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Summary

* There is a two-way relationship between economic growth and health. Life
expectancy and adult survival rates exercise a positive impact on human capital
formation and hence on economic growth. In turn, sustained growth rates allow for
better health conditions.

* Improved health supports labour productivity; by augmenting life expectancy, it
encourages savings and private investment on education; finally, it attracts foreign
direct investment, thus being an important support to development in the Third
World.

* Considering the significant contribution of improved health to economic
productivity and growth, governments should think of health expenditures as an
investment, and not as a cost. It is crucial that they adopt a long-term perspective.

* Government intervention needs to be balanced with market forces. The latter have
been shown to lead to market failure if there is unfettered competition in health
systems. Instead, government leadership is critical to create an enabling
environment where appropriate investment in health is ensured and people’s health
needs are met. Governments need to rise to this challenge.
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1. Background

In 1979, Theodore W. Schultz, Nobel Laureate for Economics, argued that population quality
was the ‘decisive factor’ of production and emphasized the merits of investing in education
and health, while identifying the main channels through which health could boost economic
productivity and growth.” A decade later, Robert W. Fogel, the Nobel Laureate for Economics
in 1993, argued that improvements in health and nutrition contributed to about one-third of
income growth in Britain between 1790 and 1980 (Fogel, 1994). The impact of human capital
formation on productivity has been well demonstrated but earlier empirical work had mainly
stressed the importance of educational attainment in developing human capital. Since the
early 1990s, health, as measured by life expectancy and adult survival rates, has been shown
to be just as important as educational attainment, and cross-country growth estimations, in
almost all cases, have demonstrated that improved health has a positive and significant impact
on economic growth.” Hitherto, the emphasis has been on the impact of economic growth on
improved health. There is now strong empirical evidence to suggest a two-way relationship:
improved health significantly enhances economic productivity and growth.

This paper provides a summary of the evidence to date on studies which demonstrate a
positive and significant link between improved health and economic growth, and briefly
explores the direct and indirect economic consequences of poor health at population level.
The paper presents summary of studies which show enhanced economic growth as a result of
increased health expenditure and the consequences of inadequate health spending. Given the
demonstrable benefit and return, the paper argues that governments should begin to consider
expenditure on health not as a ‘cost’ but as an ‘investment’ which enhances economic
productivity, growth and competitiveness.

2. The rationale for investing in health
2.1 Macro-level empirical evidence

Macro-level economic studies have explored links between health and economic growth in
two areas: first, to explain how changes in population health levels account for the
variations/deviations in growth patterns of specific countries or regions; and, second, to
identify and quantify the various channels through which health affects economic growth.

Increase in the life expectancy of the young age group in the population has a positive and
significant effect on the steady-state growth rate of the economy, with a weaker effect
observed for improved life expectancy for older population groups (Ehrlich and Lui, 1991).
The adult survival rate is a significant predictor of economic growth, especially in countries
with low GDP levels (Bhargava et al., 2001; Mayer, 2001). The Russian mortality crisis in the
first half of 1990s, which led to a decline in life expectancy from 70 to 65 years, was

! http:/nobelprize.org/economics/laureates/1979/index.html (accessed 15 June 2004); Schultz (1980)
For a review and calculated growth impacts of five-year increase in life expectancy for a country with a life
expectancy of 63 (average in developing countries, 1990), see Bloom, Canning, and Sevilla (2004).
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estimated to have resulted in a loss of income equal to 1.8-2.7% of Russian GDP in 1990, or
a decline in the annual rate of per capita income growth of one-third of one percentage point
(Bloom and Malaney, 1998).

Studies from OECD and sub-Saharan African countries show that the stock of health human
capital has a quadratic effect on the growth rate of per capita income and that ‘investment in
health human capital’ significantly enhances GDP growth (Gyimah-Brempong and Wilson,
2004). Growth tends to be higher in countries with a medium level of human capital as
compared with those with very low or very high levels (Sachs and Warner, 1997).

2.2 The channels from health to economic development

Health affects economic growth by enhancing worker productivity, increasing savings over
the individual’s life-cycle, boosting education and encouraging foreign direct investment.
Each additional year of increase in life expectancy increases economic output by 4%, even
after controlling for work experience and education (Bloom et al., 2004). Higher life
expectancy adds to the stock of human capital by increasing the number of years during
which individuals participate in the labour force, enhancing the productivity of the workers,
reducing the number of days lost due to illness and boosting motivation and aspiration (Ram
and Schultz, 1979).

In societies with low life expectancy, individuals have low incentives to save (Doshi, 1994).
Low public expenditure on health contributes to increased mortality rates, which in turn
reduces the rates of return on investment and creates disincentives to invest in health and
education for future earnings. The vicious cycle of low investment and high mortality leads to
‘development traps’ and accounts for 42% of all cross-country variation in economic growth
(Chakraborty, 2004). Increases in longevity generate a higher savings rate at every age, as
individuals are encouraged to save for their retirement income. This helps explain the
observed increase in national savings during the East Asian growth, but also implies that
decreases in life expectancies in Africa will result in a decline in savings (Bloom et al., 2002;
Asian Development Bank, 1997; Bloom and Williamson, 1998; Lee et al., 1998).

Reductions in mortality and morbidity and the consequent increase in longevity raise the rate
of return for investments in education, encourage increased educational investment and in the
long run encourage greater economic output (Ram and Schultz, 1979; Ehrlich and Lui, 1991;
Kalemli-Ozcan et al., 2000; Meltzer, 1992; Preston, 1980).

2.3 Micro-level empirical evidence

Improvements in health result in enhanced labour productivity, improved hours of work,
higher hourly wage rates and lifetime earnings, increase the probability of being in the labour
force and may have a larger impact on productivity than formal schooling in some contexts
(Ranis et al., 2000). Conversely, poor health history and illness lead to reduced productivity,
with lower wage rates, annual hours of work and earnings and an increased risk of poverty
(Chirikos and Nestel, 1985; Schultz and Tansel, 1993; Parker, 1999; Ribero and Nunez,
1999).
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Improved health reduces absenteeism and increases cognitive ability at school, leading to
better educational outcomes (Bhargava et al., 2005; Hanushek and Dongwook, 1995; Kremer
and Miguel, 2001; Politt, 1997; Politt, 2001; Schultz, 1999a).

3. Consequences of not investing in health
3.1 Increase in growth gap and inequality

The ‘growth gap’ between African and non-African countries can be explained by a number
of factors such as geography, demography, health, economic policy and governance. Around
35% of the gap is attributed to variations in life expectancy — the largest individual impact
among the measures used (Bloom and Sachs, 1998).

The devastating micro- and macro-economic impact of widespread malaria and HIV/AIDS on
Africa is well described (Chima et al., 2003; Gallup and Sachs, 2001; McCarthy et al., 2000):
eliminating malaria completely would lead to additional annual growth in GDP of 2.6%,
whereas unchecked HIV-AIDS may lead to a reduction of 15-30% in GDP levels by 2010
(see Case 1).

Case 1: Impact of HIV/AIDS on economic growth and welfare in Eastern Europe and
Central Asia

Studies which measured the impact of HIV in Eastern Europe and Central Asia on economic
growth suggest that from 2000, GDP will cumulatively decline by 3.3% by 2010 and 9.5% by
2020, with an annual decline in GDP growth by one half per cent by 2010 and one per cent by
2020 (Ruhl et al., 2002).

3.2 Direct economic costs of disease

With four million deaths a year, cardiovascular disease is the main cause of death in Europe,’
closely followed by cancer. Survival rates for both conditions have improved in recent years.
For instance, five-year survival rates for cancer have improved from 10% to 20% for the cases
diagnosed in the 1980s to 47% for cases diagnosed in the early 1990s (Sant et al., 2003).

The incidence of other chronic illnesses is growing. In particular, the economic burden of
obesity, diabetes mellitus, neurodegenerative and musculoskeletal disorders is substantial (see
Cases 2-4).

Case 2: The economic burden of obesity

Obesity in Europe is increasing at an alarming rate: an estimated 205 million Europeans are

3 European health for all database http://hfadb.who.dk/hfa/, accessed July 2004.
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obese. The annual direct costs of obesity on the economy are estimated to range from €820
million in the UK to around €11 billion in Germany (International Obesity Task Force, 2003).

Case 3: The economic burden of diabetes

Diabetes affects 150 million individuals worldwide, with an estimated prevalence, in 1995, of
4%. This figure is expected to double by 2020 (King et al., 1998) The economic cost of
diabetes to the society is huge. In eight European countries, the total direct medical costs of
type 11 diabetes were estimated to be €29 billion a year, with an estimated average annual cost
per patient of €2,834 a year. Hospitalizations accounted for the greatest proportion of these
costs (55%, range 30—65%) totalling €15.9 billion. In contrast, drug costs were relatively low,
accounting for only 7% of the total healthcare costs for type II diabetes (Jonsson, 2002).

Two large landmark studies (DCCT Research Group, 1993; UKPDS Study Group 1996)
demonstrate that the health risks of diabetes mellitus can be controlled by appropriate lifestyle
and treatment.

Case 4: The economic burden of neurodegenerative illnesses

Alzheimer's affects approximately 5—-10% of all adults over the age of 65 — an estimated 4.5
million people in the US and 3.7 million in the EU. Estimates of the economic cost of
Alzheimer’s in the EU vary between at €64 billion and €149 billion, and the cost is projected
to grow annually, on average in real terms, by around 1.9% between 1985 and 2020 and by
2.6% between 2020 and 2040 (Wimo et al., 1998). Dementia is estimated to affect as many as
16 million people in Europe. It accounts for 19% of total health care costs in Sweden and
around 5.6% in the Netherlands.*

3.3 Indirect economic costs of poor health

Poor health imposes indirect economic costs by decreasing worker productivity (Case 5).

Case 5: The economic burden of low back pain

In the Netherlands, in 1991, short-term indirect costs of back pain were estimated to range
between US$1.5 and US$4.6 billion, accounting for 2.8% of GDP (Hutubessy et al., 1999).
For the USA, in 1998, the annual cost of lost work time associated with chronic low back pain
was US$1,230 per male and US$773 per female, amounting to an annual productivity loss of
US$28 billion (Rizzo et al., 1998). For the UK, in 1998, the direct costs were estimated to be
£1.6 billion, and overall costs between £6.6 and £12.3 billion (Maniadakis and Gray, 2000).

Indirect costs can also relate to loss of foreign direct investment and declining tourism,
especially in countries with a high prevalence of HIV/AIDS. High prevalence leads to a

4 http://www.accesseconomics.com.au/reports/dementiafull.pdf accessed July 2004.
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shortage of skilled workforce and substantial costs due to illness, treatment and retraining of
workers who are employed to substitute for those lost to the workforce (Malaney et al., 2004;
Sachs and Malaney, 2002).

4. Health expenditure: an ‘investment’ rather than a cost?

There are economic and welfare benefits of increased investment in health. Through
appropriate investment, health-led economic development is possible. The benefits of health
investment on economic growth have been demonstrated. Therefore, health expenditure
should be considered as an investment rather than a cost. However, despite the growing body
of evidence on the benefits of health investment, in most developing countries it remains low.
Many European countries are increasing the proportion of GDP spent on health, but
expenditure in many countries still remains well below EU average of 9-10% (Annex 1).

A recent review of future UK NHS expenditure concluded that, to deliver the high-quality
services envisaged by the government, total NHS spending in the UK needed to rise from £68
billion in 2002 to between £154 billion and £184 billion by 2022-3 (in 2002—03 prices). This
implies, across the 20-year period, an average rate of real increase of between 4.2% and 5.1%
per annum.” Much of the planned increase will be invested in family health services, which
also include the budget for pharmaceuticals, and community-based diagnostic and ambulatory
care centres, rather than hospitals.

Europe is ageing. The demographic changes are striking. These demographic changes brings
with them an epidemiological transition (Frenk et al., 1991), leading to an increase in chronic
illnesses and consequent changes in health needs and demand patterns, which require
different care delivery patterns. Ageing, per se, does not increase health expenditure, but an
ageing population with poorly managed chronic illness does. General Electric estimates that
between 1995 and 2005 changing demographics will have resulted in an incremental health
care spend of $UST trillion in the United States, $US170 billion in Germany, $US100 billion
in Japan and $US100 billion in China.’

Demographic and epidemiological changes, better-informed citizens and the increased
availability of innovative medical technologies will all lead to increased demand by people
for health care services and growing health expenditures. Increased investments in health are
needed to simultaneously enable effective management of the chronic illness in the ageing
population and to sustain economic growth. Governments need to use scarce resources to
achieve macro- and micro-level efficiency by adopting policies which encourage innovative
and cost-effective health interventions to augment health outcomes and make possible health-
led economic growth.

Enhancing allocative and microeconomic efficiency will demand structural changes, new

® The Wanless Report: Securing Our Future Health: Taking a Long-Term View. http://www.hm-
treasury.gov.uk/Consultations and Legislation/wanless/consult wanless final.cfm (accessed 4 June 2005).

® Hogan J. GE Medical Systems. 'Growth through innovation’,. presentation on 4 December 2003.
http://www.ge.com/files/usa/company/investor/downloads/gems presentation 120403.pdf, accessed 4 June 2005.
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health care delivery models and investment in innovative health technologies. There needs to
be a shift away from mainly hospital-based inpatient care to the more cost-effective domain of
primary care — with a greater emphasis on screening, early diagnosis, health promotion,
disease prevention and greater involvement of users to maintain and improve their own
health). This structural shift will help release resources to invest in innovative and cost-
effective health technologies and pharmaceuticals.

5. Policy implications and lessons for policy-makers

There is growing empirical evidence demonstrating the economic and welfare benefits of
investing in health. Given this evidence, governments should begin to view health
expenditures as an investment and not just a cost.

An inappropriately regulated health sector with unfettered competition can lead to market
failure. Therefore, government intervention is needed — not to strangle a dynamic health
sector with excessive regulation but to create an enabling environment which encourages
investment in innovative technologies and care delivery models to meet the changing health
needs of citizens, to increase investment returns, and to enhance economic growth.

Government leadership is critical to create such an enabling environment, clearly identify
priorities and implement health policies which enable investment and the uptake of innovative
interventions to allow efficient utilization of system resources. This requires evidence-based
decision-making.

Improvements in population health take time. They require a focus on the long-run benefits of
health investment and the avoidance of short-sighted policies with undue emphasis on cost-
containment which lead to apparent budgetary benefits in the short run at the expense of
economic growth and welfare benefits in the medium and long term.

Reorganization of health systems to enhance allocative and technical efficiency should be a
priority for governments. A shift from hospital-intensive health systems, characterized by
supply-push, to new organizational arrangements which encourage the growth of community-
based delivery systems and augment demand-pull through greater involvement of users would
yield benefits to all the key stakeholders (Atun, 2004). Governments need to achieve better
symmetry between the health system objectives of equity, efficiency, effectiveness and user
choice by learning to listen to their citizens.

Governments have an important stewardship role to ensure increased investment in health, to
reap economic and welfare benefits. They need to rise to this challenge.
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Annex 1: Total health expenditure as a proportion of GDP

Country Total health expenditure as a
proportion of GDP (2003)

Switzerland 11.2
Germany 10.9
Norway 10.0
lceland 9.9
France 9.7
Greece 9.5
Portugal 9.3
Sweden 9.2
Belgium 9.1
Netherlands 9.1
Denmark 8.8
ltaly 8.5
Austria 8.2
Hungary 7.8
Slovenia 7.7
United Kingdom 7.7
Spain 7.6
Czech Republic 7.3
Ireland 7.3
Finland 7.3
Poland 6.2
Estonia 6.1
Lithuania 6.2
Slovak Republic 5.7
Latvia 4.8

Sources: OECD Health Database, WHO Health For All database, country statistics.
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