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THE ‘FISCAL SPACE’ FOR
PUBLICLY FINANCED

HEALTHCARE

Attempts to provide publicly subsidised access
to health services have resulted in pressures to
increase government spending on health in
both rich and poor countries. The recent inter-
national aid donor concentration on poverty-
reduction objectives has increased these
pressures in low-income countries. However,
the provision of free access to healthcare is
beyond the means of most poor countries.
Instead, their governments need to choose
roles that allow them to exert most influence on
all health services and on the distribution of
their benefits. Those roles are largely dictated
by what is affordable. Roger Hay proposes an
identity that can be used to explore feasible
limits to public expenditure on health.

In recent decades, many countries have guar-
anteed their citizens access to free healthcare.
However, upward pressures on wage rates, the
costs of new treatments, and rising expecta-
tions — accompanied sometimes by declining
public revenues — have resulted in a growing
gap between the costs of these guarantees
and the resources available to finance them.
The recent Commission on Macroeconomics
and Health (CMH)' drew particular attention to
the scale of this gap in the poorest countries.

The costs of publicly financed
healthcare

The naive interpretation of guaranteed access
to healthcare is that all services should be free
to all citizens at the point of delivery. However,
in practice, the services that should be
included in a publicly financed package (their
comprehensiveness), who should be eligible
(their universality), and what they should cost
are the subject of considerable debate.

A number of estimates of the costs of selected
(less than comprehensive) services have been
made. In 1993, the World Bank estimated the

cost of a package of basic health services at
around US$12 per capita per annum.?2 More
recently, the CMH report suggested that US$38
per capita per year might be a more reasonable
estimate.® Although useful, such empirical esti-
mates are rare because of the absence of
usable data. The alternative approach
proposed here is to examine public expendi-
ture data to assess what different health strate-
gies actually cost at the national level.

Table 1 summarises the data. They cover 67
countries, but do not purport to be representa-
tive. They are also rather old, coming from
1993, and therefore do not incorporate a
number of subsequent changes — notably, the
rising incidence and costs of the AIDS
epidemic, changes in public in debtedness, the
introduction of new technologies, increasing
staff costs, changes in fiscal effectiveness and
the widespread adoption of social health insur-
ance (SHI) schemes to augment or replace tax-
generated revenues for healthcare. In
particular, the data exclude some of the early
adopters of SHI in Eastern and Central Europe
where it is now a significant source of revenue.*
For comparative purposes, and to take some
account of differences in local costs, the data
have been converted to a purchasing power
parity (PPP) basis, expressed in ‘international
dollars’ (I$).

As might be expected, the range of public
expenditure on health was wide, arising from
differences in the range of services being
financed, in delivery strategies, in local costs
and in efficiency. Nevertheless, some patterns
emerge. Most countries financing reasonably
comprehensive and universal health service
provision (UK, Australia, Netherlands and
Canada) had an annual GDP per capita in
excess of 1$10,000 and were spending in
excess of 1$1,000 per capita per annum on
health. In the few lower-income countries actu-

. World Bank (1993), Investing in Health, OUP, New York.
. WHO/World Bank (2001), op cit.
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. WHO/World Bank (2001), Report of the Commission on Macroeconomics and Health, WHO and World Bank.

. Although the contribution from SHI is beyond the scope of this paper, the methodology proposed could be adapted to analyse its potential.
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ally delivering more-or-less universal and comprehen-
sive publicly financed health services, per capita expen-
diture was between 1$100 (South Africa) and 1$160
(Namibia, Tunisia, Nicaragua and Botswana).® Most low-
and middle-income countries shown in Table 1 were
spending much less, but had compromised either on
universality by having a lower density of public-service
facilities, or on comprehensiveness by financing only a
“basic package’ of services (or both). Moreover, in many
cases, costs were distorted by public-sector wage
compression.

This suggests that — at least in 1993 — the minimum
annual cost of universal and comprehensive guarantees
to free healthcare lay between 1$100 and 1$160 per
capita. Since then, treatment costs have risen and there
are serious concerns in these countries that public-
health priorities cannot be addressed, particularly where
there are growing costs associated with the AIDS
epidemic. On the other hand, suppose, as some argue,
significant efficiency gains could be achieved in public
provision, and that these amount to 25 per cent of exist-
ing costs. In that case, the minimum costs of compre-
hensive, universal publicly financed health care would
be between 1$75 and 1$120 per capita per annum,
although local variations in labour and material costs
and different staffing strategies might influence these
costs greatly.

The scope for tax-financed health
services

The identity below defines the basic arithmetic of public
budgetary allocations to health. It can be used to anal-
yse the main drivers of public expenditure on health,

where policy decisions are taken and how sensitive
health expenditure is to them.

Exp,.pc =
(eg $12.5

where Exp,.pc

GDPpC X G(share) X  Hshare)
$500 x 0.25 x 0.10)

is government expenditure on health
services per capita;

GDP.pc is Gross Domestic Product per
capita (or Gross National Product
per capita, if this is the tax base);

Gishare) is total government expenditure as
a share of GDP (or GNP); and

Hishare) is the share of total government

expenditure spent on health services.

Public expenditure on health depends on the value of
goods and services being produced by an economy
(GDP per capita), on total government expenditure as
the share of the economy (Gshare)), and on the share of
the government budget allocated to health (Hshare)). The
example shown, based on some simplistic assump-
tions, suggests that a low income country (GDP.pc =
US$500), with a government budget equal to 25 per
cent of its economy, and allocating 10 per cent of the
government budget to health, will be spending US$12.5
per capita on health services.

The size of the economy

Richer countries can afford to spend more on health
than poor countries. Many studies have shown that the
size of the economy (measured, say, by GDP or GNP per
capita) is a good predictor of both public and private
expenditure on health.® Figure 1 shows this relationship
in the data for the 67 countries selected for this study

FIG 1: GOVERNMENT EXPENDITURE ON HEALTH PC VS GDP PC (1993)
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5. It could be argued that free service provision was less than universal in 1993 in the case of Namibia and South Africa but, if so, this supports, rather than undermines the

main argument in this note.

6. See, for example, Musgrove, Phillip (1996), Public & Private Roles in Health, World Bank Discussion Paper No 339, World Bank Washington DC.
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(*=0.84), emphasising how important economic growth
is for the financing of any public service, including
health.

The remaining terms in the above identity explain the
variations in expenditure on health not accounted for by
GDP per capita. They also suggest how policy-makers
can modify this basic relationship and the constraints
under which they operate.

Fiscal policy

Fiscal policy determines the intended share of the econ-
omy to be taxed and partially determines the amount
governments spend (Gishare)). During the 1980s, conven-
tional wisdom shifted away from high-tax regimes on
the grounds that they created disincentives for private
investment. Simulations using the identity above will
show that low-tax policies place universal, comprehen-
sive, publicly financed health care beyond the scope of
most low-and middle-income countries. The 1990s have
seen higher tax regimes return to favour, to an extent.
However, a low-tax regime is not a matter of choice in
some countries. The collapse of socialism has been
accompanied in a number of countries in Eastern
Europe, the Caucasus and Central Asia by an unravel-
ling of fiscal effectiveness, leaving health infrastructure,
designed under high-tax policies, in financial crisis.
Fiscal collapse has also occurred in countries where civil
war has undermined fiscal institutions, such as in East
Timor, Cambodia, Rwanda, the former Yugoslavia and
the Democratic Republic of the Congo. Tax revenues
have also fallen in countries like Zimbabwe, where citi-
zens have lost confidence in the probity of their govern-
ment. The recovery from fiscal collapse is slow.
Expanding the share of the economy being taxed by 0.5
per cent per annum is thought to represent an excellent
fiscal effort. Thus, if the share of the economy being
taxed is 7 per cent, it is likely to take 26 years of
sustained fiscal effort to achieve a tax target of 20 per
cent of GDP.

In the form presented, the identity above is too simple to
reflect fiscal policy adequately.” Government expendi-
ture in any one year is unlikely to be equal to tax
receipts. Governments raise loans, commercially and on
concessionary terms, and they receive grants from aid
donors and from charitable organisations. Some coun-
tries have chosen to borrow heavily, at least in part, to
finance public services such as healthcare and, in some
low-income countries, aid contributes as much as (or
more than) government revenues to health expenditure.
Nor does the identity make provision for extra-
budgetary funds under the jurisdiction of the executive,
obligations to pay interest on loans, to repay borrowed
capital and to make provision for expenditure protected
by legislation, such as contributions to government staff
pension funds.

In practice, ‘Geshare)’ refers to the government’s discre-
tionary budget as a share of the economy. Health’s
share of the discretionary budget may be a better indi-
cator of a government’s commitment to publicly
financed health services than its share of total govern-
ment expenditure. The relationship between the govern-
ment’s discretionary budget and its sources of revenue
can be made explicit in the identity by expanding the
‘Gshare)’ term:

Gehare) = (G + grants + loans — statutory payments -
debt servicing)/ GDP
where G, is government tax revenue.

Obligations to service debt are of particular importance
for many low-income countries. These obligations
reduce the share of the government budget available for
allocation to health. The logic behind recent initiatives
to forgive public debt is that they will reduce obligatory
payments, thereby increasing the discretionary budget
and allowing governments to increase their expenditure
on priority social services, such as health. However, in
practice, the outcome will depend on a government’s
preference for health expenditure, compared with
competing bids from other sectors for the additional
resources.

Public preferences for health

The share of the government budget allocated to health
is a measure of the priority accorded to health expendi-
ture, compared with other claims on government
resources. In principle, the health budget share can be
varied from year to year by the cabinet of ministers and,
thus, is the target for most advocacy to increase health
spending. Except in very high-income countries,
however, most governments allocate less than 12 per
cent of their budgets to health. Very few allocate more
than 15 per cent; most allocate less than 8 per cent. This
implies a ceiling on the health share of the budget
imposed by political economy considerations and by
competition from other sectors. Moreover, although
increasing the share of the government budget allo-
cated to health can result in rapid, substantial gains,
these gains are relatively short-lived as it becomes more
difficult to increase health’s share of the government
budget further.

Revealed policy preferences in
health-service financing

The identity can also be used to assess the alignment
between a government’s health policy and its fiscal
position. In Table 1, the 67 countries selected for this
study have been divided arbitrarily into five income
groups (A to E) and into two tax groups (high and low)
according to whether they tax more or less than 25 per
cent of their economies. The importance of the relation-

7. As a further simplification, no distinction is drawn here between capital and recurrent expenditure. The distinction is important in practice, but raises issues outside the

scope of the paper.
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TABLE 1:

GROUP & TAX SHARE

INCOME GROUP

Income Group A
(GDP <1$2,000 pc)

Income Group B
(GDP 1$2,000
—1$5,000 pc)

Income Group C
(GDP 1$5,000
-1$10,000 pc)

Income Group D
(GDP 1$10,000
-1$20,000 pc)

Income Group E
(GDP >
1$20,000 pc)

Mean

Expenditure on health per capita (I$) 21.49
n=14

Tax share of GDP 12.45
Health budget share 10.20
Mean

Expenditure on health per capita (I$) 59.28
n=14

Tax share of GDP 13.93
Health budget share 10.06
Mean

Expenditure on health per capita (I$) 191.26
n=38

Tax share of GDP 17.50
Health budget share 10.14
Mean

Expenditure on health per capita (I$) 643.79
n=2

Tax share of GDP 19.50
Health budget share 13.11
Mean

Expenditure on health per capita (I$) 1105.87

n=3
Tax share of GDP 19.00
Health budget share 27.15

* US only - budget data for Hong Kong not available

Data sources:

Human Development Report 1996 (UNDP)
World Development Indicators 1998 (World Bank)
World Development Report 1998-99 (World Bank)

LOW TAX
(< 25% GDP)

Max Min
37.80 9.66
Kenya  Ethiopia
21.20 7.00

Zambia Madagascar
14.69 5.94
Chad Rwanda

Max Min

163.35 22.20

Tunisia Cameroon
24.00 4.00

Tunisia China
23.64 3.68

El Salvador Indonesia

Max Min

384.85 69.85

Greece Thailand
23.00 8.00

Greece Iran
15.88 4.81

Rep of Korea  Malaysia

Max Min

1074.74 212.85

Australia Singapore
22.00 17.00
Australia Singapore
20.71 5.50

Australia Singapore

Max Min
1550.30 237.16
Canada Hong Kong

20.00 18.00
Canada us*
28.46 25.83
Canada us*

GOVERNMENT SPENDING ON HEALTH PER CAPITA IN 1993 BY INCOME

HIGH TAX
(> 25% GDP)

Mean Max
59.76 59.76
n=1 Namibia
33.40 33.40

Namibia
9.61 9.61
Namibia

Mean Max
87.37 152.76
n =5 Nicaragua
27.60 29.00

Zimbabwe

8.49 16.75
Nicaragua

Mean Max
165.395 167.04
n=2 Botswana

35.40 42.80

Botswana

8.52 8.62
Uruguay

Mean Max
1066.90 1426.42
n=14  Belgium

35.08 46.00

Netherlands

13.90 17.65

Germany

Mean Max
1319.60 1548.12
n=4 Norway

34.00 35.00

Denmark

17.49 23.03

Norway

Min
59.76
Namibia
33.40
Namibia
9.61

Namibia

Min
38.00
Egypt
26.00
Egypt

2.13
Egypt

Min
163.75
Uruguay
28.00
Uruguay
8.42

Botswana

Min
439.52
Portugal
29.00
Spain
9.76
Portugal

Min
1074.32
Japan
33.00
Norway
11.96

Denmark
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ship between government expenditure on health and
income (Figure 1) is demonstrated by the way mean
expenditure on health rises from 1$21.49 per capita for
countries in income group A to 1$1105.87 per capita for
countries in income group E. However, Table 1 also
demonstrates how the substantial variations in expendi-
ture on health within each income group are determined
by differences in the share of the economy being taxed
and by variations in the budget share allocated to
health. These two factors, along with the size of the
economy, summarise the ‘space’ within which govern-
ments pursue their aspirations to finance universal or
comprehensive health services.

Variations in fiscal and budgetary policy can be related
to Wagstaff and Doorslaer’s three types of health
service financing:®

Type I:  universal and comprehensive, financed from
tax revenue

Type Il:  universal and comprehensive, financed from
compulsory health insurance

Type lll: dominant private financing, with a selective

role for the state

A fourth category can be added, arising from the
substantial role international aid has assumed in some
low-income countries. It is similar to Wagstaff and
Doorslaer’s Type lll in that government revenues play a
relatively minor role. It differs in the sense that it may be
imposed by a government budget constraint, rather
than reflecting a policy preference.

1.Income Group A countries

(<1$2,000 per capita)

Inspection of the data in Table 1 suggests that none of
the countries in Income Group A could afford Type |
(universal and comprehensive tax-based) health
systems, if an expenditure of 1$75 per capita is
accepted as the minimum required. The budgetary
arithmetic suggests that this would require an infeasible
rate of taxation, or excessive borrowing, and high
budgetary allocations to health. For example:

GDP.pC X G(share) X H(share)
1$2,000 x 0.25 x 0.15

Gn.pc
1$75

Only a few low-income countries have been able to tax
such a large share of the economy or to maintain such
a large budget allocation to health services. Simulations
can demonstrate how difficult it would be for the very
poorest countries — those with per capita incomes
below a dollar a day (approximately I1$500 per capita per
annum) — to achieve an expenditure of I1$75 per capita
per annum. The data in Table 1 suggest that, in practice,
a national income of 1$5,000 per capita is required
before Type | financing becomes a feasible strategy, and
then only in countries with high-tax regimes accompa-

nied by strong political preferences for public expendi-
ture on health (for example, Tunisia).

A more selective public role appears to be the only
option for poorest countries. However, many Group A
countries aspire to Type | health systems and, with the
help of international aid, have built and staffed their
health infrastructure with this model in mind. The results
have been increasing budgetary pressures from rising
recurrent costs, wage-rate compression, loss of
management control over staff, declining labour and
capital productivity, rising informal charges by govern-
ment clinicians, and the unintended privatisation of
government health services. These conditions tilt
provider incentives towards private ends and make it
difficult, if not impossible, to target scarce public
resources selectively to the needs of poor people.®

2.Income Group B countries

(1$2,000-1$5,000 per capita)

Countries in the 1$2,000 to 1$5,000 per capita income
range face complex strategic choices. Many also aspire
to Type | systems and, with economic growth, or better
tax collection, or greater budget allocations to health,
might be able to finance them in a reasonable time.
However, many have poor growth prospects, narrow tax
bases and weak tax-collection mechanisms.

A particular group of countries in this income range are
some ex-socialist countries where, before the advent of
pro-market reforms, health services were largely
financed from commune-level taxes. The Type | systems
constructed during the socialist period cannot now be
financed from less extractive national taxes on incomes,
goods and services. All other things being equal, their
choices lie between sustaining the infrastructure of a
Type | system from loans or grants to finance the gap
until economic growth and more effective fiscal effort
mobilise additional domestic resources; or moving
towards Type Il or Ill financing arrangements.

International aid may have a significant role to play in
countries in this income range, whether they aspire to
Type | arrangements or are moving towards more mixed
financing. In the former case, however, prior attention is
required to correct provider incentive distortions and to
assess the likely time before health services can be
financed domestically.

3.Income Group C countries

(1$5,000-1$10,000 per capita)

When per capita national income rises above 1$5,000
per annum, the policy choices become more open.
Table 1 shows a wide range of government health
expenditures in this group: from 1$69.85 to 1$384.85 per
capita. However, the demands for more sophisticated
health services rises even more rapidly than income, so
that income in the Group C range may be a necessary

8. Wagstaff A & E van Doorslaer (1992), ‘Equity in the Delivery of Health Care: Some International Comparisons’, Journal of Health Economics.
9. Hay, Roger (2000), ‘Publicly Provided Health Care: Incentives Do Matter’, OP/I Policy Brief No 2, Oxford Policy Institute.
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TABLE 2: SIMULATIONS OF TIME TAKEN FOR PUBLIC EXPENDITURE TO REACH
I$75 PER CAPITA PER ANNUM

INCOME GROUP Govt = GDPpc x Totalgovt x Health Financing Financing Financing
expenditure (1$.pc) expenditure expenditure gap (% GDP) (% govt
on health (% GDP) share (%) (I$pc) expenditure)
(1$pc)

Group A: low tax
(< 1$2,000 pc)

Maximum for group 21.2 14.7

(with grants)

Base year 9.7 420 18.1 12.7 65.3 16 554
5 years 9.7 464 14.3 14.7 65.3 14 456
25 years 21.5 689 21.2 14.7 53.5 8 253
50 years 35.2 1130 21.2 14.7 39.8 4 188

Group A: high tax
(< 1$2,000 pc)

Maximum for group 33.4 9.6
Base year 59.8 1615 38.5 9.6 15.2 1 46
5 years 57.2 1783 33.4 9.6 17.8 1 53
25 years 85.0 2650 33.4 9.6
50 years 139.5 4347 33.4 9.6

Group B: low tax
(1$2,000 - 1$5,000 pc)

Maximum for group 24.0 10.1

(with grants)

Base year 38.9 2160 24.0 7.5 36.1 2 278
5 years 37.2 2385 15.5 10.1 37.8 2 244
25 years 85.6 3544 24.0 10.1

50 years 140.4 5814 24.0 10.1

Group B: high tax
(1$2,000 - 1$5,000 pc)

Maximum for group 29.0 8.5
Base year 67.2 2100 36.0 8.9 7.8 0 27
5 years 57.1 2319 29.0 8.5 17.9 1 62
25 years 84.9 3445 29.0 8.5
50 years 139.2 5652 29.0 8.5

Assumptions:

GDP growth per capita: 2 per cent pa

The government budget is balanced and expenditure grows by 0.5 per cent annum to maximum share of GDP for the group
Health expenditure share: assumed to reach maximum for the group in Year 5.
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