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The Chinese Health System At A Crossroads
A new infusion of government funds has sparked debate in China
about how best to transform money into effective services.

by Winnie Yip and William C. Hsiao

ABSTRACT: The Chinese government has committed to increasing government funding for
health care by directing 1–1.5 percent of its gross domestic product to universal basic
health care. However, China is at a loss as to how to transform its new money into efficient
and effective health care. This paper critically examines the various options currently under
heated debate in China. We argue that unless China tackles the root cause of unaffordable
health care—rapid cost inflation caused by an irrational and wasteful health care delivery
system—much of the new money is likely to be captured by providers as higher income and
profits. [Health Affairs 27, no. 2 (2008): 460–468; 10.1377/hlthaff.27.2.460]

C
h i na i s at a crossroads in trans-
forming its health care system. Like
the United States, China is faced with

the double-edged sword of having both a
large uninsured population and rapid health
care cost inflation. The Chinese government
has committed to increasing government
funding for health care by as much as 1–1.5
percent of its gross domestic product (GDP)
(about $25–$38 billion) over the next several
years, directed to providing universal basic
health care.1 Between 2006 and 2007 alone,
the central government increased its health
budget by 87 percent.2 However, China is at a
loss as to how to transform its new money
into efficient and effective health care. To
tackle the root cause of unaffordable health
care—rapid cost inflation caused by an irra-
tional and wasteful health care delivery sys-
tem, the very same issue confronting the
United States—China needs to decide how to
reform its health care delivery and payment
systems; otherwise, most of the new money is

likely to be captured by providers as higher
income and profits. Cost inflation will likely
remain uncurbed and eventually bankrupt
the financing system.

In this paper we critically examine the al-
ternative paths that China is heatedly debating
in reforming its health care system. This will
have important implications for the health and
health care of the Chinese population and for
the country’s social and political stability.

China’s Health Care System:
Performance And Problems

Although China’s transition from a cen-
trally planned to a market-oriented economy
created unprecedented economic growth, the
same strategy produced dire health care deliv-
ery and health outcomes. In less than two de-
cades, China’s health care system was trans-
formed from one that provided preventive and
affordable basic health care to all people to one
in which people cannot afford basic care and
many families are driven into poverty because
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of large medical expenses.3 These experiences,
although of a lesser magnitude, are ironically
not unfamiliar to Americans.4 What causes
these dismal conditions?

� Lack of health insurance. One com-
monly cited reason for unaffordable access and
household impoverishment in China and the
United States is the lack of insurance coverage.
Before China’s economic reform, near-univer-
sal insurance coverage was provided by the
Cooperative Medical System (CMS) in rural
areas and the Government Insurance Scheme
(GIS) and Labor Insurance Scheme (LIS) in
urban areas. The CMS was primarily financed
by the welfare fund of the communes (collec-
tive farming). It organized health stations, paid
village doctors to deliver primary care, and
provided prescription drugs. It also partially
reimbursed patients for services received at
township and county facilities. At its peak in
1978, the CMS covered 90 percent of China’s
rural population. In the urban areas, the GIS,
financed by government budgets, covered gov-
ernment employees, retirees, disabled veter-
ans, university teachers, and students. The LIS,

financed by each enterprise’s welfare fund,
covered that enterprise’s employees, their de-
pendents, and retirees.

When China reformed its rural economy in
1979 and introduced the Household Responsi-
bility System, the communes disappeared;
without its funding base, the CMS collapsed,
leaving around 90 percent of all peasants unin-
sured. In the cities, the GIS and LIS were re-
placed by a city-based social health insurance
(SHI) scheme that combines individual medi-
cal savings accounts and catastrophic insur-
ance (similar to health savings accounts in the
United States), covering only about half of the
urban population (Exhibit 1). The program is
financed by premium contributions from em-
ployers (6 percent of the employee’s wage) and
by employees (2 percent of their wage). It cov-
ers all urban workers, including government
employees and employees of both state and
nonstate sectors. Workers’ dependents and
migrant workers, however, are not covered. As
a result, households have to shoulder the lion’s
share of medical expenses. Out-of-pocket pay-
ment as a share of total health spending grew
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EXHIBIT 1
Health Insurance Coverage For China’s Urban And Rural Populations, 1993, 1998,
And 2003

Income level, urban Income level, rural

Source of
coverage

Lowest
quintile

Middle
quintile

Highest
quintile

Lowest
quintile

Middle
quintile

Highest
quintile

Social insurance
1993
1998
2003

36.7%
20.1
12.3

75.3%
49.6
44.8

72.1%
63.9
70.3

0.7%
0.4
1.5

1.3%
0.7
2.1

10.8%
6.3
7.1

CMS
1993
1998
2003

–a

–a

–a

–a

–a

–a

–a

–a

–a

2.7
4.0

12.5

6.7
5.7
6.2

23.2
11.4
13.2

No coverage
1993
1998
2003

49.9
71.9
76.0

21.5
41.1
41.1

18.8
24.6
19.5

87.2
85.8
79.9

91.8
91.0
82.5

65.4
79.4
68.1

SOURCE: National Health Services Survey, 2003

NOTE: CMS is Cooperative Medical System.
a Not applicable.



from 20 percent in 1978 to almost 60 percent in
2002 (Exhibit 2), leading China to have one of
the highest out-of-pocket payment shares of
total health spending among its neighbors in
Asia, especially compared to those with estab-
lished national/SHI schemes with universal
coverage (Exhibit 3).5 The rural population
has been particularly hard hit, given that the
majority of rural dwellers are uninsured.

� Rising health care costs. A more fun-
damental, but often neglected, root cause of re-
duced access and increased medical impover-
ishment is rapidly rising health care costs,
which stem primarily from providers’ profit-
seeking behavior and the resultant waste and
inefficiencies. Under communist rule, China
developed a three-tier organization for the de-
livery of health care for both rural and urban
areas. All health facilities were publicly
owned. The government subsidized about 50–
60 percent of their recurrent costs, calculated
to pay for the salaries of health personnel. The
remaining revenue came from fee-for-service
activities under a government-controlled price
schedule, which was set below cost to make
services affordable and accessible even for the
poor and uninsured. Input prices were simi-
larly controlled. Health care workers, like
other employees in state-owned enterprises,
were paid on a salaried basis, with low cash re-
muneration.

When China embarked on its economic re-
form in 1979, like other transitional economies,
the government experienced a drastic reduc-
tion in its revenue, which in turn reduced its
capacity to fund health care. Government sub-
sidies for public health facilities fell to a mere
10 percent of the facilities’ total revenues by
the early 1990s. To keep health care affordable,
the government maintained its strict price
control by setting prices for basic health care
below cost. At the same time, the government
wanted facilities to survive financially, so it set
prices for new and high-tech diagnostic ser-
vices above cost and allowed a 15 percent
profit margin on drugs. These created perverse
incentives for providers, who had to generate
90 percent of their budgets from revenue-
generating activities; this turned hospitals,
township health centers, and village doctors
into profit-seeking entities. Equally impor-
tant, this price-setting approach created a le-
veraging effect whereby a provider has to dis-
pense seven dollars’ worth of drugs to earn one
dollar of profit. Subsequently, providers over-
prescribed drugs and tests, and hospitals
raced to introduce high-tech services and ex-
pensive imported drugs that give them higher
profit margins.6 For example, 75 percent of
patients suffering from a common cold are pre-
scribed antibiotics, as are 79 percent of hospi-
tal patients—more than twice the interna-
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tional average of 30 percent.7 Consequently,
China’s health care spending has been growing
at 16 percent per year—7 percent faster than
the growth of GDP for the past two decades.8

In addition to the unnecessary costs this in-
curs, such treatment patterns could also harm
patients. Unfortunately, no authority is held
accountable for these practices.

� Drug kickbacks to providers. Com-
pounding the problem further is the collusion
between providers and the pharmaceutical
sector. Hospitals receive kickbacks from drug
companies for prescribing their products, and
doctors’ bonuses are often tied to these kick-
backs. In rural areas, village doctors buy ex-
pired and counterfeit drugs at low cost and
sell them as valid products at higher prices.
One can characterize China’s greed-driven
health care providers as “wild horses let out of
the barn.”

� Fragmented services. Finally, China’s
health care delivery system is fragmented; pre-
ventive, primary, and tertiary services are all
provided separately. Freestanding hospitals
and clinics compete for patients, holding onto
patients when they should be referred else-
where. There is little coordination of care
among the levels of providers, and tests are of-
ten repeated when patients move from one
level to another, just as in the United States.9

China’s Latest Reform Initiatives
The public has expressed its discontent

with unaffordable access and medical impov-
erishment (kan bing nan, kan bing gui) through
thousands of organized protests throughout
the country, receiving frequent media atten-
tion.10 At the same time, the current Chinese
leaders are giving greater priority to social de-
velopment and building an equitable society.
In October 2006 the Chinese government an-
nounced that its new guiding principle will be
people-centered: it will strive to build a har-
monious society through balancing economic
and social developments.11 Under this princi-
ple, health has been identified as a top social
priority. President Hu Jintao promised a “big-
ger government role in public health, with a
goal for everyone to enjoy basic health care ser-
vice to continuously improve their health and
well being.”12 This, together with growing tax
revenue generated by a thriving economy, has
led to the introduction of several major reform
initiatives.

� Cooperative medical schemes in ru-
ral areas. China’s solution for its rural areas is
the New Cooperative Medical Scheme
(NCMS), a government-run voluntary insur-
ance program. A primary objective of the
NCMS is to insure rural residents against cat-
astrophic health expenses and to protect them
from impoverishment by illness. The central
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EXHIBIT 3
Out-Of-Pocket Payment As A Percentage Of Total Health Spending In Asian Countries,
Various Years

SOURCE: E. van Doorslaer et al., “Paying Out-of-Pocket for Health Care in Asia: Catastrophic and Poverty Impact,” Equitap
Working Paper no. 2, May 2005, http://www.equitap.org/publications/wps/EquitapWP2.pdf (accessed 28 November 2007).
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and local government each subsidizes 20 yuan
(US$2.50) per farmer (total of US$5) in the
western and central provinces, with the
farmer paying an additional 10 yuan (US$1.25)
in annual premiums to enroll in an NCMS
plan. This total premium of 50 yuan represents
about one-third of farmers’ health spending in
the western and central provinces, which aver-
ages around 150–180 yuan per person per
year.13 By the end of 2007, the NCMS covered
86 percent of the rural population; it is pro-
jected to reach 100 percent by 2008.

Local governments are free to choose the
benefit packages and administrative arrange-
ments of their NCMS according to local condi-
tions, as long as they follow two policy guide-
lines: voluntary enrollment, and coverage of
catastrophic illnesses.14 The voluntary feature
was adopted to overcome the public’s resis-
tance to paying any money into a government-
run insurance program because people do not
trust local governments, which have imposed
many taxes and fees on them and often mis-
used the funds collected. The emphasis on cov-
ering catastrophic illnesses came from the de-
sire to prevent the Chinese from being
impoverished by such illnesses. To date, many
varieties of NCMS benefit packages and ad-
ministrative arrangements exist.15

� Community health centers in urban
areas. In an attempt to redirect urban pa-
tients’ reliance on hospital services toward
primary care, the government announced in
2005 the establishment of community health
centers (CHCs) to provide prevention, pri-
mary care, home care, and rehabilitative ser-
vices.16 CHCs will eventually be set up in every
urban neighborhood in the hope that they will
compete with hospitals, substitute for hospi-
tals’ expensive outpatient clinical services, and
curb the unnecessary use of hospitals as conva-
lescent homes. To date, many cities have estab-
lished CHCs. They are financed by a combina-
tion of the SHI scheme that pays for the
insured and direct out-of-pocket payment of
the uninsured, including migrant workers.
Many existing CHCs were converted from for-
mer public district or neighborhood health
centers that were having trouble surviving be-

cause their poor quality of services resulted in
low demand. Physicians at the CHCs are being
retrained to become general practitioners
(GPs); however, whether or not the CHCs can
offer higher-quality health care and compete
with the hospitals remains to be seen. Evalua-
tions of CHCs’ effectiveness and impact have
been limited.

� New government funding for univer-
sal basic health care. Among all of the initia-
tives, perhaps the most important is the Chi-
nese government’s commitment to greatly
increasing its investment in health care. With
a sizable increase in tax revenue from a boom-
ing economy, China plans to inject an addi-
tional US$25–$38 billion of government fund-
ing—the equivalent of 1–1.5 percent of GDP—
into health, with the goal of providing univer-
sal basic health care. This represents a tripling
of government spending on health and clearly
signals the government’s increased role in fi-
nancing health care. The magnitude of in-
crease rivals the new health investment of the
United Kingdom under its 2000 National
Health Service (NHS) plan.17

The Crossroads: How To Transform
Money Into Efficient And Effective
Services?

By injecting substantial government fund-
ing to provide basic health care universally,
China has taken giant steps forward to ad-
dress its problems of unaffordable access and
medical impoverishment. But these initiatives
are silent on how China intends to tackle a
fundamental cause of its problems: rapid cost
inflation and inefficiencies of the delivery sys-
tem. No health insurance coverage can be ade-
quate, affordable, and sustainable if cost infla-
tion is unchecked. How China can transform
its new health care spending into effective and
efficient health services is the question under
heated debate in China today. Two major
views prevail. They center on the critical ques-
tion of whether China should provide basic
health care through government facilities or
through a regulated market.

� Government provision approach. Pro-
ponents of the government approach advocate
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giving the new money directly to the Ministry
of Health (MOH), which would then fund and
manage public facilities. This is the traditional
model that China has followed in the past.
Needless to say, the MOH is a strong sup-
porter of this view. This approach relies on bu-
reaucratic rules to allocate funds and manage
public facilities and their staffs. Providers
would not have to compete for patients and
therefore would have little incentive to pay at-
tention or respond to patients’ preferences,
needs, and satisfaction. The major problem is
that when public facilities do not perform ade-
quately, the MOH is often unwilling to sanc-
tion their behavior because they are the
MOH’s political base. The Ministry of Finance
in China, in particular, is skeptical of this ap-
proach in light of the existing waste and ineffi-
ciencies in the system. Countries such as the
United Kingdom have long found this model
inefficient and use competing GPs to provide
basic health care (a form of regulated competi-
tion).18

� Regulated market approach. Propo-
nents of the regulated market approach pro-
pose to give the new health budget to a pur-
chaser who would act on behalf of the
population to select and contract with provid-
ers. Providers, be they public or private, would
compete for the contracts based on perfor-
mance and cost and would receive a capitation
payment for the populations they serve. The
key difference between the two approaches is
their effect on the efficiency and quality of
health services.19 Theoretically, the purchaser
would do its best to pursue the interests of the
patients. It would act like the U.S. Medicare
program in setting payments but would be
more active than Medicare in monitoring the
quality of care, paying for performance, and
regulating the diffusion of new technologies
and drugs. Not surprisingly, this option is not
favored by the MOH and providers.

The regulated market approach requires a
prudent purchaser who would act in the best
interest of patients and the general public.
Who can take on this role is another widely
debated subject in China today. One view is to
entrust the purchasing role to a government

agency. But what would motivate a govern-
ment agency to act in the best interest of the
people? Such an organization would have to be
carefully structured with appropriate checks
and balances and be insulated from politics.
When China established its urban health in-
surance scheme, it gave the purchasing role to
the Ministry of Labor and Social Security
(MOLSS). Not surprisingly, the MOLSS
would like to expand its purchasing role to ba-
sic health services and be the dispenser of the
government’s new funding. However, experi-
ence to date shows that the MOLSS has not
been an effective purchaser: it has not selec-
tively contracted with providers on the basis
of quality and performance, nor has it been
able to contain providers’ profit-seeking be-
havior and keep cost inflation in check.20 Its
primary concern has been to balance the
books of the insurance fund. When the fund
runs into deficits, benefit packages are re-
duced at the expense of beneficiaries.

� Third-party purchaser. Another view is
to delegate the purchasing role to a third party
outside the government. Who should be the
purchaser? Should there be just one, or should
there be competing purchasers? International
experience that can help shed light on these
questions is limited and variable. In the United
States, which relies on competing managed
care plans to purchase services, we have
learned that plans select favorable risks to in-
sure while incurring high administrative
costs.21 Meanwhile, the effects on quality im-
provement and efficiency are unclear. In addi-
tion, providers shift costs among payers,
which undermines cost containment efforts.
The United Kingdom delegated the purchas-
ing role to competing GP fundholders in 1991.
Despite its abolishment in 1998 by the Blair
government, more recent evidence has shown
its positive effect on reducing hospitals’ elec-
tive referrals. In 2005 it was rebranded and re-
introduced as the Practice-based Commission.
However, China does not have a developed GP
system, so this option is not feasible in the
short run. More recently, Thailand established
an autonomous purchasing agency at the na-
tional level, separate from its MOH. The expe-
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rience so far has been mixed.22

Some in China propose to delegate the pur-
chasing power to the community, whereby a
not-for-profit organization with a board rep-
resenting both the community and the govern-
ment would be established as the purchaser
for that community. This purchaser would act
on behalf of the community’s interest and pro-
vide checks and balances to the government
officials. In urban areas, the purchaser would
pay competing basic health care providers—
CHCs—a risk-adjusted capi-
tation payment and provide
information to assist resi-
dents in choosing a provider.
In rural areas where there are
no competing providers, the
purchaser would enter into
bilateral negotiations, setting
performance standards and
appropriate payment meth-
ods. There are some success-
ful experiences with this in
rural China.23

� Impact on an integrated delivery sys-
tem. Another key consideration is how each
proposed option may facilitate or impede
China in building an integrated delivery sys-
tem in the long run. China has a fragmented
delivery system in which provisions of preven-
tion, primary care, tertiary care, and rehabili-
tative services are separated and uncoordi-
nated. This is ineffective and inefficient, as
evidenced by rising rates of chronic and non-
communicable diseases among the Chinese.24

China needs a delivery system that integrates
the whole range of services, such as that prac-
ticed by Kaiser Permanente in the United
States. However, to vertically integrate the de-
livery system requires a single financing sys-
tem for all services. China now has separate fi-
nancing systems for different levels of services
and has not made plans to improve this. The
new government spending will pay for basic
health care, but hospital services will still be
financed by the employment-based SHI
scheme or by self-payment by the uninsured in
urban areas and by the NCMS in rural areas.

In the long run, when China expands insur-

ance beyond basic health care, which of the
above three options would best facilitate the
integration of all financing sources into one
unified system and bring about the vertical in-
tegration of the delivery system? Direct gov-
ernment provision of basic health care creates
the greatest barrier in terms of future financial
integration, since public facilities are unlikely
to give up their budgets to be integrated with
the financing for tertiary care. Regulated com-
petition through a purchaser might be a more

promising option: a capita-
tion payment to primary
health care providers—CHCs
in urban cities and township
health centers in rural ar-
eas—could be modified to
cover both basic and tertiary
care. Every resident would se-
lect his or her own primary
care provider, who in turn
would purchase hospital ser-
vices on their behalf. The

United Kingdom also uses this approach.
At its 2008 Annual National Health Confer-

ence January 7–8, the Chinese government in-
dicated that it has still not resolved the basic
question of how to transform money into ef-
fective and efficient services. Instead, it has de-
cided to try both approaches: subsidize both
the supply and the demand sides. China will
directly fund primary care facilities and their
basic staff salaries. Concurrently, it will in-
crease subsidies to the NCMS and expand so-
cial health insurance—mostly covering hospi-
tal expenses—to the urban uninsured,
particularly the informal sector and migrant
workers. The government recognizes that di-
rect government provision could lead to low-
quality services and inefficiency. It aims to ad-
dress this by developing a pay-for-perfor-
mance system. China also cannot decide how
to reform public hospitals; for now, it will sep-
arate the policy-making function of health bu-
reaus from their direct operation of hospitals
and will urge local experimentation with new
initiatives to tackle the efficiency and quality
problems.25
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Summary And Discussion
Guided by the principle of balancing eco-

nomic and social development, China’s current
leaders are committed to making a sizable fi-
nancial investment in health care. China now
stands at a crossroads in knowing how to
transform this new investment into effective
and efficient health services. If the problems of
cost inflation and inefficiencies are not care-
fully tackled, much of the new money injected
into the system will most likely end up as prof-
its and incomes for providers. The recent U.K.
experience is a useful mirror, where about 35
percent of the Blair government’s increased
spending has resulted in increased pay to pro-
viders with little increase in productivity.26

When the next reform opportunity comes
along, China will have to combat a higher cost
base and a more entrenched economic interest
on the part of providers.

As China chooses which path to take, the
heart of the matter is the question of which
agency can be entrusted to act in the best in-
terest of the people. As the current debate in
China reflects, most of the government agen-
cies are primarily concerned with their own
interests. So are providers. Given the informa-
tion gap in medical knowledge between pro-
viders and patients, patients are not likely to
be able make informed choices.27 Unfortu-
nately, international experience on effective
purchasing is still at an early stage. Besides,
not all international experiences can be di-
rectly transferable to China, since China might
not have the necessary preconditions that are
present in other countries where positive ex-
periences are found.

The decisions that China needs to make are
complex, and there is no silver-bullet solution.
In light of the potential scale and magnitude of
their impacts, it would be advisable for China
to take a step-by-step approach, guided by pi-
lot experimentation and objective, evidence-
based evaluation.

Like China, the health care system chal-
lenges that the United States faces are not only
extending coverage to the uninsured, but also
reducing waste and inefficiencies in health
care delivery, especially the high administra-

tive costs. Whether, and how, the United
States can tackle its health system problems
remains to be seen. Both countries are now at a
crossroads, and their choices will determine
the equity, efficiency, and sustainability of
their systems.

The authors thank Alexis Medina for her excellent
research assistance.
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