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The leaders of today’s developed healthcare systems are caught
between a rock and a hard place: fiscal crises and gloomy economic
outlooks create huge pressure to curb health expenditure, but
countries also rely on health systems for economic growth and
national development. There is little consensus on the implications of
this financing challenge: some invoke the established links between
health and wealth to advocate for more investment in healthcare,
while others argue the need for bold and immediate controls on
health costs, which are consuming an ever-increasing share of
national resources.

In the absence of a strong vision to help existing models become
sustainable, the Global Agenda Council on Healthcare has
recommended the World Economic Forum as the right place to build
consensus on this critical issue. The Forum is thus hosting this
ambitious project to:

- Engage a great variety of stakeholders in a collective description
and understanding of the issue: in its first year, this project has
engaged almost 100 actors from the broader health ecosystem
in developed and emerging countries (e.g., government and
international organizations, academia, civil society, and partners
of the Forum from the healthcare and other industries)

- Promote a collaborative design of solutions: the Forum’s neutral
platform is essential to resolve an emotional debate in a
fragmented industry. This initiative aims to engage all actors and
sectors as part of the solution and converge towards what they
will jointly define as both desirable and achievable goals

- Provide a comprehensive analysis of health as an economic
issue: a constructive health debate must rest upon a sound
economic framework and an objective, fact-based point of view.

As we complete the first phase of this project, we are confident the
findings of this interim report will not only help raise health to the
national economic agenda, but will also address health as an issue
that transcends national borders and the healthcare sector. More
importantly, we hope this will help build energy for the second phase
of this project, with the development of scenarios to design future
health systems so they can sustainably achieve their fundamental
mission to provide access to quality and affordable care.

We are grateful to all partners and stakeholders who have supported

and engaged in this work, and we look forward to facilitating further
progress on this important project.

S
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Executive Summary

Health systems have been a great success in the past century, fostering
longer, healthier lives and thereby contributing to prosperity and economic
growth. These gains have come at a price, however: Organisation of
Economic Co-operation and Development (OECD) countries have seen
healthcare costs consistently outgrow the economy for decades. Although
this trend has long been recognized as a significant challenge, the recent
fiscal crisis and demographic shifts have suddenly brought it closer. Unless
health system financing is redesigned, public deficits of tens of billions of
dollars could amass in some developed countries by 2025.

The sustained growth in healthcare expenditures results from interacting
factors affecting supply and demand. Health systems have little influence
over the structural factors that are driving greater demand for healthcare,
such as ageing, lifestyle and wealth. More addressable may be the
incentives underlying supply-side inefficiencies, which are increasing
demand, limiting value-conscious behaviour and discouraging the “frugal
innovations” that maximize both quality and cost-effectiveness.

Managing this sustained growth requires a fine balance. Excessive
rationing and caps could compromise health and social equity, but
attempts to finance unfettered growth could compromise economic
competitiveness. For health systems to best support healthy societies and
economies, they should create more value by delivering more and better
services with the same or fewer resources.

In this preliminary report, we outline the healthcare financing gap that many
countries are at risk of facing in coming years and propose seven levers
that health systems can use to improve their financial sustainability. Over
the course of the coming year, we will develop a series of scenarios that will
examine how health systems could radically transform by 2030. These
scenarios will also enable us to more fully explore how the seven levers can
be used to improve the value delivered by health systems and thereby
ensure their financial sustainability.

4 The Financial Sustainability of Health Systems
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Introduction: Celebrating the
Health Sector

In many respects, healthcare is one of the greatest achievements of
human endeavour. Interventions and treatments are possible today that
would have been unthinkable to previous generations; cures have been
found for deadly illnesses; and pain and suffering have been soothed.
In the past century, an unprecedented series of advances — from
antibiotics and vaccines to organ transplantation and robotic surgery —
have revolutionized our ability to combat ill health.

Most economically developed countries have put in place the
infrastructure required to ensure that these advances can be delivered
to those who need them. As a result, death rates from heart disease,
stroke, most infectious diseases and even some forms of cancer

have decreased considerably. Over the course of the past century, life
expectancy has nearly doubled.

In most less developed countries, a chasm remains between what is
needed and what is provided. Too many people are unable to access
care, the Millennium Development Goals are still unmet, and the number
of preventable deaths remains stubbornly high. Nevertheless, important
progress has been made. Over the past 30 years, the annual incidence
of the five major vaccine-preventable diseases (diphtheria, polio,
measles, tetanus and pertussis) has plummeted by more than 90%, and
the worldwide infant mortality rate has dropped by nearly half.

Figure 1: Healthcare success over the 20th century

Health systems have contributed to an unprecedented increase in longevity

and quality of life...

Life expectancy in EU-5 (Germany, UK, France, Italy & Spain) and US

In addition to improving quality of life, the healthcare sector has

fostered considerable economic growth. Better population health has
contributed strongly to the labour productivity gains many countries
have experienced in the past century. It has enabled more adults to work
— and to work for more years — as lifespan lengthens. It has also enabled
many people to enter the workforce with more education, because
healthy children are more likely to attend and stay in school. Research
has shown that longer life expectancy has a strongly positive impact on
per capita GDP growth.

Healthcare is a valuable source of skilled jobs and businesses. In
Switzerland, for example, healthcare accounts for over 15% of total
employment. While Sweden spends about 35 billion euros (about US$
46 billion) annually on healthcare, it earns back 10 billion euros (about
US$ 13 billion) each year just from the healthcare companies that have
sprung up around the Karolinska Institute in Stockholm. Worldwide,
healthcare is now estimated to be a US$ 7 trillion industry.

...becoming a key enabler of
economic growth

Job creation: Healthcare is a

major source of skilled and
local jobs, expected to create

3-5 million jobs in the US
alone by 2020, potentially
more than any other sector
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The Price of Progress

These gains have come at a price: for at least the past 50 years,
healthcare spending growth has consistently outpaced economic
growth in every OECD country that reports this data. An ever-increasing
share of wealth is being dedicated to healthcare. In most OECD
countries, healthcare expenditures now account for more than 10% of
total GDP.

While it is not possible to make an objective determination as to an
“appropriate” size for the health sector, a priori and independent of other
factors, the majority of this spending is paid for with public funds in most
OECD countries. For many, this has created a fiscal challenge, with
healthcare already one of the largest public sectors and with significant
underlying momentum towards higher costs. Even in the US model,
which is often held up as the archetype of a private health system, more
than half of healthcare expenditure is financed through government
sources (state or federal). Rising healthcare costs place significant
pressure on countries’ national budgets, resulting in difficult trade-offs
between competing public goods.

Even before the recent economic crisis, some observers had begun

to question the wisdom of these ever-increasing expenditures, unsure
whether the investments represented good value for money. Reflecting
their enormous technical complexity, most health systems have not
managed to systematically measure the value they create, although this
is a field of increasing focus for researchers. Nor have health systems
been able to demonstrate that higher spending always leads to better
outcomes, or that they are deriving maximum benefit from the additional
funding. As a result, many policy-makers view increases in healthcare
spending as a burden rather than an investment in their country’s
competitiveness, analogous to their spending on education. Some
experts have tried to challenge this perspective, however, by pointing
out that health may well be the purest form of wealth.

Furthermore, recent economic events call into question whether
governments can continue to absorb ever-increasing healthcare costs.
Even if the annual rate of healthcare inflation remains at its historic
average (something that is in itself debatable in light of current trends),
certain macroeconomic forces — a prolonged period of slow GDP
growth, for example, could put them in a fiscal bind, caught between
rising demand, rising expectations, rising costs and tightening fiscal
constraints.

Navigating these difficult economic times will be challenging for policy-
makers. Blunt but effective instruments to rein in healthcare costs —
such as rationing access to care — could damage the sector’s ability to
improve health and stimulate economic growth. However, the financing
of high healthcare costs, for example, by raising additional tax revenue
or reallocating public spending away from other sectors, could impair
a country’s competitiveness beyond the advantage gained from better
population health. The answer may lie in a third approach: by measuring
healthcare value and putting a sharper focus on health system
productivity, countries may be able to find ways to meet additional
demand while retaining control of expenditures. If this is possible,
which is by no means certain, it will require fresh and perhaps a radical
rethinking of healthcare delivery.

6 The Financial Sustainability of Health Systems

To better understand the current dynamics, McKinsey & Company
and the World Economic Forum interviewed more than 30 experts,
reviewed the recent literature and modelled healthcare financing based
on historical trends. This report examines how OECD countries could
be affected in future decades by the twin forces of rising healthcare
costs and recent economic events. For a look at how these forces are
affecting developing countries, see page 17.

The report also reviews the interactions between supply and demand in
healthcare that have been contributing — and will continue to contribute
— torising healthcare expenditures. This discussion will set the stage
for the final sections, which describe seven strategies that can be used
today to improve health system financial sustainability and the steps

we will be taking next year to investigate how health systems could be
transformed to ensure their long-term financial viability.




The Quiet Revolution in
Healthcare Expenditures

Over the past 50 years, total healthcare expenditures in OECD countries
have risen faster than GDP, at an average rate of 2 percentage points
above GDP growth." This trend is consistent across the OECD: in none
of the countries has healthcare spending growth remained in line with
GDP growth for more than five consecutive years. As a result, healthcare
expenditures, which averaged 3.8% of GDP across the OECD in
1960, consumed 9.4% of these countries” GDP in 2007. In seven of the
countries, healthcare accounted for more than 10% of GDP that year.
Remarkably, this consistent and quiet expansion has taken place year
after year for many decades; there have been few instances of a sharp
and obvious leap at a given moment.
121 of the 36 OECD member countries provide sufficient data for historical analysis of healthcare
expenditures; unless otherwise indicated, references in this report to “OECD countries” or

“developed countries” are based on information from those 21 countries. There is little reason to
assume that the trends seen in those countries do not pertain to other OECD nations.

During the same period, public financing for healthcare increased
significantly as governments sought to promote social equity, quality
of life, and economic development. In more than two-thirds of OECD
countries today, governments finance between 70% and 85% of total
healthcare expenditures.

In many OECD countries, the combination of rising healthcare costs and
increased public financing has caused the share of government budgets
devoted to healthcare to rise steeply. Since 1950, for example, the UK’s
public healthcare sector has grown more than twice as fast as any other
public sector. In the United States, public healthcare expenditures have
grown more rapidly than any other type of public spending since 1950.

Figure 2: Compound annual growth rate of healthcare expenditure in OECD

Compound annual growth rate (CAGR), total healthcare expenditure as percent of GDP

1960-2007 or all available data
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Figure 3: Public sector growth rates by sub-sector in the United Kingdom and the United States, 1950-2007
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The Current Trajectory of
Healthcare Spending

Forecasting future healthcare spending is an uncertain art. The results
of any analysis depend heavily on the assumptions employed and the
proxies used to model individual behaviour, technological changes and
other variables; thus, they must be interpreted cautiously. Nevertheless,
we thought it would be useful to try to understand what impact ongoing
increases in healthcare spending could have on government budgets in
the decades ahead. We therefore performed several analyses to map a
range of potential outcomes.

In the first analysis, we examined what would happen if the future
mirrored the past. Accordingly, we extrapolated forward the historic

rate of expenditure increases seen in each of the 21 OECD countries

for which sufficient data was available. For each country, we calculated
the line that best fit its historical data of healthcare expenditure growth
relative to GDP, then played that line forward to 2040. Thus, the baseline
projection for each country (shown below) assumes that past trends will
continue unchanged.

The results of this analysis indicate that if the countries’ future spending
trajectories mirrors those of the past, healthcare would consume, on
average, 13.4% of their economic output by 2040. The United States
would continue to spend the largest share of its GDP (nearly 24%) on
healthcare. Among the 16 European countries in the analysis, only
France spent 11% or more of its GDP on healthcare in 2007, but 13

of the countries would exceed this level by 2040. Only Denmark’s
spending would be below 10%.

Figure 4: Projected potential healthcare expenditure growth by 2040

However, the interviews with experts delivered a consistent message:
healthcare expenditures are likely to accelerate in coming years due to
a rising disease burden, higher patient expectations and technological
advances. (These factors are examined in more detail later in this report.)
To estimate the impact of this acceleration, we modelled a higher-
spending variation of our first analysis, in which each country’s future
trajectory could be slightly higher than its historical one — in each year,
healthcare expenditure levels were given a 2.5% probability of being
one standard deviation higher than they had been. This probability
was calculated based on the historical frequency of sustained higher
expenditures (defined as a country spending more than one standard
deviation above its historical trajectory for five consecutive years or
more).

In this higher expenditure analysis, four countries would spend more
than 20% of their GDP on healthcare, and three would spend less than
15%. The United States would allocate nearly 30% of its economic
output to healthcare.

Health expenditure as share of GDP, percent

2007 2040 Baseline | 2040 Highs

United States 15.7
France 1.0
Switzerland 10.6
Germany 10.4
Austria 10.3
Canada 10.1
Belgium 10.0
Portugal 9.9
Denmark 9.7
Greece 9.7
Netherlands 9.7
New Zealand 9.1
Sweden 9.1
Norway 8.9
[taly 9.1
Australia 8.5
Spain 8.4
United Kingdom 8.4
Finland 8.2
Japan 8.1
Ireland 7.5
Average 9.4

23.8 26.6
16.7 19.5
16.3 19.1
12.5 16.2
15.4 21.0
13.4 16.2
14.1 18.4
16.2 20.9

9.6 129
16.3 19.2
121 14.8
1.7 16.9
10.4 14.8
14.5 19.8
1.4 13.8
12.2 15.7
13.5 20.4
11.0 13.9
1.6 16.5
11.5 16.6
10.0 18.0
13.4 17.6

§ High projection applies a 2.5% probability of being one standard deviation higher to each year

Source: OECD, McKinsey
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Compounding the Challenge:
The Broader Economic
Context

As the Eurozone debt crisis has demonstrated, many governments are
currently facing unprecedented fiscal pressures, and it remains unclear
when the pressure will abate. Thus, we conducted another analysis to
understand how four macroeconomic factors could affect governments’
revenues and their ability to fund healthcare in coming years:

1. Long-term economic slowdown. A prolonged recession could
restrict overall GDP growth in developed countries for a decade or
more.

2. Government deleveraging. Many developed countries are
implementing severe austerity programmes as they struggle to
reach debt-to-GDP targets.

3. Sustained high unemployment. Jobless levels have already
persisted longer than at any time since the Great Depression. As
aresult, governments are faced with higher welfare payments and
lower tax revenues.

4. Shifting dependency ratio. As the “baby boomers” exit the
workforce, the taxes they pay will diminish, lowering government
revenues. At the same time, they will require pensions to be paid and
long-term care to be provided.

To understand the potential impact of these macroeconomic factors,
we used McKinsey’s Global Growth Model to estimate the magnitude
of countries’ budgetary gaps to finance healthcare. This is a directional
model based on a series of assumptions; although it cannot take
future policy changes into account, it is sensitive to overall economic
growth rates. To be conservative, we chose the model’s baseline
growth scenario for each of the nine countries for which sufficient data

was available.? For each country, we analysed the evolution of both
government revenues (derived from wages, employment, economic
growth and foreign income) and government expenditures (driven by
deleveraging, unemployment and demographics).

This approach yielded a forecast for government budgets between 2007
and 2025. At one end was Germany, whose fiscal outlook was relatively
positive; the model projected that its public spending would rise by 1.4%
of GDP during that time. At the other end was France, whose public
spending was projected to contract by 3.1% of GDP over the same
period.

Next, we overlaid the baseline projection for growth in healthcare
spending described above, and we assumed that the public-private
proportion of that spending would remain unchanged. This enabled us
to calculate the potential gaps between projected government budgets
for healthcare and the expenditure levels required to meet demand.

The model indicated that, of the nine countries analysed, six might
encounter gaps that are substantially larger than suggested by the
projections described above and that are likely to develop much sooner
than 2040. This would imply that changes to healthcare financing and
expenditure strategies may be required, in the face of potentially large
budget gaps — amounting, in some cases, to 3% to 5% of GDP.

The bottom line: the long-term trend in healthcare expenditure growth
may collide with turbulent economies and labour forces to create
significant fiscal pressure over the next 10 to 20 years.

2 The Global Growth Model requires much more detailed economic, demographic and fiscal data for
each country than is available from standard OECD reports. Reliable data was available for nine
countries: Australia, Canada, Germany, Spain, France, the United Kingdom, Italy, Japan and the
United States.

Figure 5: Projected potential budget gaps in selected countries by 2025

If healthcare costs continue on today’s trajectory
in a worsening fiscal context...

Projected decrease in
government expenditure
Percent of GDP, 2025

Baseline projection of
public healthcare cost
Percent of GDP, § 2025

France 3.1 1.9
us 15 1.9
Japan 1.7 1.6
Italy 2.3 o 0.9

Canada 1.3 1.1

UK 14 0.8

... then some countries could face financing gaps
of 3-5% of GDP by 2025

Projected gap between public health

expenditure and government budgets

Percent of GDP, 2025 USS$ bn*
France 50 236
us 34 708
Japan 33 277
[taly 31 108
Canada 24 75
UK 22 94

§ Assumes each country’s ratio of public/private health spend remains constant from 2007
# Real 2010 dollars

Source: OECD, McKinsey Global Institute Econometrics, McKinsey
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Making Sense of Rising
Costs: A Conceptual Model

To better understand the forces driving increased healthcare
expenditures, we sought insights from leading healthcare experts,
synthesizing their input into a conceptual model that looks at the
interplay between demand-side and supply-side factors. It is our
hypothesis that feedback loops between the demand and supply
sides are the most important forces causing costs to accelerate. The
healthcare cost model is not in equilibrium.

A simplified illustration of the model we developed is shown in figure 6.

Rising Demand for Health Services

The increasing demand for healthcare is being driven primarily by
four factors: an ageing population, the explosion of so-called lifestyle
diseases, rising public expectations, and an absence of value
consciousness among healthcare consumers. Of these, ageing has
probably received the most attention. As individuals and societies
live longer, the prevalence and burden of disease rises, and hence
healthcare costs rise as well. Furthermore, the growing number of
people over 65 years of age is expected to nearly double the OECD
average dependency ratio by 2040; the elderly will consume more
care while contributing less. As a result, population ageing will have
a significant impact on both future healthcare spending and future
government revenues.

Figure 6: Key drivers and dynamics of health expenditure growth

L

i Improved survival
rates imply more

A

In recent years, increased attention has been paid to the growing
prevalence of lifestyle diseases: conditions such as type Il diabetes,
coronary heart disease and stroke that often result from modifiable risk
factors, such as poor diets, physical inactivity, smoking and high alcohol
consumption. As societies have become wealthier, the behaviour of
their populations has not always become healthier. The resulting rise

in the prevalence of lifestyle diseases increases healthcare spending
significantly. For example, the total cost of care for someone who is
obese is twice that of a person of normal weight.

However, healthcare demand is predicated not only on what people
need, but also on what they want and expect. Historical data indicate
that health expenditures correlate strongly with rising wealth levels.
Maslow’s hierarchy provides an explanation: as people’s basic needs
are met, their expectations of what services they require becomes
increasingly sophisticated.

In most sectors of the economy, these expectations are tempered by
the difference between the price of a given product or service and the
reality of consumers’ purchasing power. Most people understand that
their incomes are not always sufficient to meet their material wants. The
current high levels of personal debt suggest that many individuals have
attempted to bridge this gap. In most OECD countries, individuals bear
little out-of-pocket cost for health services; as a consequence, they have
too little restraint or realism in their expectations and no way to gauge
the value of those services.
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Factors Influencing Supply

On the supply side, the unit costs of care continue to rise, while
resources are not optimally allocated. The rise in unit costs is driven by
the advent of new therapies and technologies together with innovation
strategies that are focused on better outcomes rather than lower costs.
This is compounded by suboptimal allocation of resources in a delivery
system that is too often closed to change — characterized by vested
interests — and incentive systems that do not always reward value
creation.

New therapies and technologies give patients a broader array of care
options and often improve clinical outcomes, but they typically increase
unit costs. This is partly because innovators often focus much more
heavily on the outcomes achieved than the value delivered, whichis a
function of a new therapy’s quality, price and hence cost-effectiveness.

However, historical forces influence the supply of healthcare as well.
Most health systems have inherited clinician practice patterns, hospital
infrastructure and other elements geared to older forms of care delivery.
An example is an imbalance in the levels of specialist hospital-based
care versus primary and community care. As a result, the systems must
contend with resistance to the more efficient allocation of resources.

Existing incentive systems may also discourage the best use of limited
resources. For instance, the business models of many providers and
healthcare professionals are currently based on individual compensation
per activity or per episode of care. As a result, many improvement
efforts have focused on re-engineering discrete elements of service.
Often, however, more value could be created if the improvement

efforts included entire care teams so that the end-to-end pathways of
care, from prevention through intervention to rehabilitation, could be
optimized.

The Dangerous Dynamic: The Interplay between Supply and Demand

No single factor alone can explain the consistent growth in healthcare
costs; rather, it is the interplay among the factors that prevents the
model from achieving equilibrium. Overall market efficiency is further
impaired by significant and enduring information asymmetries driven by
a lack of performance transparency.

The health sector has been successful in transforming once-deadly
diseases into chronic conditions. Many of the most important
therapeutic advances of recent years, including antiretrovirals for HIV
patients and most new anti-cancer drugs, do not provide cures, but
they do prolong survival — often, for many years. These are fantastic
developments for individuals and families. However, the drugs are
usually expensive and, the better they work, the longer they may have
to be administered, which means that their long-term costs must be
planned for.

Furthermore, it is precisely because healthcare exists at the edge

of science, constantly finding new ways to treat disease or soothe
suffering, that patients’ expectations are raised. New technologies and
cross-border comparisons enabled by the availability of information
online also raise patient expectations, which further drive demand.

Changes to the supply side can have a more immediate impact, too.
Reduction in demand for one set of services appears to be quickly
offset by increases in demand for others. Many health systems policy-
makers express frustration that success in demand management too
rarely leads to real reductions in overall costs. Providers are perceived

Making Sense of Rising Costs: A Conceptual Model

as simply filling freed capacity with other patients, rather than reducing
their cost base. This phenomenon is especially likely to occur when
providers have an economic incentive for such a response, for example,
in health systems that use fee-for-service reimbursement. However, this
can occur anywhere, and for one simple reason: patients tend to want
the best treatments and providers want to administer them. Once the
added capacity is fully used, more capacity can be built and the cycle
can begin again.

Finally, patients help to amplify provider costs. In the current healthcare
financing paradigm in most OECD countries, where individuals are
insulated from the economic impact of their decisions, patients do not
prioritize cost-effective care. In many cases, patients actively resist
changes that would improve the productivity of the sector, for example,
by opposing the closing of popular but subscale providers. Ironically
for the health sector, the public can support and reinforce existing
inefficiencies rather than confront them.

What the Model Tells Us about the Future Outlook

When viewed through the lens of this conceptual model, there is

no structural reason to assume that growth in healthcare demand

will subside. In fact, population ageing and the rising prevalence of
lifestyle diseases make it likely that most countries will see the disease
burden — and hence demand for care —increase in coming years.
Furthermore, technological innovations are breaking new ground in
areas such as personalized medicine, stem cell research, and genomics
— developments that are likely to raise rather than lower cost. Patients’
expectations will continue to be fed by better access to information and
greater transparency. Thus the fiscal pressures described earlier are the
only evident brake on healthcare expenditure growth.

Furthermore, health systems operating in isolation have limited control
over growth in demand. Most of the demand-side factors are difficult or
impossible for health systems to change. Ageing is unavoidable. Efforts
to alter unhealthy lifestyles have succeeded at small scale, for example,
through workplace wellness programmes, but it is not obvious that
health systems are currently either appropriately positioned or resourced
for population-level efforts to improve health. Meeting the challenge will
require a response from beyond the boundaries of the health sector
alone.

A Case for Change ihl



Tough Choices for
Governments, Industry and
Individuals

It is unclear how the tension between unrelenting healthcare spending
growth and tightening fiscal limits will be resolved. Multiple outcomes
are possible, depending on the strategies health system leaders adopt.
But one thing is very clear: if health systems continue to operate using
a business-as-usual approach, significant pressure will be placed on

a range of stakeholders, including policy-makers, payers, employers,
healthcare companies and individuals. Several of the most important of
these pressures are described below.

Choices for Governments

As governmental leaders — heads of government together with
ministers of finance, health and social protection — look to address
rising healthcare costs, their choices can appear limited. From our
perspective, we can see four choices, none of which is easy. The
choices below are what are theoretically possible, not what we
necessarily regard as desirable:

1. Ration access to care. The bluntest approach is to ration access
to care. This would imply either narrowing the population covered,
for example, restricting coverage; imposing cash-limited budgets
and allowing waiting lists to rise; or reducing the scope of services
covered through a smaller benefits package. Extreme forms
of rationing, however, could have the reverse effect: untreated
conditions may worsen during waiting periods, increasing the
total cost of care; and more individuals would likely seek costly
emergency care rather than less-expensive preventative treatment.
In its extreme form, rationing is unpalatable and undesirable.
However, with increasing access to data, a growing understanding
of which interventions have the best outcomes and returns should
allow definitions of minimum standards in an increasing range of
areas.

2. Shift the burden of cost. Governments could shift the burden
of healthcare costs to individuals or employers by withdrawing
government coverage and mandating private coverage. Not only
would this represent a squeeze on household incomes, assuming
personal taxes remained constant, it might also challenge the
competitiveness of businesses, either by weakening their cost
structures or by shrinking their talent pool. Equally, increasing the
proportion of costs borne by individuals may help to appropriately
match supply and demand.

3. Increase financing to health. In the face of unpalatable choices of
rationing access or shifting the burden, governments may decide
that they have no choice but to increase expenditures. This implies
a further choice: to either raise tax rates; raise the retirement age
to expand the pool of taxpayers; or reallocate resources from
other publicly funded services such as defence, education, welfare
payments, etc. Both this and the previous choices would likely
require a fierce political contest about what are the right priorities for
public policy.

4. Radically raise the productivity of health systems. If health systems
could find ways to deliver more services with fewer resources, and
to achieve the same or better outcomes in the process, they would
go a long way towards ensuring their financial sustainability. For
instance, improving performance transparency for health systems
may raise productivity.

Of these choices, the pursuit of radical productivity improvements is
the most immediately attractive. Our initial assessment of the greatest
areas of opportunity is described later in this report, and will be further
investigated through the course of 2012.
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Implications for Industry

Pharmaceutical companies, medical device manufacturers, provider
chains and other companies have made important contributions to the
gains achieved by the healthcare sector in the past century. In common
with health systems, they face a turbulent future. Existing business
models may become obsolete and new models will need to evolve. A set
of forces are powerfully shaping the future prospects of industry:

- Anew era of cost consciousness. Private and public payers
for healthcare have sharpened their focus on cost control. This
has been evident in a harder stance in the negotiation of prices
paid for pharmaceuticals or medical devices, or for the level of
diagnosis-related group (DRG) payments. Elsewhere, payers are
experimenting with changing the whole model of reimbursement, for
instance, shifting the risk to providers through capitation models or
risk-sharing based on the effectiveness of interventions.

- Bold public policy. Fiscal pressure has led to radical and immediate
measures. In some instances, this has included sector-wide cost
reductions; for example, the Catalonia region of Spain has imposed
a 10% budget cut. In others, it has meant absolute pay restraint;
for example, the National Health Service in the United Kingdom.
Public systems have experimented in increasing both competition
(through expanding choice for patients) and the diversity of supply
(by encouraging private providers to enter the market).

- Insistence on transparency. Increasingly, providers are being
benchmarked on outcomes and their performance is being
compared and published. Media attention is intensifying on the
results of major public tenders and more information is being made
available for patients to be able to make better, more informed
choices.

- Stronger regulation. Health technology assessment (HTA) is
rapidly becoming a global regulatory norm. Although more than
30 countries currently use HTA, they do not adhere to the same
procedures. The resulting lack of cross-country harmonization is
creating redundant processes for many international companies.
Furthermore, the scope of HTA is expanding to include cost-
effectiveness as well as efficacy.

- Challenging market performance. Important subsectors are no
longer earning their cost of capital. Many healthcare industries
have become less profitable since the economic downturn began
in 2008, and it has become harder to access capital. Poor market
performance, for example, has led private providers to cut capital
investment (their most common savings strategy), which is limiting
demand for imaging equipment and other technologies.

Itis the interplay of these forces that has made these challenging times
to navigate the health sector. Given the rising fiscal pressures, the
turbulence is set to increase rather than dissipate in the years to come.



Household Budgets Could Be Squeezed

In most developed countries, private healthcare expenditures are

rising much faster than wages. This trend is most notable in the United
States, where basic health insurance for a family has nearly reached the
equivalent of a full minimum-wage salary. However, private healthcare
expenditures are reaching high share-of-wallet levels in other countries
as well. Even under the conservative projection described above, we
estimate that by 2025 the share of real personal, disposable income
dedicated to healthcare spending could increase by more than 70% on
average in the nine countries analysed.

If consumers are unwilling to cut their healthcare spending substantially,

they will have to spend less on other household items — sometimes,
considerably less, as figure 7 below illustrates.

Figure 7: Impact on household budgets

If private healthcare expenditure continues to
grow faster than real wages...
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Tough Choices for Governments, Industry and Individuals

While this may serve to raise the value-consciousness of some
consumers, for others it may imply significant hardship. For households
with high disposable incomes, it may raise a question of prioritization
against discretionary expenditures, such as consumer electronics.
However, for households with low disposable incomes it may represent
unpalatable choices between healthcare costs and other necessities,
such as housing or heating fuel. In political terms, healthcare costs are
set to be a significant focus of public debate in many OECD countries.
This is already happening in some countries.

|
... then household budgets could be squeezed
considerably
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Source: Global Insight; baseline model; OECD; McKinsey
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Finding New Pathways to
Sustainability

The challenges described are great, the uncertainties significant, and
the right response may be emerging, but is not yet clear. High-quality
healthcare matters to every individual and family; it is an important
element of labour productivity; and it can be an engine of economic
growth, creating good jobs at home and exports abroad. It is too
important for a reactive response to be sufficient; it is in this moment, in
the midst of a sustained economic storm, that policy-makers must chart
a path to a sustainable future.

The first step must be to prioritize productivity growth in the health
sector, demanding a new set of policy levers and interventions. Greater
productivity is not the only way health systems can create more value,
but it is by far the most important. Over the past 40 years, productivity
gains have been the principal driver of GDP growth in many European
countries and the United States. However, the productivity route is

not without its challenges. For example, there is a tough but important
trade-off between labour productivity and employment.

For the health sector, productivity improvement is challenging. This

is for three principal reasons. First, health systems are “sticky”. This

is because public resistance blocks radical change; the result is that
inefficient providers persist. Furthermore, modern management
practices (e.g., robust performance management or service line
reporting) are too often resisted by powerful vested interests. Second,
health systems cannot outsource to low-cost settings. Medical tourism
currently accounts for less than 0.5% of hospital care for patients from
Europe and North America, although the digital revolution may begin
to change this. Finally, health systems cannot easily replace labour by
capital. Healthcare is an intrinsically labour-intensive sector.

If health systems are to become financially sustainable, they must
therefore find new value-creating models that manage demand more
effectively and transform the supply side to eliminate inefficiencies and
waste. Since health systems are dynamic, the solutions they develop
must also be dynamic; addressing one issue alone could merely push
inefficiency to another part of the system.
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Through interviews with experts, we have identified the top seven most
promising areas for potential productivity improvement that may be the
paths to sustainability health systems must find:

1. Measure value and invest for the greatest returns. We can only be
sure to improve what we can measure. Health systems must apply
an investor mindset — investing greater resources for greater returns
in terms of health and quality of life gained.

2. Foster skilland will to create value-conscious consumers. Patients
and populations should be empowered with the right information,
at the right time, so they can make the right choices for themselves.
Furthermore, health systems should make more sophisticated use
of patient incentives to make doing the right thing the right thing to
do.

3. Pay for value, not for volume. Realign incentives to pay for the holistic
care of whole populations or patient pathways. Payment innovation
can span both health and social care, ensuring that payers and
providers are all aligned to the most cost-effective interventions.

5. Reinvent the delivery system with new models of care. Capital-light

settings, leveraged talent models and low-cost channels, such

as home-based, patient-driven models, can help provide greater
volumes of high-quality care. However, they must be accompanied
by capacity reductions in higher-cost channels. Health systems
must become more agile in leveraging the opportunities for more
self-care.

Promote technology innovations that lower cost and leverage
talent to raise quality. Incentives and regulations can encourage
innovation that optimizes for both quality and cost, either by
providing lower cost therapies, by using the digital revolution to
boost the productivity of clinicians, or by eliminating the need for
other interventions.

Implement modern management practices and focus on
performance. Health systems should use lean transformation and
similar techniques to improve the productivity of their service lines.
They should also institute tighter management practices that focus
on performance in all areas.

Proactively reach out to predict and prevent ill health and manage
disease. Health systems need to shift their focus to the integrated
care that is necessary to identify patients most at risk, proactively
plan and manage their care, and prevent escalation to higher cost

This is our starting list. In the year ahead, we will examine each of

these areas in more detail, identifying examples of good practice and

successful innovation. This will be developed into a detailed, actionable

set of recommendations for health systems.

settings.

Figure 8: Paths to sustainability
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Where Next?

The magnitude of the challenge facing the health sector is so great it is hard to grasp. Its
implications are clearly far reaching for all aspects of the economy and society. Not only must
health systems be the concern of all governments, they must also be the concern of all of
government: ministers of finance and social protection as much as ministers of health. Health
system financing — currently predominantly the concern of the health sector — may well become
an area of concern for individual patients, households and taxpayers across all OECD countries,
as is already happening in some, such as the United States.

Over the coming year, our community will do three things to take this work forward. First, we

will develop a series of scenarios to explore a crucial question: what might sustainably financed
health systems look like in 20307 Such a long-term perspective will allow us to move beyond
most current healthcare reform efforts, which focus on how today’s health systems can be
optimized, and enable us to contemplate how those systems could be fundamentally redesigned.
Second, we will build on both the scenario’s insights and the conceptual model to develop a set
of actionable interventions to help countries navigate towards their desired outcome. Third, we
will work with specific countries to develop our perspective on how their health systems may
evolve in the years to come. For this, we will focus on emerging nations — in contrast to the focus
of this year’s work on OECD countries — to reflect the greater flexibility they have to respond to the
present spend, not least their greater fiscal space.

Moving beyond the confines of the existing debate will not be easy. It will require courage from all
parties, enriched by diverse voices and fresh ideas from other sectors. Thus new partners from
government, [T, nutrition and other sectors will be invited to join our community, including health
system and finance leaders. All stakeholders will share ideas, values and possibilities as we try to
collectively envision fundamentally different health system models. As a result, we should be able
to converge towards a path that none of us could have reached on our own.

This report has highlighted the tough path ahead for the health sector globally. Yet it is important
to keep the debate anchored in its very real achievements. The future of innovation — from
genomics to personalized medicine to medical enhancement — could mean another century of
remarkable gains in longevity, quality of life and access to care. It will mean that pain is soothed
and disease treated.

However, unless significant change occurs, the price of these gains could be unaffordable,
given the tremendous forces currently buffeting both public budgets and financial markets.
These forces, coupled with growing demand for healthcare, make it increasingly important that
health systems maximize the value they create. For the health sector, the journey ahead looks
exhilarating, turbulent and daunting, all at once.

16 The Financial Sustainability of Health Systems

What are Scenarios?

Scenarios are stories about the future. They
provide relevant, plausible, challenging and
divergent ideas about an issue and the
stakeholders affected by it. Scenarios are not
predictions, preferences or forecasts. Rather,
they are a springboard for inspiration — the
process of developing and using scenarios
fosters strategic conversation between
participants in order to generate insights, align
values and test strategic options.



Developing Countries:
Charting New Paths to
Financial Sustainability

Developing countries appear to be following the same trajectory

of expenditure growth that OECD countries have followed, but the
financial sustainability of their health systems may not be a serious issue
for them in the near to medium term. For many developing countries,
health systems are currently a vital enabler of growth, providing the
same benefits (i.e., improved quality of life, increased labour productivity
and economic expansion) that wealthier countries derived so forcefully
from their health systems in the 20th century. Expanding their health
systems will help developing countries improve outcomes and access,
and increase their competitiveness.

Furthermore, most developing countries have room to grow in terms
of health system financing. Although most OECD countries currently
spend between 8% and 10% of their GDP on healthcare, the BRIC
countries (Brazil, Russia, India and China) averaged less than 6% in
2009. Several developing countries have publicly stated that they want
to increase the share of GDP they devote to healthcare. Russia and
China, for example, appear to be aiming for 8% to 10%.

In addition, the fiscal pressures on government budgets in developing
countries are less immediate. Public financing accounts for less than
half of all health expenditures in many of these nations; often, more than
half of those expenditures are still being paid for out of pocket. Greater
public financing for healthcare could be underwritten by tax increases.
The tax rates in BRIC countries, for example, could grow by another 20
to 30 percentage points before they reach the OECD average.

The health systems in developing countries also have greater latitude
to chart a new course towards financial sustainability because

their health systems are less encumbered by legacy structures and
entrenched vested interests. For example, the insurance systems

in many developed countries were originally designed to cover
random, unpredictable catastrophic events and are ill suited to cover
foreseeable, preventable and controllable chronic conditions. This
problem does not exist in most developing countries. Because patients
in those countries must pay a high percentage of healthcare costs
themselves, the opportunity exists to develop new payment systems
better designed to match today’s disease mix.

Singapore has developed one such payment system. Its health savings
accounts motivate individuals to make value-conscious health decisions
by giving them more exposure to and control over their lifetime
healthcare costs. However, other approaches could also be used. For
example, some developing countries might want to develop savings- or
annuity-based health products that align incentives among patients,
providers and payers. This would encourage all of them to make value-
conscious decisions that minimize the costs associated with chronic
disease.

Even if some developing countries decide to increase public financing
for healthcare, they might nonetheless want to keep private healthcare
expenditures at levels above those seen in most OECD countries.
Chinese policy-makers, for example, plan to maintain relatively high
levels of out-of-pocket payments to limit non-essential demand.

Developing countries also have more latitude in deciding how care can
best be delivered. The delivery systems in most developed countries
were originally designed for high-intensity acute care, but chronic
conditions generally require low-intensity care provided in out-of-
hospital settings. Most developed countries are trying hard to decrease
their number of hospital beds per capita, but emotional and financial
considerations often hamper these efforts. Developing countries do
not face this challenge. Although some developing countries may have
to expand their acute care capacity, it will rarely be necessary for them
to invest considerable sums in building large networks of hospitals.
Instead, they should be able to set up more suitable delivery systems
that address the dual burden they currently face: a high (but often
decreasing) rate of infectious diseases and a growing prevalence of
chronic, non-communicable conditions.
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