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How New Zealand has contained expenditure on drugs
The approach of New Zealand’s Pharmaceutical Management Agency (PHARMAC) has much to
commend it, say Jacqueline Cumming and colleagues
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The recent economic crisis has forced Western countries to
examine how they contain health spending and improve value
for money. Spending on drugs averages around 15% of total
health spending for countries in the Organisation for Economic
Cooperation and Development (OECD).1 Improved management
of spending on drugs can therefore make an important
contribution to containing health budgets.
In recent years, increases in drug costs in New Zealand have
been below those experienced in other countries while public
coverage has improved. We discuss the Pharmaceutical
Management Agency’s (PHARMAC) role in achieving this, its
processes for setting priorities, criticisms about its work, and
implications for other healthcare systems.

History and role

New Zealand’s healthcare system is predominantly publicly
financed from general taxation and provides all drugs free of
charge for people in hospital and a comprehensive set of
subsidised drugs for people receiving services outside hospital.

For many years, the rise in expenditure on community drug
treatment was a major problem. During the 1980s, for example,
government expenditure on non-hospital drugs grew at almost
15% a year, faster than any other component of healthcare
spending.2

PHARMAC was established in June 1993 with the objective of
securing the best health outcomes from community drug
treatment, within the amount of funding available.3
PHARMAC’s role has now expanded, and it not only manages
the community drug budget but also works to ensure the optimal
use of medicines; negotiates prices and supply terms for some
hospital medicines; manages the basket of essential cancer drugs
that must be made available to New Zealanders; and manages
exceptional circumstances schemes that supply drug funding
for people with rare conditions.3 PHARMAC is governed by a
government appointed but independent board accountable to
the minister of health and acts on behalf of New Zealand’s 20

geographically based district health boards, which plan,
purchase, and provide health services.

How PHARMAC works
Once a drug is approved for sale in New Zealand, drug
companies can apply to PHARMAC for it to be government
funded. PHARMAC’s key roles are to decide whether a
medicine will be subsidised, the price the government is
prepared to pay, and conditions of access. In community settings,
only drugs on PHARMAC’s pharmaceutical schedule receive
government funding; New Zealanders must pay for other
registered medicines themselves. Patients generally make a
co-payment (NZ$3 (£1.40; €1.70; US$2.20) per item) for each
medicine listed in the schedule, but they may also have to pay
an additional fee if the subsidy level PHARMAC has set is less
than the price charged by the drug company.
The schedule currently contains about 2000 items. PHARMAC
uses a rigorous and well documented4 5 process to determine
which drugs are added to the national schedule, to try to ensure
the best outcomes for the funding available.

When a company applies to PHARMAC for government funding
for a new drug it submits information on the costs and benefits.
This information is assessed by PHARMAC’s pharmacology
and therapeutics advisory committee, which advises whether
the medicine should be subsidised, although PHARMAC is not
bound to accept the committee’s recommendations.
The decision whether to fund is based on nine criteria (box 1).4
The weight given to each criterion varies as PHARMAC
considers appropriate. However, one of the key criteria is cost
effectiveness. PHARMAC calculates incremental costs and
benefits (using quality adjusted life years or QALYs) associated
with new medicines compared with current and expected clinical
practice, including any averted health sector costs.6 It then
prioritises new drugs against other potential expenditures, such
as other new drugs or expanding access to drugs that are already
funded.

Correspondence to: J Cumming jackie.cumming@vuw.ac.nz
For personal use only: See rights and reprints http://www.bmj.com/permissions

Subscribe: http://www.bmj.com/subscribe

BMJ 2010;340:c2441 doi: 10.1136/bmj.c2441 (Published 18 May 2010)

Page 2 of 5

ANALYSIS

Box 1 PHARMAC’s criteria for deciding funding4
• Health needs of all the eligible population
• Particular health needs of Maori and Pacific peoples (both groups have lower health status than other New Zealanders)
• Availability and sustainability of existing medicines, treatment devices, and related products
• Clinical benefits and risks
• Cost effectiveness of meeting health needs by funding the drug rather than using other publicly funded health and disability support
services
• Budgetary impact of any changes to the schedule
• Direct cost to health service users
• Government’s priorities for health funding
• Such other criteria as PHARMAC thinks fit (after appropriate consultation)

Because cost effectiveness is only one of PHARMAC’s decision
making criteria and because the agency must work to a variable
annual budget, there is no one cost per QALY value that
determines whether a medicine is subsidised. Rather the data
are used to create a relative ranking of medicines that could be
funded. Medicines are funded according to their place on the
list along with information on the other decision criteria.
Between 1998 and 2005, new investments cost on average $6900
per QALY gained, although the patient weighted annual average
cost per QALY gained ranged from $2991 in 2001-2 to $15 768
in 2003-4.5
PHARMAC then uses several processes to manage the prices
of medicines on the schedule. Drug companies negotiate with
PHARMAC over the price and other conditions of access,
encouraging competition between suppliers.7 PHARMAC uses
reference pricing to set government subsidies at the same level
for medicines with the same or similar effects (that is, within a
therapeutic subgroup), forcing suppliers to either match the
lowest price for a group of medicines or risk patients and general
practitioners choosing a different medicine since patients pay
the additional cost if the actual price of a drug is higher than
the government subsidy.

PHARMAC encourages development of generics by running
competitive tenders for the right of exclusive supply, for a
limited period, once a drug’s patent expires. PHARMAC also
enters into risk sharing, multiproduct deals with drug companies
and arrangements which set expenditure caps or rebates, sharing
risk with the drug companies over the likely uptake of a
particular medicine.7 Substantial savings have been made for
several medicines as a result of these policies,7 with statins now
around half the cost that they are in Australia8 and the price of
fluoxetine having fallen from $1.92 per 20 mg capsule in 1993
to $0.05 per capsule in 2004.7 A recent analysis by the Canadian
government shows that the price of generic drugs in New
Zealand is less than a quarter of the price in Canada and that
patented drugs are 20% cheaper.9

Effect on drug expenditure and access
Complete data are not readily available on measures relating to
spending and access. However, PHARMAC has made
substantial savings, and growth in expenditure has slowed, since
it was established in 1993. At the end of PHARMAC’s first
year, it announced a first year saving of $3.1m against the
previous trend and had halved the growth in drug expenditure
to around 5% a year.10 PHARMAC’s estimated cumulative
savings for the year ending June 2006 were $1032m, predicted
to rise to $1250m for the year ending June 2008 (fig 1⇓).11 New
Zealand’s Treasury reports that between 1994 and 2008, the
community drug budget increased at an average annual rate of
2% compared with 15% in the 1980s. This compares with an
For personal use only: See rights and reprints http://www.bmj.com/permissions

overall rise in public health spending over the same period of
7.2% a year.12

OECD data (fig 2⇓) show that New Zealand’s pharmaceutical
expenditure as a percentage of total expenditure on health
services (public and private) fell after PHARMAC was
established in 1993, while such spending rose elsewhere. By
2007, drug spending as a proportion of health spending was
much lower than that of other OECD countries.

Despite the low rise in drug spending, the number of medicines
on the pharmaceutical schedule increased by 188 items between
June 1993 and 2007.13 The number of prescriptions has also
increased from around 18 million in 1993 to almost 32 million
in 2007,13 although a reduction in copayments over the past
seven years explains some of this increase. The average cost
per prescription in 1993 in New Zealand was $24.30, but by
2007, this had fallen, in nominal terms, to $19.00.14

Criticisms
PHARMAC has been criticised for using anti-competitive
strategies to reduce the overall cost of drugs and for the fact
that PHARMAC’s decisions and contracts relating to subsidised
drugs are exempt from New Zealand’s Commerce Act (which
aims to promote market competition). Examples cited include
grouping patented medicines with generics within therapeutic
subgroups, thereby eroding intellectual property; tendering for
sole supply rights; refusing to list a new drug for subsidy unless
it undercuts the price of the existing reference drug; and refusing
to include a new drug on the schedule if PHARMAC deems the
market sufficiently provided for.15 Such policies, however, could
be viewed as essential for managing the drugs market in the
face of well known, serious imperfections.16 17 In 1997 and 1998,
decisions of the High Court, Court of Appeal, and the Privy
Council upheld the legality of PHARMAC’s procedures in
managing drug expenditure and its exemption from the
Commerce Act.10
A second concern is access to clinically effective medicines.
PHARMAC’s decisions not to fund particular drugs have often
been controversial.18-22 For example, restrictions meant statins
were initially available only for secondary prevention in people
at higher risk (on application by a specialist). These restrictions
continued into the mid-1990s despite international studies that
had begun to show greater effectiveness for patients with lower
cholesterol levels.23

Critics also focused on a later decision to fully fund only
fluvastatin, which some commentators said was less effective
than other statins.23 24 Concern was also expressed about repeated
changes in the reference priced statin, resulting in patients
having to switch medicines, some several times, as simvastatin
eventually became available more cheaply after a deal with the
manufacturer.23 24 Begg and colleagues argue that the statins
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saga shows that PHARMAC has focused more on financial
imperatives than evidence based medicine and good patient
care, and that such switching between drugs is not good for
patients.24

PHARMAC responded to the criticisms by focusing on the high
initial costs of statins, stating that wider availability could have
cost almost $200m a year—40% of the community drug
budget.25 This would have prevented expenditure on drugs for
other conditions, including, at that time, atypical antipsychotics
for treatment resistant schizophrenia; cyclosporine A and
tacrolimus for treatment resistant epilepsy; and treatments for
refractory glaucoma.25 26 PHARMAC noted that although
fluvastatin might have been less effective in lowering lipids
than simvastatin, its lower price made the potential to fund
treatment for many more patients “compelling.”25

More broadly, critics focus on whether New Zealanders are
missing out on effective medicines that are available in other
countries, thus harming their health. In 2007, the Pharmaceutical
Industry Taskforce identified several drugs available elsewhere
that were restricted in New Zealand (box 2).27 A more recent
report has argued that New Zealand has 84 fewer innovative
medicines funded than Australia,28 although PHARMAC says
that of the 42 which it has been asked to make a decision on,
seven have been funded, 11 have been declined, and the
remainder seem to offer little or no benefit over drugs already
funded.29
Several criticisms have also been made about quality of care
resulting from PHARMAC decisions. There have been medical
concerns about switching patients not only to different brands
of medicines but also to different chemicals within the same
sub-groups. We have noted the concerns over switching between
statins. Another example is the substitution of quinapril, and to
a lesser extent cilazapril, for other angiotensin converting
enzyme inhibitors in 2002. A retrospective study of 345 patients
showed that 30% did not sustain the initial switch and 11% of
those patients with previously stable blood pressure remained
uncontrolled six months after the switch,30 although a second
study found no change in mean blood pressure.31
Sole supply has also caused problems. For example, there were
complaints about the poor quality of supplies of slow release
morphine and that the generic paracetamol was difficult for
some people to swallow because it had no covering film.32 The
flu vaccine chosen for sole supply in 2005 was under-strength
in one of the three component flu strains, and another company
had to step in to supply the vaccine.32 PHARMAC now works
with two suppliers for vaccines but notes that sole supply is the
norm with all patented medicines.33 Sole supply has similarly
been blamed for drug supply problems towards the end of the
contract period.32

Government intervention
Despite these criticisms, PHARMAC has survived major health
system reforms by different governments over the past 16 years,
and only twice has government over-ruled its decisions.
The first case was interferon beta for multiple sclerosis.
Although the drug was available for private purchase,
PHARMAC said it was not cost effective for most patients at
$20 000 per patient a year. After a pledge by the Labour party
to fund the drug as part of its successful 1999 general election
campaign, the minister of health directed PHARMAC to make
it available to a limited number of people judged suitable by a
panel of neurologists (this cap was removed in 2002). This
action raised questions of both the independence of PHARMAC
For personal use only: See rights and reprints http://www.bmj.com/permissions

and the problems of balancing a budget while providing
adequate health care.34

In 2006, PHARMAC decided against funding a 12 month
trastuzumab (Herceptin) programme for women with the
aggressive HER2 positive form of breast cancer, which would
have cost an estimated $25m-$30m year.35 36 Instead,
PHARMAC agreed to fund a nine week course, at an estimated
cost of $5m, with a further $3.2m to participate in an
international trial of a short versus long course of concurrent
treatment. At the time, the personal cost to patients wishing to
have the full 12 months’ treatment was around $70 000.37
PHARMAC’s rationale for this decision related to uncertainties
over long term benefits and risks; how best to give the medicine
(sequencing and duration); the high overall cost; and the
relatively poor value for money of the 12 month course
compared with other medicines.36 The decision caused
substantial controversy and led to a group of women with breast
cancer taking PHARMAC to court. Most of the claims were
rejected, but the court ordered PHARMAC to reconsider one
decision on procedural grounds, relating to the adequacy of its
consultation with interested parties about the 12 month course
of treatment.38 Having reconsulted and reconsidered its original
decision, PHARMAC still decided not to proceed with the 12
month course. Section 65 of the New Zealand Public Health
and Disability Act 2000 meant that the then minister of health
was not able to direct PHARMAC to fund the 12 month course,
even if he had wished to do so. Following its election in
December 2008, the National party-led government announced
that it would subsidise the 12 month course directly through the
ministry of health, bypassing PHARMAC altogether.39

What can other countries learn?
The main lesson from PHARMAC for other systems is that it
is possible to manage drug spending within a public budget
while improving access to subsidised medicines. However, other
countries need to consider several factors if they are to learn
from PHARMAC’s experience.
Firstly, New Zealand has limited its own drug development and
manufacturing (and what there is focuses on generics). The
government is not as concerned with the economic performance
of its drug industry as with the efficiency with which its health
budget is used. In other countries, decisions would need to
balance economic and health system objectives.
Secondly, PHARMAC is legally bound to keep within a
community drug budget, set each year by the minister of health
with advice from PHARMAC and the district health boards.
Thus it has to take account of the opportunity costs of its
decisions (at least with respect to other drugs), rather than
merely providing advice or requiring others to implement its
decisions as, for example, the National Institute for Health and
Clinical Excellence (NICE) does in England. As a result,
PHARMAC has strong incentives to limit prices and obtain
better value for money, and the budget setting process enables
general consideration of the opportunity cost of spending more
on drugs against spending on other services every year.7
A third related factor is that PHARMAC is a national agency,
setting national priorities and contracts on behalf of all 20 district
health boards. This gives it substantial bargaining power in
negotiations with drug companies.
A fourth feature is PHARMAC’s strong focus on trying to
achieve the best outcomes within its funding. There is some
evidence that cost effectiveness analysis has more of an effect
on drug funding decisions in New Zealand than in the United
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Box 2 Examples of drugs restricted in New Zealand in 2007 but available elsewhere27
Unfunded
• Risedronate for osteoporosis and Paget’s disease
• Methylphenidate and atomoxetine for attention deficit hyperactivity disorder
• Galantamine for Alzheimer’ disease
• Montelukast for asthma

Long delays in access
• Mycophenolate mofetil for renal transplant patients
• Glatiramer acetate for multiple sclerosis

Restrictions on access
• Candersartan for congestive heart failure (now subsidised)
• Insulin glargine for diabetes

Kingdom and Australia. For example, of the 10 drugs deemed
least cost effective by NICE between 1996 and 2005, all were
approved for funding in the UK, six were approved in Australia,
and just five in New Zealand.40

Finally, PHARMAC has had an important role in debates on
the need to set priorities in health care in New Zealand and has
shown how this can be done using rigorous processes. The fact
that PHARMAC has only twice been over-ruled by government
shows that a focus on explicit priority setting within a budget
can work well and that hard decisions can gain support if well
justified.
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Figures

Fig 1 Estimated effect of PHARMAC on drug costs, 1993-2008 (figures for 2007 and 2008 are 2006 predictions)11

Fig 2 Expenditure on drugs and other medical non-durables as a proportion of total health spending in selected OECD
countries, 1987-2007 ( data are incomplete for some countries)1
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