poorest up to a fixed Clinked only to price increases) rather than a 
rising Clinked to average income increases) minimum. 

As well as traditional income and expenditure-based measures of 
poverty, there are a number of alternative approaches. The American 
poverty line is based on the proportion of food in a family budget. 
Generally, families there are regarded as being in poverty if more than 
35 per cent of family income is spent on food. This method takes 
account of family size, because larger families will spend more on food 
than smaller families. 

Another measure of poverty extends the food ratio approach and 
focuses on the ratio of fixed costs of 'necessities' to total income. 
Necessities normally include housing, energy, food, clothes and public 
transport. The list can be expanded according to conceptions of what 
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is a luxury and what is a necessity. Households spending more than 60 
per cent of income on housing, energy and food are regarded as being 
in poverty. Another related poverty measure is to measure the number 
of families on incomes close to the mean whose expenditure exceeds 
their incomes. 19 

A more controversial approach to poverty measurement develops 
an index of relative deprivation that defines poverty as those who lack 
resources which are common to the society of which they are a part. 
This measurement changes over time, and includes access to public 
services such as health care and an adequate social environment. This 
measure usually engenders strong arguments about what is a luxury 
and what is a necessity. It can also be criticised for accepting the 
materialistic, consumption-obsessed nature of modern western soci­
ety. If the mass of people watch low quality video movies or sport on 
cable television, is someone relatively deprived in not having access to 
such things? 

In all, Bradshaw, Bouwknegt and Holmes identify 12 alternative 
approaches for measuring poverty amongst the 20 main categories of 
household types used in poverty surveys. They omit another respected 
method: subjective poverty, based on perceptions of the poor and 
others as to what constitutes 'poverty'. The range of poverty levels for 
Britain in 1990 for these 12 is shown in Table 5.2. The table shows that 
reputable poverty measures produce an amazing range of poverty 
estimates for most types of households. The measurement of poverty 
has a long way to go before it can produce credible figures that are 
useful for social and political debate. 

Bradshaw, Bouwknegt and Holmes conclude their survey of with 
the grand understatement that 'poverty is not easy to measure'. One is 
reminded of the statement in the English Poor Law Report in 1834 of 
the 'Mischievous ambiguity of the word poor. 20 It is risky to use only 
one poverty measure, and the choice of measure will produce 
markedly different pictures of the particular groups in poverty. Poverty 
is an ambiguous notion - relative, gradual and multi-dimensional. In 
poverty research, 'the measure determines the result'. 

Benefit levels and poverty 

The New Zealand cash benefit system has always had an underlying 
purpose of eliminating absolute poverty and deprivation by providing 
a minimum income floor for groups defined as being in need. Cash 
benefits for the aged have in more recent decades been provided at 
higher levels than other benefits and free of strict means tests. But even 
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Table 5.2 

Proportion of families defined as poor according to different meas­
ures, Britain, circa 1990 

Household type Percent found in poverty by different measures 

Elderly, single 
Elderly, couple 
Single, working 
Single, not working 
Couple, 1 earner 
Couple, 2 earners 
Couple, no earners 
lone parent, 1 child, working 
lone parent, 2+ children, working 
lone parent, 1 child, not working 
lone parent, 2 children, not working 
Couple, 1 child, one earner 
Couple, 2 children, one earner 
Couple, 1 child, two earners 
Couple, two children, no earners 
All households 

range 
1-74 
9-45 
3-34 
6-76 
5-28 
1-16 

10-38 
7-40 

17-48 
23-84 
36-92 

8-56 
3-68 
0-47 

15-90 
10-29 

Source: Jonathan Bradshaw, Laura Bouwknegt and Hilary Holmes 'In 
Search of a Representative Measure of Poverty', in Peter Smith ed. Measur­
ing Outcomes in the Public SectorTaylor and Francis, London, 1996, p. 148. 
Note: for space reasons not all household types are included. 

here, the aim has been to ensure that the poorest aged are lifted above 
the level of destitution, even if the benefits are spread to include those 
who would have an adequate income without government assistance. 

The Social Security Act in 1938 - the moment when New Zealand 
focused on its evolving welfare system systematically - showed a clear 
focus upon alleviation of poverty, based undoubtedly on fresh memo­
ries of absolute, subsistence poverty in the 1930s. A.M. Finlay, a Labour 
politician, summed up the approach in 1943 when he said: 'We may 
define Social Security as a policy, which, by redistributing some of 
the rewards of capitalist society, aims to provide at least a 
healthy subsistence for all (his emphasis).'21 Finlay emphasised that 
the New Zealand welfare system in 1943 promised 'nothing not strictly 
necessary - no frills, no luxuries, no more than healthy subsistence'. 
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Social security aimed to remove the privations and undernourishment 
and actual starvation which had formerly threatened the lower 
economic strata of society. He emphasised that social security was 
evolutionary, not revolutionary. It is set, he stated, in the 'framework of 
existing capitalist society'. Social' security would not change the 
essential economic characteristics of the capitalist system 'in the 
slightest' .22 

Benefit levels in New Zealand, as elsewhere, have not been 
created or adjusted according to any scientific definition or measure­
ment of poverty, but are usually linked to some mix of earnings levels 
and price movements. Social security benefit rates have to be com­
pared with some benchmark for them to have any meaning as a 
coherent anti-poverty policy.23 For decades after the 1938 Social 
Security Act cash benefits were adjusted roughly in line with move­
ments in average weekly earnings (AWE). This measure is a reasonable 
way of ensuring that those on benefit have a standard of living that 
moves in line with average increases in living standards, as measured 
by wages. In times of growing average earnings (exceeding inflation) 
indexing welfare benefits only by price increases results in slower 
benefit growth. Britain, for example, has only increased the basic state 
aged pension by prices since 1979, when the pension was equal to 20 
per cent of average earnings. By 1997, the pension had fallen to 15 per 
cent of average earnings and it is estimated that it will be just eight per 
cent in 2030. 24 

In New Zealand, welfare cash benefits as a proportion of average 
earnings were published each year (and compared with the past five 
years or so) in the New Zealand Year Book. In 1946, when statistics 
were first available, the unmarried standard benefit rate was equal to 
31.6 per cent of average weekly earnings while the married benefit was 
equal to 63.1 per cent of AWE. This benchmark was maintained 
generally for the unmarried benefit rate, although it did decline to a low 
of 24.7 per cent in 1971 and then returned to the approximate figure of 
30 per cent in the seventies. 

The Royal Commission of Inquiry into Social Security in New 
Zealand in 1972 renewed interest in the need to benchmark cash 
benefits to average earnings. The Royal Commission did not advocate 
the establishment of a poverty line. Instead, it advocated a 'scale of 
living standards' index to measure benefit adequacy. This incorporated 
a relative poverty measure that was supposed to ensure that benefici­
aries were 'able to feel a sense of participation in and belonging to the 
community' (italics in original). These are vague concepts, and ex-
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tremely difficult to measure and promote as credible poverty indica­
tors. The Royal Commission recommended that the married rate of 
benefit be set at 80 per cent of either the ruling rate of wages paid to 
building and engineering labourers, or the lower quartile level of adult 
male earnings. This was a different measure from average weekly 
earnings but was still an attempt to link benefit levels with changes in 
wages of a specified group, not price movements. 

Average earnings is not very useful as a consistent long term 
benchmark because it is affected by tax changes and changes in 
workforce composition that change the meaning of the statistic over 
time. The relationship of benefits to average earnings is no longer 
published in the annual Statistics New Zealand Year Book. From 1977 
until 1989, superannuation was linked to the average weekly wage 
(gross, then net) with the couple rate set at 80 per cent. Benefits were 
not indexed between 1990 and 1993, and non-aged benefits were 
reduced in 1991. In 1995-96, benefits for unemployment, sickness, 
invalidity and other non-aged benefits were increased by 2.92 per cent, 
the same as the increase applied to New Zealand Superannuation. This 
increase was about fifty per cent above the two per cent increase in the 
consumer price index over the year. 

The cash benefit paid to the unemployed, single parents, widows 
and the sick are below that paid to the aged who are eligible for New 
Zealand Superannuation and these benefit levels in 1996 are shown in 
Table 5.3. The sick are paid more than the unemployed, invalids get a 
higher amount, single parents are also lowly paid and the aged are 
treated the best. Australia, in contrast, generally pays the same rate 
regardless of a particular benefit category. The aged receive the same 
cash benefits as other groups. The magnitude of the differences in 
benefits between categories in New Zealand is difficult to explain, but 
it does reflect common ideas on 'deservingness'. 

Ruth Richardson, the Minister of Finance, introduced major benefit 
reductions for the non-aged in 1991. She made it clear that the changes 
were designed to halt the growth in dependency and to reduce the 
incentives to stay on unemployment and single parents (domestic 
purposes) benefit. Richardson has stated that she saw the cuts largely 
in moralistic terms, as 'a statement about the types of lives people 
should be encouraged to lead, about the types of activities that should 
be more highly valued, about personal responsibility and integrity'. She 
also claimed that the welfare state had set out to reduce poverty but had 
created a dependent underclass and ghettoes where lawlessness and 
hopelessness were rife, with more poverty and inequality.2s 
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Table 5.3 

Social welfare cash benefits, weekly rates, 1 April 1996 (after deduc­
tion of tax at Grate) 

Couple 
Unemployed 
Sickness 
Invalids 
Domestic purposes 
(mainly single parents) 
NZ Superannuation 

Single 
Unemployed (25+) 
Sickness (25+) 
Widow adult 
NZ Superannuation 

Weekly benefits $ 
$237.48 
$269.90 
$296.86 

$251.25 (sole parent two children) 
$313.12 

Weekly benefits $ 
$142.50 
$148.43 
$148.43 
$203.53 

Source: Benefit levels are from Department of Social Welfare Statistical 
Information Repott, Wellington, 1996, pp. 12-13. 

The 1991 benefit reductions in New Zealand signified a major shift 
in thinking about poverty lines, the causes of and remedies for poverty. 
The Royal Commission on Social Security in 1972 has talked in terms 
of rights, participation, and belonging to a community. Poverty lines 
and benefit levels are now viewed as merely part of the strategy to 
adjust incentives to a globalised, far more competitive and market 
based New Zealand economy. If this view is accepted, wage deregu­
lation required a reduction in benefit levels so that the less skilled had 
an incentive to work: work had to be made to pay and benefits 
therefore had to be significantly below after tax wages. A recent 
sophisticated study has found that the benefit reductions in New 
Zealand in 1991 did lead to higher levels of employment amongst 
certain groups, although the increases are very small, ranging from a 
decline of 0.2 per cent to an increase of 0.1 percentage points.26 The 
study, however, admits there are major problems in assessing the 
effects of these reforms. 

Critics of the 1991 cash benefit cuts claim that many New 
Zealanders faced hardship. The poverty researcher Bob Stevens said in 
1992 that 

90 



REFORMING NEW ZEALAND WELFARE 

Social security has ceased to permit beneficiaries to be able 
to belong to and participate in the average standards of 
living of the rest of the population. It has now become a 
safety net, with increased reliance upon family and private 
provision, strict work tests and eligibility criteria, and 
benefit levels just sufficient to avoid destitution. Poverty has 
been redefined in absolute terms, with reference to a 
minimum budget required for subsistence, rather than 
being relative to the standards of living of the rest of the 
population. No wonder that beneficiaries are in strained 
financial circumstances and are increasingly resorting to 
food parcels and charitable relief. 27 

The reduced benefit levels may well have caused distress to 
certain groups. But the cuts were arbitrary and were not related to a 
'subsistence' budget or any formal idea of a minimum safety net as 
Stevens claims. New Zealand, like most western countries just does not 
have the information to link current benefit levels with 'subsistence'. 
The 1991 cuts almost certainly meant that relative poverty increased, 
because benefits declined as a proportion of average wages, but this 
measure is only an approximate indicator of relative poverty. New 
Zealand has little accurate information on trends in relative poverty. 

Comparing the generosity of cash benefit levels internationally 
faces severe information problems. However, in the most ambitious 
comparative work to date, a recent study has compared New Zealand's 
cash benefit levels with other OECD countries. The report concluded 
that 'Benefit levels for some groups remain relatively generous. 
Overall, before housing costs, social assistance benefit levels are four 
per cent above the OECD average value, even though national income 
per head is 11 per cent below the average. For single pensioners New 
Zealand benefits rank as the seventh highest in the OECD and for 
couples they are the ninth highest, although only five OECD countries 
have lower levels of national income' 28 

The process of trying to define and measure poverty is a useful 
process in itself. Alternative measures clarify different value positions 
and assumptions about the causes of poverty. New Zealand urgently 
needs more sophisticated studies on the nature and extent of poverty: 
there is still too much reliance on the now dated and simplistic ideas 
developed in the Royal Commission on Social Security in 1972. The 
debate on the effects of economic policy changes on standards of living 
has been shallow because neither side of the debate - the optimists and 
the pessimists - have been able to document their arguments with 
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convincing statistics or models of the long term dynamics of poverty. 
Social policy is expensive, with cash benefits costing around ten per 
cent of national income. It would surely be cost effective to spend more 
on high quality studies on the dynamics of poverty. Long term studies 
are needed to track the composition of poverty, and to measure the 
extent of the permanent 'underclass', if such a group exists. The New 
Zealand Treasury has attempted to measure the dynamics of poverty, 
but statistical sources for this are inadequate. The limited research does 
show considerable income mobility in New Zealand, thus weakening 
the underclass thesis. 29 Alleviating poverty and designing effective 
programs demands better information. Until New Zealand's statistics 
on poverty are improved, observers will have to remain sceptical about 
claims of increasing or decreasing poverty. 

Agnosticism about the validity of poverty measurement is intellec­
tually honest, but it does leave a major gap in social policy making. 
Imagine the state of modern economies, if economists said they could 
not measure economic parameters because it was too difficult! Most 
measures used in economic policy also have serious technical and 
philosophical problems, but are nevertheless used as a basis for major 
decisions. An indicator may have problems, but trends usually have 
meaning even if the absolute measure is faulty. It is now widely agreed 
in the United States, for example, that the consumer price index is 
flawed and probably overestimates price increases by around 50 per 
cent.30 This criticism could be made of the index in all western 
countries who use similarly flawed methodologies. The artificially high 
figure has major implications for government outlays, many of which 
are indexed. But no one suggests nations abandon the consumer price 
index. 

New Zealand has numerous competent poverty researchers. 
Perhaps it is time for a new, wide-ranging inquiry into the meaning, 
causes and extent of poverty. Resistance to this idea may come from 
those who feel that documenting poverty is a sign of policy failure in 
a country. This is not the appropriate attitude. The New Zealand 
economy and society, like other western countries, is undergoing 
dramatic and sometimes traumatic change, caused by some of the 
trends discussed in the next chapter. These changes can create stresses 
and indeed absolute destitution for particular groups in the population. 
New Zealand was a pioneering welfare state because it cared about 
how some groups - initially the aged - were being hurt by changes. 
With the limited information available, it now seems that children are 
the group most likely to be in poverty: they are innocent victims, as 
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deserving of help as the aged at the turn of the last century. Desirable 
large-scale economic change is more likely to gain political support if 
social casualties are monitored and assisted. Ignoring poverty can lead 
to an emotional reaction against the economic change necessary to 
provide the increases in real income per head that fund social services. 
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Chapter 6 

Inequality 

I n the past decade, a wide range of commentators have claimed that 
fundamental trends in western countries are leading to greater 

inequality in income and wealth. Robert Reich, the former United States 
Secretary of Labor and a leader of those pessimistic about inequality, 
claims that, since 1979, almost all the income growth in the United 
States went to the wealthiest fifth of American households: the poorest 
fifth saw their real income fall dramatically. Free market reforms in New 
Zealand have been blamed by some for creating greater inequality.! 
This chapter reviews the complex arguments on what is still an 
unresolved matter. The issue is vitally important because, if left 
unexamined, it could lead to resistance to the changes necessary for 
the long term vitality of western economies. Western welfare systems 
will have to be redesigned to cope with increasing inequality, if this is 
indeed an inevitable consequence of economic change in advanced 
economies. 

A strategy that focuses on ensuring that no household falls below 
a minimum poverty line is very different from emphasising the 
reduction in lifetime inequality. A society could, if it desired, have a 
well designed safety net, based on a sophisticated poverty line to 
eliminate most deprivation such as hunger, poor housing, inadequate 
health care and so on. This same society could also have a high degree 
of income inequality, with the top ten per cent of households earning 
vastly more than the bottom ten per cent. 

Understanding inequality, like poverty, poses complex chal­
lenges. 

Critics in New Zealand claim that inequalities persist, in part, 
because New Zealand (and Australia for that matter) refused to develop 
comprehensive welfare states on the Scandinavian model. The means­
tested 'residual' New Zealand welfare system ignores inequality, 
focusing instead on an austere safety net. 2 Reducing inequality, so the 
critics say, requires major structural changes in social and economic 
institutions. Sweden is one of the most equal societies in the western 
world. 3 This has required complex institutional arrangements to con­
trol wages, provide a wide range of subsidised public services, create 
many government jobs and, above all, maintain very high tax levels 
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that fund highly redistributive income support programs. 
'Equality of opportunity' is a central idea in western countries. 

While admitting that inequality exists, many believe that those from all 
income groups, even the lowest, should have the opportunity to climb 
the income ladder. Subsidised government educational provision, and 
especially higher education, is supposedly a key mechanism for 
achieving social mobility for even the poorest. Equality of opportunity 
is difficult to measure, and may be a myth in many countries because 
of discrimination on the basis of social class, race and gender, but it is 
nevertheless an important underlying value. Groups may resist 
changes needed for economic growth if they perceive the changes to 
be unfair. Economic change is more likely in the long run, if it increases 
equality of opportunity. 

The debate on the effects of widespread New Zealand economic 
reforms over the past decade has focused on events within New 
Zealand. But the past decade has witnessed powerful global move­
ments that influence poverty and inequality within particular countries. 
Changes in standards of living within New Zealand may often be more 
a result of these broad global patterns. This chapter surveys the main 
arguments. Robust conclusions are difficult to make because the world 
debate is in a state of flux. There is, however, some modest consensus 
that the trends towards inequality are not the inevitable result of global 
forces, but reflect particular political, social and institutional choices. 

Inequality in New Zealand 

Whether recent changes have altered income distribution is a complex 
issue. But it is important to realise that New Zealand before the reforms 
in the 1980s and 1990s was not a particularly egalitarian society, in 
terms of income and wealth equality. New settlers in Australian and 
New Zealand have tended to romanticise egalitarianism in these 
different societies. While wealth ownership in early New Zealand was 
more equal than countries like the United States and Britain, in 1912 
one per cent of New Zealanders owned 36 per cent of total wealth (the 
comparable figure in the United States was 56 per cent; for England 
and Wales 66 to 69 per cent). By 1939, the top one per cent in New 
Zealand owned 25 per cent, similar to the levels in the United States of 
31 per cent and was slightly more equal than Victoria from 1912 to 
1939.4 

Measuring inequality within one country over time is extremely 
difficult and international comparisons are even more complicated. 
Ideally, one requires information on after tax household income, and 
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also information about the supply of government selVices, especially 
health care, education, housing, and other significant selVices that alter 
comparative living standards. 

In 1996, the World Bank published the results of the most 
ambitious and thorough comparison of current gross income inequality 
in most countries in the world. The series applied sophisticated 
methods to standardise information, and is the best general guide yet 
to comparative inequality. The 'Gini coefficient' is widely used in 
inequality research and is 'equal to half the expected absolute differ­
ence in incomes, relative to the mean, between any two tax units 
drawn at random from the population: for example, a value of 36 
means that, on average, the absolute difference between the incomes 
of any two tax units is equal to 72 per cent of the mean'.5 In short, the 
lower the Gini level, the more equal the society, the higher the level, 
the greater inequality. 

Table 6.1 shows that New Zealand had an average level of current 
gross income inequality over the 1970-1990 period that was about 
average for affluent countries. It was more egalitarian than Australia, 
which was, apart from France, the most unequal society shown in the 
table, and was similar to Japan. Inequality in affluent countries was 
generally far less than in countries in Sub-Saharan Africa and Latin 
America. 

While the World Bank study is useful in giving a long term 
comparative view of inequality in New Zealand, it is of little use in 
answering the question of whether income equality increased over the 
past decade or so, when New Zealand was engaged in widespread 
economic reform. The Organisation for Economic Cooperation and 
Development (OECD) in Paris is the main source of comparable 
international statistics on this question because it standardises meas­
ures to ensure international comparability. 

The 1996 OECD report on the New Zealand economy published 
figures on trends in disposable income distribution for full time 
workers between 1980 and 1993, shown in Figures 6.1 and 6.2. Real 
disposable income is a more accurate gUide to changes in inequality 
because it takes account of changes to taxation (real disposable income 
in this table refers to gross wages and salaries minus taxes, adjusted for 
inflation). Part time work is becoming increasingly important in New 
Zealand so the focus on full time workers limits the value of the 
information. The information takes no account of changes in the level 
of cash benefits or subsidised government selVices such as health care 
and education. This information, obtained from Statistics New Zealand, 
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Table 6.1 

Inequality in industrial and high income developing countries circa 
1960-1990 (with selected comparisons) 

Country Average Minimum Maximum Ratio of top 
Gini Gini Gini quintile share 

of income to 
bottom quintile's 
share 

New Zealand 34.36 30.04 40.21 6.78 
Australia 37.88 32.02 41.72 8.32 
Canada 31.27 27.41 32.97 5.54 
Denmark 32.09 30.99 33.20 6.29 
France 43.11 34.85 49.00 6.31 
Germany 31.22 28.13 33.57 5.35 
Ireland 36.31 34.60 38.69 8.91 
Italy 34.93 32.02 41.00 4.94 
Netherlands 28.59 26.66 29.68 4.43 
Norway 34.21 30.57 37.52 7.39 
Sweden 31.63 27.31 33.41 5.64 
United Kingdom 25.98 22.90 32.40 4.03 
United States 35.28 33.50 38.16 8.46 
Total 33.19 22.90 56.00 6.63 
(21 countries) 

Japan 34.82 32.50 37.60 7.06 
Sub·Saharan 
Africa 44.71 28.90 63.18 11.61 
latin America/ 
Caribbean 50.15 37.92 61.88 16.02 

Source: Klaus Deininger and Lyn Squire 'A New Data Set Measuring Income 
Inequality', The World Bank Economic Review vol. 10, no.3, 1996, pp. 574-
7. 

The information from New Zealand is taken from twelve observations from 
1973 to 1990. The top quintile is the top fifth of income earners while the 
bottom quintile is the lowest fifth of the population. The ratio in the right hand 
column is a measure of the wealth of the top 20 per cent of earners as a 
multiple of the lowest 20 per cent. 
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Figure 6.1 

The evolution of real disposable income: full time wage and salary 
earners, New Zealand 1980-93. 
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Figure 6.2 

The evolution of real disposable income: full time wage and salary 
earners, New Zealand 1980-93: ratio of the higher to the lower 

quintile. 
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is no longer published, so it is not possible to update the Figures. 
Figures 6.1 and 6.2 show a clear pattern of a widening share of 

income for the top quintile (fifth) of income earners. From 1980 to 1993 
the upper quintile have increased their ratio of real net income to the 
lower quintile by about 15 per cent, and from the 1982 peak to the 1993 
peak by between five and six per cent. The figures are somewhat 
erratic, suggesting the influence of specific government decisions on 
taxes and benefits, and possibly the influence of recessions, booms, 
and stock market prices and dividends. The diagram also shows the 
decline of the middle quartile over most of the period from 1981 to 
1985, followed by a rise and then a settling down to a generally 
declining plateau. The real disposable income of the middle income 
group has declined over the 1980 to 1993 period by about five per cent. 
While income inequality often looks at just the top and bottom of the 
income distribution, trends in middle income quintiles are also very 
important, because many households are in this group and the 
maintenance of their standard of living is important in gaining political 
support for economic changes. 

The trend in lower quintile incomes is the most intriguing feature 
of the graph. The lower income quintile trend closely followed the 
middle income trend and exceeded it in some years, particularly 
between 1985 and 1988. The lower quintile has matched the middle 
income trend since 1988 - albeit with both on a gradually declining 
curve - suggesting that wage reduction in New Zealand has not been 
particularly dramatic for those in full time employment, despite labour 
market deregulation and that inequality among wage earners has not 
risen markedly. 

Declining real incomes for some groups in New Zealand are in 
part a result of the overall poor performance of the New Zealand 
economy. The debate over economic change and inequality in New 
Zealand has often been dominated by the argument that affluent 
groups have benefited more significantly than less well-off groups. The 
overall poor performance of the New Zealand economy, at least until 
the past few years, however, means that often most groups were in 
absolute decline in terms of living standards. Stephens and Walde grave 
show that from 1984 to 1993, all but the ninth and tenth income deciles 
(tenths) experienced declines in real incomes over the period, with the 
greatest falls being in the lowest five income deciles.6 Figure 6.3 shows 
the general decline between 1960 and 1995 in gross national product 
per head for New Zealand in purchasing power parities between 1960 
and 1995. New Zealand real incomes have declined dramatically 
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Figure 6.3 

Gross National Product per head in selected OECD countries. 
Current purchasing power parities OECD=1 00 
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between 1960 and 1992, with only modest exceptions in some years. 
Real income has increased since 1992. The figure shows the rapid 
increase in real income per head in]apan; even the sluggish Australian 
economy has performed better than New Zealand's over the period. 
The figure also shows the large gap in incomes per head in 1995 
between the low figure in New Zealand and the higher figures in]apan 
and especially the United States. 

The information to this point in this chapter has focused on broad 
indicators of trends in inequality over relatively long periods of time. 
The New Zealand Treasury has made its own summary measures of 
trends in inequality, again using the Gini coefficient. The measure is 
useful, not so much as for what it means in absolute terms, but in 
movements over time. Treasury found that current disposable income 
inequality, as shown by the Gini index, increased by five per cent 
between 1981-2 and 1987-8 (after dipping about four points in 1985-6). 
Inequality then increased by a significant 14 per cent between 1987-8 
and 1989-90. 

It is likely that the massive increase in unemployment was the 
major source of this trend. Unemployment rose particularly steeply in 
New Zealand, and many of those who once had workforce income 
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were reduced to relying on minimal means-tested welfare benefits, 
leading to an increase in income inequality? The steep rise in the New 
Zealand unemployment rate is shown in Figure 6.4. The income was 
more significant than in many other countries because New Zealand's 
rate was extremely low in the sixties and most of the seventies. The 
rapid decline in unemployment in the past few years should be 
reducing inequality as more low income households, formerly depend­
ent on minimal welfare benefits, receive higher wage and salary 
incomes. 

Significant increases in the numbers of single parents on welfare 
benefits is also another important factor in increasing inequality, 
although these women and children could well have been suffering 
low or declining incomes when they lived in intact families. The New 
Zealand welfare system, in common with other western countries, 
contributes indirectly to increased inequality in household income. 
Welfare benefits enable people to live independently, as separate, 
often low-income, households where earlier these people would have 
either stayed in their relationship, or lived with parents or other 
relatives. The welfare system has weakened two-or even three­
generation households by paying benefits to individuals or small 
households. 

Figure 6.4 

New Zealand unemployment rate 1960-1996 
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Figure 6.5 shows the incidence of low pay and earnings inequality 
for a range of countries, using the latest information from 1993 to 1995. 
The graph shows that New Zealand has the fourth highest incidence of 
low payout of the 15 countries examined. The United States and 
Canada have by far the highest incidence of low pay, and New Zealand 
is only three per cent above the level in Australia and a wide range of 
European countries such as France, Germany and Italy. New Zealand, 
however, has a very low level of unemployment compared to most 
other countries in the chart, which have reduced the incidence of low 
pay by maintaining high minimum wages and high unemployment. 
New Zealand has followed OECD recommendations and changed the 
tax and benefit and wage setting systems to make work 'pay'. For some 
groups this means lower pay, and this will emerge in statistics as a trend 

Figure 6.S 

Incidence of low pay and earnings inequality: selected OECD 
countries, 1993-5 
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towards greater earned income inequality. Leaving these groups on 
long term unemployment benefit reduces the level of earned income 
inequality but may be less desirable in the long term. 

Figure 6.6 show long term comparative trends in earnings disper­
sion (the incomes of the highest income decile divided by the lowest) 
in a range of advanced countries from 1970 to 1994-5. The graph 
shows, once again, the remarkably different trends in the United States 
which has experienced the most marked increase in earnings inequal­
ity. Wage inequality amongst men has been increasing in New Zealand 
in the 1980s and early 1990s, but the trend is decreasing, especially 
amongst female workers where inequality has decreased since 1990. 

The international trends show marked differences between coun­
tries, although there is a general upward trend apparent in earnings 
dispersion (the ratio of the top ten per cent of earners to the bottom ten 
per cent) in some countries since around 1980. Of the countries listed, 
the United States has seen a much steeper downward slide for the 
lowest income quintile, caused by a complex range of factors including 
a low minimum wage, a strong shift away from the poorly educated in 
the labour market, and an uneven and austere social welfare system 
that varies significantly between states.8 New Zealand has also seen 
significant rises in income dispersion for men, although the increase 
has not been as dramatic as in the United States or Britain. The increase 
in income dispersion in New Zealand since the mid 1980s has not been 
all that different from Australia, even though the latter had not 
implemented major economic reforms over that period. 

Explanations for increasing inequality in western countries 

There are many possible explanations for a general increase in 
inequality in western countries. The extensive literature on the com­
plex range of influences rarely specifically mentions New Zealand but 
is useful to the New Zealand situation because it looks beyond internal 
policy changes. The factors used to explain increasing inequality are 
summarised in Table 6.2. 

(a) Globalisation 

The New Zealand welfare system was designed at a time when the 
nation-state was more relevant than it is today. Small countries like 
Australia, New Zealand, and the Scandinavian nations believed that 
they could control their destiny through Keynesian economic manage­
ment, protective tariffs, and generous welfare states. The formula 
worked for a long time, making it difficult to convince current 
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Figure 6.6 

Trends in earnings dispersion: incomes of the top decile divided by 
the bottom decile (09/01) 1970-circa 1995 
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Table 6.2 

Main factors believed to be responsible for increasing inequality in 
western countries 

Trend 
Globalisation 

Technology and 
downsizing 

Service-based economy 

Immigration 

Underclass dynamics 

Transitional problems 

Main characteristics 
Open world economies causes a 'race to the bot­
tom' as companies seek out the lowest cost loca­
tion. High labour cost western economies disadvan­

taged. 
Reduces labour demand, especially for the 
downsized non-computer literate. New telecommu­
nications make globalised economies more likely. 
Skilled part requires highly educated employees; 
unskilled part has low productivity that pays low 
wages, offers no career opportunities. A few top 
performers may obtain most of the rewards. 
large numbers of low skilled immigrants reduce low 
skill wages. 
A wide range of factors has created a permanent 
'underclass' in western countries that is difficult to 

integrate into the mainstream economy. 
The shift to a service economy and the increased 

demand for skilled workers has left a large pool of 
workers, many older, who need retraining or early 
retirement. 

Source: Adapted, in part, from the ideas in Barry Bluestone 'The Inequality 
Express', The American Prospect, no. 20, Winter 1995, pp. 81-93. 

generations that circumstances are now very different. The 'Golden 
Age' from 1945 to 1973 is still the dominant idea for most New 
Zealanders of what is 'normal'. Past successes lead to persistent 
nostalgic efforts to recreate the past. 

Globalisation is given considerable attention here because it is a 
very important topic, even though many of the debates on the issue are 
annoyingly inconclusive. New Zealand's economic reforms have been 
underpinned by a commitment to open up the once heavily protected 
and regulated economy to international competition. The process still 
has some way to go, with plans to move to zero tariffs on imports by 
early next century. Internationalisation is a radical step for a small 
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economy and there are worries that there may be resistance to 
liberalisation. The Australian Labor Party, for example, has, in opposi­
tion, reversed its free-trade stance and now supports the maintenance 
of considerable protective barriers. Globalisation engenders fear that 
can be mobilised politically, at possibly high long run costs and 
reduced economic growth rates in the future. 

The New Zealand economy has become rapidly internationalised. 
In 1994, exports accounted for 23.8 per cent of gross national product 
in New Zealand, and exports have increased by an average of 6.5 per 
cent a year over the past five years. In contrast, exports account for only 
7.7 per cent of gross national product in the United States and 8.6 per 
cent in JapanY The openness of the New Zealand economy - the ratio 
of imports plus exports as a percentage of GDP increased by 42 per 
cent between 1983 and 1993.10 The growing role of foreign trade in 
New Zealand is not in itself evidence of growing inequality and could 
indeed be a sign of increasing national wealth for all. It all depends on 
the nature of the trends in trade and their influence on employment 
and wages. This information is not available at the moment. 

Many now argue that the nation state has limited relevance to 
modern economic and social policies. National governments have a 
shrinking ability to control their destinies because collective action and 
public goods now overlap national borders and footloose corporations 
search for the most profitable locations. 11 To some writers, the modern 
world is returning to a Social Darwinist era of ruthless international 
competition, with the strongest countries winning the battle. 12 Sachs 
and Warner, after reviewing global economic trends and the opening 
up of most economies to global competition, argue that 

The world economy at the end of the twentieth century 
looks much like the world economy at the end of the 
nineteenth century. A global capitalist system is taking 
shape, drawing almost all regions of the world into arrange­
menl<; of open trade and harmonised economic institutions. 
As in the nineteenth century, this new round of 
globalisation promises to lead to economic convergence 
for the countries that join the system. In this paper we have 
provided strong evidence of convergence among open 
economies during 1970-89, as well as evidence of acceler­
ating growth in the countries that have recently undertaken 
market reforms.13 

The Japanese writer Kenichi Ohmae is the most iconoclastic, 
arguing that the nation-state has come to an end. 14 Benjamin Barber 
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refers to 'McWorid' to describe the relentless spread of American 
lifestyles and corporations across the world. IS Information, technology, 
capital, and goods and services are now highly mobile. Immigration 
between countries is still highly restricted, but large scale tourism and 
illegal immigration makes it increasingly difficult to control the interna­
tional movement of people. 

The new globalisation creates an obsession with becoming inter­
nationally competitive. Nations must adjust their tax levels, labour 
costs, and a wide range of other elements in competitiveness, it is held, 
if they are to attract capital and continue to develop economically, 
enhancing productivity, improving human capital, and serving the 
needs of a growing economy.16 

A failure to be internationally competitive will mean a slowly 
growing economy, reduced job opportunities especially in emerging 
industries, and increasing inequality. 

Globalisation places a premium on mobility. Hans-Werner Sinn, 
an economist at the University of Munich, has adapted the well known 
public choice location theory made famous by Charles Tiebout in 1956, 
according to which households and firms are mobile over time and 
seek out low tax locations. This leads to concentrations of the wealthy 
and of the poor in different, contrasting areas. 17 

New York City is a good example of this polarising effect. The rich 
households and cost-conscious firms leave the high tax city, which 
then faces an impossible spiral of ever higher taxes to service its 
growing poor population. To Sinn, this location competition will see 
the death of the high tax social insurance states such as Germany, the 
Netherlands, France and Sweden. Sinn's article has been influential in 
policy discussion in the European Community, because he emphasised 
that the movement of industry is responsive to different tax levels in 
various countries. 

Industries located in Europe or thinking of locating there, ruth­
lessly seek out the best deal, and are attracted to countries with low 
taxes, low wages, and low social security benefits. Western European 
countries are engaged in frantic competitive efforts to attract industries. 
The owners of capital now have enormous power over governments, 
and economic development agencies in Western Europe routinely pay 
subsidies to attract employment. In 1996, the grants per new job 
attracted ranged from UK £12,000 to £20,000. 18 The Irish economy is 
booming because of generous grants and a low ten per cent company 
tax rate. Britain is also attracting a large share of incoming investment, 
perhaps because it has lower wages and lower employer financed 
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social security taxes, in comparison with continental European coun­
tries such as Sweden or Germany, Korean companies are investing in 
Britain on a large scale, claiming that wages are often lower than in 
Korea, 

Globalisation is leading to 'competitive deregulation', defined as 
the 'possibility that firms in areas with low social wages may be able to 
undercut the prices of competitors, causing firms in areas with high 
social wages to either go out of business, relocate, or pressure local 
public officials and workers to reduce social wage costs, In extreme 
scenarios, these actions could fuel a downward spiral in social 
provision, eventually producing rudimentary, lowest-common-de­
nominator social policies.'19 

Firms that locate in low cost areas such as Ireland or Britain are 
accused of 'social dumping', 

The academics who not so long ago admired the wonders of 
corporatism in European countries - the comfortable unity of industry, 
labour and government to push up wages, prices and social benefits -
now accept the inevitability of ruthless international and even inter­
regional competition, Streeck says that 

The outcome of regime competition is biased in favour of 
capital. This effect need not, and probably will not, arise in 
one or two years, given, for example, the interests of 
national governments in retaining a modicum of control 
over their domestic political economies, But in the long run, 
unless national social policy regimes can somehow gener­
ate the political resources for strengthening their capacity to 
contain competition among them, their character will be 
fundamentally altered by market constraints on national 
initiatives to expand social protection: successful rollbacks 
of overextended national systems exposed to competition; 
the difficulty of developing innovative policies under strict 
international compatibility requirements; subtle power 
shifts inside national systems due to exit threats from 
mobile participants; the need to turn social policies into 
incentives for investors; and, not least, the response of 
business firms to the market incentives offered by regime 
competition,20 

Recent event~ in Germany suggest that a national crisis over 
uncompetitiveness can develop very quickly, While the problems of 
the Swedish welfare state have been well known for some time, 
Germany was thought to be invulnerable to the effects of globalisation, 
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It has a very large, highly productive economy, with widely admired 
education and training systems and envied prowess in technologically 
sophisticated products. Nevertheless, in 1996, German was facing an 
economic crisis, with sluggish growth, high unemployment, uncontrol­
lable budget deficits, and high taxes which encouraged companies 
such as BMW and Mercedes Benz to build new plants in Eastern 
Europe or the United States. In 1993, welfare expenditures in Germany 
accounted for 34 per cent of national product, requiring very high taxes 
on both employers and employees.21 

In early 1997, The Economist reported that almost a third of 
manufacturers in Germany planned to shift some production abroad in 
the next three years, mostly to Eastern Europe. German companies 
almost doubled their investment abroad in 1995 to record levels. 
Employers, fearing industrial unrest, have defied government direc­
tions to reduce sick pay below 100 per cent replacement of wages. 
Workers who lose their jobs still get close to two-thirds of their 
previous wage for a year (almost three years if they are over 54) and 
half thereafter, which could well be forever. Germany has taken a 
number of steps to become more competitive and cope with the 
unemployment rate, expected to be nearly 12 per cent of the labour 
force in early 1997, but is facing fierce resistance from workers.2~ 

Competition for industry is not only between nations. The state 
governments in Australia and the United States offer generous subsi­
dies to attract industry to their particular locations. In the United States, 
this competition has created a 'race to the bottom', as states reduce 
welfare outlays to cut taxes, make themselves less attractive to the 
poor, and attract industry. 23 Special subsidies to industry are costly and 
wasteful and usually end up being matched by other areas. It is far 
more effective to copy the New Zealand policy of reforming the 
economy to change the fundamentals such as taxation and regulation 
that reduce competitiveness. This is the strong argument in a recent 
report on wasteful state and local industry assistance in Australia. 24 

The globalisation perspective can produce very pessimistic views 
on the future of high wage, high social benefit western economies. The 
economist Michael Jensen argues that western countries can only 
survive the competition from the vast labour pool in developing 
countries by downsizing their organisations, substituting capital for 
labour, and ensuring that their small workforces are highly skilled. To 
Jensen, the new globalisation is so significant he calls it the 'modern 
industrial revolution'.25 

Jensen is convinced that western economies will have great 
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difficulty in competing with the vast pool of labour in non-western 
countries. Labour in the poorer Asian countries, such as India, China, 
and Indonesia, costs only about US$2 per day, in contrast to an average 
of US$84 per day for the United States and Europe. These vast 
differentials in labour costs require a new wave of economic restructur~ 
ing in western economies. Jensen summarises his views: 

While the changes associated with bringing a potential 1.2 
billion low cost labourers onto world markets will signifi­
cantly increase average living standards throughout the 
world, they will also bring massive obsolescence of capital 
(manifested in the form of excess capacity) in western 
economies as the adjustments sweep through the system. 
Western managers cannot count on the backward nature of 
these economies to limit competition from these new 
human resources. Experience in China and elsewhere 
indicates the problems associated with bringing relatively 
current technology on line with labor forces in these areas 
is possible with fewer difficulties than one might antici­
pate. 26 

The new competitive western enterprises will require highly 
educated 'symbolic analysts,' who use technology and new informa­
tion technologies to create high-value-added but low cost enterprises. 
Those who do not increase their level of human capital will be 
condemned to low wages. Employers will move labour intensive, low 
productivity activities to poor countries. 

Western countries will continue to experience widening inequal­
ity, as the highly skilled benefit from higher wages, while the less 
skilled suffer falling wages or are supported by welfare state benefits. 
In a globalised world, the unskilled person in Auckland cannot expect 
to earn much more than the unskilled person in Beijing. This analysis 
is widely accepted, and was popularised by Robert Reich, in his book 
The Work of Nations: Preparing Ourselvesfor 21st Century Capitalism, 
published in 1991.27 

The economist Adrian Wood has presented the most pessimistic 
argument for the effects of free trade on the lower skilled in western 
economies. Wood's research suggests that imports from low wage 
countries have caused a substantial decline in the demand for unskilled 
labour in the developed countries - by about 20 per cent up to 1990.28 

He recommends massive investment in training and education in 
western countries to develop the human capital advantages of the the 
less skilled. Wood maintains his commitment to free trade, because the 
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developing countries offer important new markets for western coun­
tries, and low cost imports from low wage countries improve the living 
standards of all income groups in western countries, There is vety 
strong intellectual support for the benefits of free trade,29 An exhaus­
tive study of most countries in the world found a strong causal 
relationship between an open economy and higher rates of long term 
economic growth,30 

The American economist Paul Krugman is the major critic of what 
he calls 'pop internationalism', or the attempt to blame globalisation for 
the increasing inequality in incomes in the United States and Europe 
and the collapse in the demand for unskilled labour, Krugman writes 
from an American perspective, and points out that the United States, 
despite appearances to the contrary, is not a major trading nation, 
Exports in 1994 accounted for only 7,7 per cent of the American 
economy, about the same percentage as in 1890, 

Krugman attacks pop internationalism from many perspectives, 
He claims that there is little that is new in all this, The world economy 
was in fact more internationalised last century, Economies were then 
far more dominated by primaty production and manufacturing, and as 
he says, 'a centuty ago, Chicago meatpackers were acutely aware of 
their competition with New Zealand',31 

The attack on the social effects of modern globalisation is based 
on an admiration - or even fear - of the incredible growth rates of 
Japan and the 'Asian Tigers' such as Singapore over the past few 
decades, Many feel that western nations just cannot compete with these 
Asian economies, which are pure 'developmental' states without the 
responsibilities of welfare systems that burden western economies, 

Krugman denies that these high growth Asian countries are 
particularly efficient. Japanese growth has slowed, and much of Asia's 
growth has been a result of increases in inputs of land, labour, and 
capital. Krugman draws chilling parallels with the American fear of 
Russia's rapid growth in the 1960s, Krugman's main point is that any 
countty can grow rapidly up to a certain point just by increasing inputs: 
by taking unemployed or underemployed labour from the farms or 
families and putting them into factories or into mechanised agriculture, 
But, he argues, at some time the supply of inputs will be exhausted, 
and these apparently high growth economies will stagnate at a level of 
per capita income that is well below the richest western countries, They 
will then only grow by becoming more efficient, producing more 
output for a given level of input. Improvements in efficiency will then 
require massive investments in physical and social infrastructure, 
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especially in the human capital levels of the population. 
The globalisation argument may also be based upon misunder­

stood fundamental trends in modern western economies. Krugman 
argues that 'the kinds of jobs that grow over time are not the things that 
we do well but the things that we do badly'·32 For example, western 
economies have become very efficient at producing food, so few 
people are employed in food production. A similar argument can be 
made for modern, internationally competitive manufacturing plants. In 
1995, only 28.4 per cent of the New Zealand workforce were employed 
in agriculture, hunting, fishing, forestry and manufacturing. As 
Krugman says, western countries are efficient at producing goods, but 
are not very good at increasing productivity in services, even though 
services'now dominate employment in modern economies. 

If Krugman is correct, western economies will only grow in the 
future by improving productivity in the services sector, even though 
much of this is not internationally tradeable, at least not in the short 
term. There are signs that the service sector is becoming globalised, as 
shown by the spread of global firms in food CMcDonalds etc.), waste 
disposal, and financial services such as insurance. Child care, restau­
rants, banking, education, and hospital and aged care services are 
increasingly dominating modern economies. Growth will require 
improvements in these activities. Productivity growth in modern New 
Zealand is not impressive, after adjusting for the influence of cyclical 
movements in economic activity. The OECD claims in its 1996 report 
that 'labour productivity gains have not been outstanding, averaging 
one and a half per cent per annum'. 33 

The debate on the effects of imports from low wage countries 
continues to rage in the United States, and elsewhere, with indetermi­
nate results. It is agreed that trade with poorer countries in the past 
decade did reduce the proportion of the developed world's population 
employed in manufacturing by 1 to 2 percentage points. 34 This does 
not appear to be very significant in comparison with other structural 
changes occurring in economies, such as the downsizing of the 
government sector. A survey of interested economists at a 1995 
conference in New York found that the economists blamed foreign 
trade for only 11 per cent of the increase in income inequality in the 
United States.35 

More worrying for small economies such as Australia and New 
Zealand is the trend towards industrial specialisation and outsourcing 
by large international corporations. This has been identified as another 
source of wage inequality because companies are attracted to low cost 
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producers, whether they be in low wage countries or in large scale, 
highly efficient plants in developed economies.36 Increasingly, compo­
nent parts for manufactured products are being sourced from many 
countries, including developed economies. Scale economies may 
make it uneconomic for large companies to manufacture for the small 
markets in New Zealand. Australia, albeit with significant help from 
tariffs, is developing some important niches in motor vehicle compo­
nent manufacture, mainly for export, that are typical of trends in world 
trade. Some economists argue that such a return to an emphasis on 
scale economies may damage the interests of small economies.37 

On the other hand, 'post-Fordist' production trends are contrary to 
such a return to scale economies. Post-Fordist theory claims that the 
mass production era is over.38 New computer technologies and rapidly 
changing tastes mean that flexible production has replaced mass 
production. Product markets, even for significant items such as cars, 
are dominated by short model-life products that require great 
workforce and production flexibility. Firms will locate in higher cost 
areas with well trained, flexible workforces that can produce high­
value-added products for rapidly changing markets. Well-known 
examples of this trend include New Zealand's exports of yachting 
equipment and Australia's flourishing export trade in sophisticated, 
large catamarans for ferry services in Europe and Asia. Innovative 
design, capital-intensive manufacturing, and speedy production of 
custom items overcomes the disadvantage of high labour costs and 
distance from markets. 

Post-Fordism suggests that small countries such as Australia and 
New Zealand will have to specialise more in the future. 39 This 
specialisation is contrary to the self-sufficiency and import replacement 
that was the basic policy premise for most of this century. Specialisa­
tion involves some risks, because the economies become more 
vulnerable to changes in a small range of industries. Specialisation 
requires structural changes in the economy, perhaps well in excess of 
those in the past decade. 

The effects of globalisation are obviously an important element in 
modern government. Paul Krugman's sceptical arguments may well be 
correct because the sheer size of the American economy reduces the 
effects of globalisation there. But Australia, and especially New 
Zealand, are far smaller economies, and are dependent on what 
happens elsewhere in the world. Paranoia about globalisation, compe­
tition from low wage countries, and outsourcing by large multination­
als, could well lead to strong pressures for retaining existing protection 
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or even increasing tariffs in the future. New Zealand currently is rated 
quite highly by international competitiveness agencies.40 But some 
industries are still comparatively highly protected, and there remain 
significant problems in the economy, as shown by the 1996 OECD 
economic survey. 

The literature on post-Fordism and globalisation always concludes 
by insisting on the primacy of human capital investments in western 
countries. Poor countries have vast populations with low wage costs, 
but they rarely have well trained and educated labour forces. New 
Zealand is criticised by the OECD for its inadequate human capital 
programs, and its rate of economic growth now is being constrained by 
a shortage of skilled workers. New Zealand will probably have to 
increase spending on well planned human capital programs in the 
future if it is to avoid increasing inequality. 

The debate on globalisation is confusing but some tentative 
conclusions can be made on the implications for New Zealand. 
Krugman's arguments attacking globalisation as a cause of inequality 
may be relevant to the vast American economy but are probably less 
relevant for New Zealand. The small New Zealand economy is 
vulnerable to global trends because its small size means it will become 
increasingly dominated by trade: imports plus exports will almost 
certainly grow as a proportion of national product. New Zealand does 
not have a welfare system anything like the high cost examples in 
western Europe that are a major problem in international competitive­
ness for major industrial powers such as Germany. But New Zealand 
does have a far higher level of dependency than in the past, and faces 
significantly higher outlays in the future for major dependency groups 
such as single parents and the aged. New Zealand also has a very low 
rate of household savings, a major disadvantage because competing 
Asian economies typically save and invest high proportions of income. 
New Zealand will have to reduce the scale of welfare dependency if it 
has to lower taxes in the future to improve international 
competitiveness. 

(h) Technology and downsizing 

Research on inequality in western countries now emphasises the role 
of massive technological change in modern economies. The low price, 
extraordinary sophistication, and high productivity of modern technol­
ogy accelerate the pace of adaptation needed to adjust to new 
technology. Paul Krugman argues that the effect of technological 
change is a far more important explanation of growing inequality than 

115 



Michael Jones 

the more popular emphasis on foreign trade.41 Few argue that techno­
logical change should be slowed down, because it is the key to 
improved productivity and higher living standards. Technological 
change, however, requires a more adaptable human capital system that 
retrains workers made redundant by technological change. This 'skills 
mismatch' is much discussed in western economies. 

Economists in the past were usually optimistic about the employ­
ment effects of technology, arguing that technology improved produc­
tivity, raised real incomes, and had no significant implications for 
overall unemployment in a mobile workforce.42 Joseph Schumpeter 
emphasised that capitalists who survive must participate in the 'peren­
nial gale of creative destruction. The problem that is usually being 
visualised is how capitalism administers existing structures, whereas 
the relevant problem is how it creates and destroys them. ,43 

There is widespread concern, in the United States and Europe 
especially, with the extensive wave of 'downsizing' in larger organisa­
tions in the public and private sector. In a major series of articles in 1996 
The New York Times claimed that American firms had shed 43 million 
jobs through downsizing since the early 1970s.44 This downsizing is 
supposed to be destroying the past pattern of long-term careers, and 
reducing the proportion of the population with employer-funded 
benefits such as superannuation. Some of this downsizing is the result 
of new technologies which allow companies to operate with fewer 
staff, especially at the middle management and supervisor level. 
Downsizing is now part of modern management philosophy with a 
recent book from Harvard Business School even being called Creative 
Destruction.45 

There is major debate on the validity of the downsizing argument. 
It is possible that many of the former employees who have been 
displaced are employed by dynamic new smaller firms that are 
expanding in other parts of the economy. A recent book on wage 
inequality in the United States argues that wage inequality is not a result 
of technological change or foreign trade. It is primarily a product of 
American corporate philosophies that pay managers and supervisors 
very high wages and cut lower level staff or reduce their wages. It is a 
result of intra-firm distribution of income, caused in part by declining 
union membership.46 

Wage fixing deregulation weakened unions in New Zealand, 
although unions are also declining in many western countries for a 
wide variety of other reasons: union membership in New Zealand has 
declined from 43.5 per cent of the workforce in 1985 to 23.4 per cent 
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in 1994.47 Deregulation and globalisation of the broader economy 
weakens unions and reduces or destroys the premium wages previ­
ously enjoyed in protected industries. This process is most obvious in 
the United States. New airlines like Southwest grow rapidly because 
they offer lower fares based on much lower labour costs - even for 
pilots - than the older airlines. The older airlines must in turn reduce 
their costs through wage reduction or other methods, or establish new 
low cost airline subsidiaries to compete with other low cost carriers. 

The effects of technology on inequality are still very debatable. 
Rapid technological change has happened in the past without apparent 
effects on inequality. No western country is prepared to limit techno­
logical change, which is considered essential to improved competitive­
ness. All affluent countries have responded to technological change by 
improving training and education, or by encouraging the exit from the 
workforce of older workers with few skills or skills unsuited to the 
modern economy. 

A recent study of employment creation in the United States has 
claimed that most of those who lost their jobs in downsizing in recent 
years have been quickly reabsorbed into the workforce - at salaries on 
average 14 per cent lower. This is much less than the 40 per cent 
reduction claimed by some.48 The same study found that 68 per cent of 
new jobs created in the United States in the past two years have been 
in industries paying above average wages, such as high technology and 
finance. There is now a growing recognition that it is senseless to 
protect labour in inefficient sectors. Companies in the United States 
shed 17.4 million workers from 1990 to 1995 but the economy created 
28.4 million net new jobs over that period.49 

The new mood in western countries recognises that pessimism 
about growing inequality, and the extension of low skill, low-paid 
'hamburger flipping' jobs, was a product of an economy in transition 
and a major recession in the early 1990s. The United States economy, 
once the example of escalating inequality, is now creating employment 
at very high levels. Great Britain is one of the more rapidly growing 
economies in Europe. New Zealand is also one of the most rapidly 
growing western economies. Restructuring is obviously working: the 
lasting effects upon inequality remain very unclear. The United States 
example may be misleading for countries like New Zealand. The 
United States is fortunate in leading the world in major growth 
industries such as software, multi-media, films, and other parts of the 
knowledge and information sector. 

117 



Michael Jones 

(c) The service-based economy 

New Zealand, like all modern economies, has experienced a rapid 
growth in service industries. Some claim that the shift from manufac­
turing to services is a key cause of inequality because service jobs are 
usually menial, poorly paid, part-time, and offer little career advance­
ment. Services now account for around 80 per cent of paid jobs in the 
United States. so Nor are service jobs necessarily low skill. Advances in 
information technology allow the development of computer software 
that makes many service industries as capital intensive as many parts 
of manufacturing industry. Hospitals, for example, are far more 
information technology intensive than in the past. Four-fifths of 
information technology sold in the United States is now purchased by 
service providers. This increasing sophistication increases the case for 
better staff retraining and education. The service sector can no longer 
be a dumping ground for low skilled labour. This may increase 
inequality for the unskilled, at least until they are retrained. 

The increasing capitalisation of the services sector should improve 
productivity and raise wages. Sluggish productivity in many service 
industries has been blamed for poor income growth in western 
countries. If 80 per cent of modern economies are based on services, 
high rates of economic growth must depend on improvements in 
service industry productivity. 

The growth of the service sector has been female friendly. In the 
past the manufacturing and agricultural economy favoured male 
workers rather than females. But most service industries use female 
labour heavily and could prefer women, who may be more skilled in 
dealing with the public. Some of the service sector growth is in 
industries that replace activities formerly carried out in the home by 
women. Child care and aged care services are two clear examples of 
female based occupations. Sweden has very high levels of female 
workforce participation rate in welfare state activities such as child 
care. New Zealand's female workforce participation has risen signifi­
cantly over the past few decades and is above the OECD average, but 
it is still well below the level in other countries such as Sweden. 

Increased female workforce participation changes the nature of 
the New Zealand welfare state. The New Zealand welfare state was 
based historically on the assumption that most households would have 
a single income - that of a male breadwinner. Pensions for widows 
were introduced in 1911, far earlier than in most other countries in 
recognition of the importance of the loss of such an income. The rise 
of the two income family changes the pattern of income distribution. 
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Many households have two incomes, while some have no income apart 
from social welfare. This trend may explain part of the increase in 
inequality in household income, noted in many western countries. 

Germany has taken a deliberate policy decision to discourage the 
two earner household and increase the number of positions available 
for male breadwinners,51 Incomes of couples in Germany have to be 
added together for tax purposes, creating a substantial disincentive for 
female workforce participation. Germany also does little to provide 
child care services, a further discouragement for female workforce 
participation. Women receive recognition for being mothers and gain 
points towards contributory social insurance. The suppressed female 
labour force is a major obstacle to the flexibility of the German 
economy. Female workforce participation seems certain to rise in New 
Zealand, encouraged by the tax system and the changing service 
economy. Inequality in household income may well grow with this. 

The growth of the service sector may create what some econo­
mists call 'winner-take-all' labour markets. These economists have 
argued that modern labour markets tend to reward a few with vast 
payments, while the mass of employees suffer low or declining 
rewards. The earnings of top movie actors, recording artists, lawyers 
and entrepreneurs do indeed seem to have soared in the United 
States.52 These new trends in labour markets are made possible by 
modern technology. Bill Gates, the owner of Microsoft, has a vast 
income because software, although expensive to develop, is cheap to 
reproduce. Similarly, a pop star can flood the world with his latest 
record, reproduced cheaply. It is not clear what can be done about this 
trend. People often want the best product: they do not want the second 
best software or a second tier record. Massive incomes, such as are not 
uncommon in the United States, can be taxed, but there is no guarantee 
that the income earners will not move to a low tax area in another 
country. 

(d) Immigration 

Immigration can influence the pattern of inequality. 53 In the United 
States, large numbers of often unskilled legal and illegal immigrants 
increase competition and depress wages in low-skill labour markets. 
New Zealand's immigration program is modest, and it difficult to argue 
that immigrants reduce wages and increase inequality. 

Modern immigration is different to that in the past. Open econo­
mies and flexible wage systems mean that unskilled migrants will either 
work for low wages or become dependent on social welfare, both of 
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which may encourage greater income inequality in a society. This 
process is most apparent in the United States, where service industries 
such as food and hospitality have a high labour content because of very 
low wages. Los Angeles, which has a high proportion of immigrants, 
has been called the 'capital of the Third World'.54 Those on middle and 
upper incomes are able to employ maids, gardeners, and child carers 
for a few dollars an hour, far below the rates payable in New Zealand 
or Australia. Welfare benefits are either very low, or more likely, not 
available. Countries like New Zealand, with a long history of minimum 
wages and social safety nets, would not support the American 
arrangements. 

New Zealand has to be cautious about immigration in the future. 
Large scale immigration of unskilled or low skilled people could 
increase inequality because of the difficulty of absorbing these mi­
grants into the economy. Most western countries have reduced migrant 
intakes or, like Australia, are about to reduce the levels. This may have 
more to do with social resentment, scapegoating, and even racial 
prejudice than any rational economic argument. The radical right in 
western Europe is very strongly opposed to immigration. This opposi­
tion is based, in part, on the fear that new immigrants will reduce the 
viability of welfare state benefits for longer term residents.55 The United 
States and Australia have recently implemented laws that restrict 
immigrant access to welfare benefits for some years, creating potential 
social distress amongst some groups. 

However, the OECD argues that New Zealand's economic growth 
is restricted because of severe shortages of skilled labour. 56 Local 
education and training cannot overcome these shortages quickly so 
there may be a need for small scale, targeted, skilled immigration. 

(e) Underclass dynamics 

In all discussions of inequality today, there is growing attention to the 
'underclass', especially in American and British literature. Definitions 
of the 'underclass' usually stress the persistence of multiple depriva­
tions, often transmitted between generations. There is a fear that 
renewed economic growth is bypassing a hardcore poverty group, 
drawing new labour force entrants from the young, others without 
previous workforce experience, or immigrants. The underclass is 
usually concentrated in inner-city ghetto areas, and displays high levels 
of dysfunctional behaviour such as welfare dependency, dropping out 
of school, drug addiction, crime, weak labour force attachment, and 
early out-of-wedlock child bearingY 
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The underclass approach to poverty and inequality is valuable 
because it focuses on asset deficiencies. The underclass are of course 
deficient in financial assets, but also physical capital (poor housing and 
low quality neighbourhoods), social capital (family instability and high 
crime levels), and human capital (poor levels of skills, education and 
earning capacity). Most poverty surveys give little attention to assets 
beyond housing costs. Sherraden argues that when people have assets 
they behave differently, and the world responds differently to them as 
well. Assets can improve household stability, create a viable and 
hopeful future, stimulate the development of other assets, especially 
human capital, allow people to focus and specialise, provide a 
foundation for risk taking, increase social influence, self-confidence, 
and political participation and enhance the welfare of offspring. 58 

There are some dangers that Maoris in New Zealand could form an 
American style underclass. Figure 6.7 shows the dramatic recent 
increase in unemployment amongst Maoris (13 per cent of the 
population) and Pacific Islanders (four per cent of the population) and 
the even more disturbing decline in workforce participation levels 
amongst these two groups. Because Maoris and Pacific Islanders have 
young populations which should have a high participation rate 
compared to Europeans/Pakehas, age adjusted participation rates are 
really ten per cent lower than non-Maori,59 

Unemployment amongst Maoris and Pacific Islanders has declined 
considerably from the peak in 1991, but it is still high - around 15 per 
cent - which is far higher than the 4.5 per cent rate amongst Pakehas. 
The decline in unskilled jobs has reduced Maori employment. The 
decline in employment amongst Maoris and Pacific Islanders is now a 
major problem in the New Zealand welfare state, of which policy 
makers are very aware. 

Maoris have a disturbingly high level of single parent families, and 
receive single parents benefit (domestic purposes) at more than three 
times the rate of non-Maoris. Maori teenage child bearing, a key 
indicator of underclass behaviour according to American research, is 
still about three times the level for non-Maoris, but has almost halved 
between 1966 and 1993. 

There are interesting comparisons between Australian Aboriginal 
people and the Maoris. Maoris appear on a wide range of indicators to 
be vastly more advantaged than Australian Aboriginals, which can be 
explained by early New Zealand policies to include Maoris in main­
stream society. The Maori have had equal citizenship rights to all social 
welfare benefits from the time of the first aged pension in 1898. 
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Figure 6.7 

Unemployment and participation rates by ethnic group 
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Australian Aboriginal people, partly because of constitutional provi­
sions and of racism, were not allowed access to Commonwealth social 
service benefits until the 1940s, and did not receive full welfare state 
recognition until 1967.60 The Maoris are far more urbanised than 
Australian Aboriginal people, 72 per cent of whom lived outside capital 
cities in 1991. Maoris, too, had full voting and citizenship rights from 
last century, while Aboriginals did not gain these rights until the 1960s. 

Aboriginal people have low levels of workforce participation and 
high levels of unemployment, ranging up to 41 per cent in some areas; 
the overall rate in 1991 was 32 per cent for males and 28 per cent for 
females. Aboriginal incomes are low and those employed are concen­
trated in lower-level jobs. A high proportion of Aboriginal people have 
been employed in government-funded employment schemes which 
are not very effective.61 Aboriginal life expectancies are around 20 
years below non-Aboriginal levels in Australia, while Maoris have a life 
expectancy that is only 5.4 years for men and 6.2 years for females 
below Pakehas. 62 

Despite their disadvantage, it is unlikely that the Maoris will 
become an underclass on the American model. Importantly, New 
Zealand's comprehensive social welfare policies cover Maoris. In 
contrast, the underclass in American cities often have inadequate 
welfare benefits, if these are available at all, have no comprehensive 
health care cover, and live in highly segregated poor quality ghettoes, 
isolated from many facilities. New Zealand has disadvantaged residen­
tial areas but few, if any, compare with the extensive ghettoes in major 
American cities. All the evidence suggests that the Maori population is 
undergoing a major demographic transition that will weaken 
underclass processes. The birth rate has fallen dramatically, and the 
Maori demographic profile will be similar to the non-Maori pattern in 
the next century.63 

(fJ Transitional problems 

Critics of market-based economic reforms sometimes mistake transi­
tional problems for long term patterns. New Zealand's economy and 
society has undergone great change over the past two decades. The 
pace of social and economic change has been dramatic even for 
unprotected, open economies such as Sweden and Germany. But New 
Zealand had to undergo multiple internal and external changes, 
probably more than any other western economy. The world economy 
is changing rapidly and New Zealand has been transformed from an 
insular, highly protected, indebted country to an outward looking 
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society and economy that is far more internationally competitive. The 
economy has changed, and service industries are now far more 
important than in the past. The male breadwinner-based labour force 
is now far more complex and diversified. 

It will be ten years or more before the long term patterns in 
inequality in the new world economy are clear. Trends in inequality 
were affected by the severe world recession in the early 1990s; New 
Zealand patterns were also affected by the need to be more open to the 
world economy and to downsize the large public sector. New public 
policies can be developed if inequality appears to be increasing, and 
especially if extremes of wealth and poverty become apparent. 
Premature action on the basis of unclear short term 'fuzzy' trends is a 
recipe for major and expensive policy failures. 

Welfare state researchers differ in their diagnosis and prescriptions 
for the future. There is unusual consensus, however, that it is pointless 
to use welfare state programs to try to maintain past social and 
economic patterns that are no longer viable. Continental Europe is 
trying to do this, and is stagnating. Economic growth is the only way 
New Zealand can create the new resources to assist those in need. It is 
politically very difficult and divisive to reduce the real standard of living 
of any group in order to help another group. It is easier to alter the 
distribution of income in a growing economy, because no one then 
need suffer an absolute decline in their real standard of living. 

There is also an unusual consensus amongst welfare researchers 
and policy makers, both on the left and right, over the importance of 
raising the level of human capital through better education and 
training.64 Welfare states inadvertently encouraged long term depend­
ency, trapping many people in a dismal cycle of idleness, loss of skills, 
and isolation from the broader society and economy. These programs 
may have been created with the best of intentions. But they too often 
lead to a persistent form of officially created inequality and segregation 
of significant proportions of the population. 

This chapter has surveyed some of the vast literature on trends in 
inequality in western countries. Much of the literature necessarily 
comes from the United States where increasing inequality is best 
documented and is an important political issue. New Zealand may well 
be different, but the available high quality information - and it is not 
extensive - does suggest that many of the trends described in this 
chapter are observable in New Zealand, and indeed, to varying 
degrees, in most western countries. 

There is a strong feeling among many recent researchers that the 
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trends described in this chapter are inevitable, the result of complex 
deep-seated social and economic forces, beyond the capacity of 
government to alter: the implication is that the United States is only so 
extreme in its inequalities because it is the most 'modern' capitalistic 
and individualistic economy and society.65 It would be wrong, how­
ever, to assume that New Zealand will follow the United States, with 
inevitable increases in inequality. Inequality in the United States is a 
result of particular political, social and institutional choices, especially 
the serious racial divisions, large scale legal and illegal immigration, 
and the lack of any national 'safety net' for income support or health 
care. America has chosen to do little about these issues. 66 

In comparison, New Zealand is still a far more interventionist 
society. It has institutions, especially a strong central government, that 
can monitor the trends discussed in this chapter and take action where 
serious deep-seated inequalities persist. Sensible policies can allow the 
economy to expand without creating a divided, income and class 
segregated society on the United States model. Paradoxically, the 
Ul).ited States has vast amounts of high quality information that 
documents its worsening inequality, yet decides to do little to alleviate 
the problem. New Zealand probably has more underlying will to 
prevent extremes of inequality but as yet has little high-quality 
information to form the basis of a coherent strategy. 
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Chapter 7 

An Ageing Society 

Many western countries now fear the future costs of the welfare state 
for the aged. Cash benefits for the aged continue to be the dominant 
form of expenditure, but long life and improvements in health 
technology mean that health costs are now also a prominent concern. 
In the future, the 'old old', those 75 and over will be a higher proportion 
of the aged and some will need 'social care' such as government­
supported accommodation in nursing homes or specialised residential 
accommodation. This third type of expenditure, different to short term 
health care in hospitals, is attracting increasing concern. Long term care 
in institutions is expensive and can sometimes exceed health care costs 
for the aged.! This book does not deal with health and social care issues 
in any depth - they are complex enough to warrant a separate book -
but this is an important element in the economic effects of the ageing 
population. Indeed, the 'ageing' crisis that is now a major topic of 
discussion in the United States often bases its case as much on 
escalating medical costs of ageing as the costs of providing cash 
assistance to the elderly.2 

Democratic governments find it difficult to control health and 
social care spending on the aged. Paul Krugman says that 'The budgets 
of advanced countries are in large part engines that transfer money 
from workers to retirees ... '. He blames spending on the aged for the 
high debt levels in most western countries. If governments, he asks, 
have not been willing to control the aged problem over the past twenty 
years, with modest aged proportions in the population, how can we 
expect them to deal with the demographic time bomb of rapidly ageing 
populations next century?3 

New Zealand is experiencing demographic trends similar to those 
in other western societies. Fertility rates have fallen to half of the high 
levels in the 1960s and life expectancies have risen in the past few 
decades and continue to increase. The population, therefore, is ageing 
and this trend will accelerate next century, especially when the post 
1945 'baby boom' generation retires. These trends will have a profound 
impact on social policy, the level of taxation, and, if current policies are 
maintained, suggest an increased role for the state. The low fertility rate 
and longer life expectancies mean that the slowly expanding or even 
static workforce will have to finance a growing aged population. 
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