
Reforming China’s Rural
Health System

Adam Wagstaff, Magnus Lindelow, Shiyong Wang, and Shuo Zhang

D I R E C T I O N S  I N  D E V E L O P M E N T

Human Development

49049
P

ub
lic

 D
is

cl
os

ur
e 

A
ut

ho
riz

ed
P

ub
lic

 D
is

cl
os

ur
e 

A
ut

ho
riz

ed
P

ub
lic

 D
is

cl
os

ur
e 

A
ut

ho
riz

ed
P

ub
lic

 D
is

cl
os

ur
e 

A
ut

ho
riz

ed
P

ub
lic

 D
is

cl
os

ur
e 

A
ut

ho
riz

ed
P

ub
lic

 D
is

cl
os

ur
e 

A
ut

ho
riz

ed
P

ub
lic

 D
is

cl
os

ur
e 

A
ut

ho
riz

ed
P

ub
lic

 D
is

cl
os

ur
e 

A
ut

ho
riz

ed





Reforming China’s Rural Health System





Reforming China’s Rural
Health System
Adam Wagstaff

Magnus Lindelow

Shiyong Wang

Shuo Zhang



© 2009 The International Bank for Reconstruction and Development / The World Bank

1818 H Street NW
Washington DC 20433
Telephone: 202-473-1000
Internet: www.worldbank.org
E-mail: feedback@worldbank.org

All rights reserved

1 2 3 4 12 11 10 09

This volume is a product of the staff of the International Bank for Reconstruction and
Development / The World Bank. The findings, interpretations, and conclusions expressed in this
volume do not necessarily reflect the views of the Executive Directors of The World Bank or the
governments they represent.

The World Bank does not guarantee the accuracy of the data included in this work. The bound-
aries, colors, denominations, and other information shown on any map in this work do not imply
any judgement on the part of The World Bank concerning the legal status of any territory or the
endorsement or acceptance of such boundaries.

Rights and Permissions

The material in this publication is copyrighted. Copying and/or transmitting portions or all of this
work without permission may be a violation of applicable law. The International Bank for
Reconstruction and Development / The World Bank encourages dissemination of its work and will
normally grant permission to reproduce portions of the work promptly.

For permission to photocopy or reprint any part of this work, please send a request with complete
information to the Copyright Clearance Center Inc., 222 Rosewood Drive, Danvers, MA 01923,
USA; telephone: 978-750-8400; fax: 978-750-4470; Internet: www.copyright.com.

All other queries on rights and licenses, including subsidiary rights, should be addressed to the
Office of the Publisher, The World Bank, 1818 H Street NW, Washington, DC 20433, USA; fax:
202-522-2422; e-mail: pubrights@worldbank.org.

ISBN: 978-0-8213-7982-0
eISBN: 978-0-8213-7983-7
DOI: 10.1596/978-0-8213-7982-0

Library of Congress Cataloging-in-Publication Data

Reforming China's rural health system / Adam Wagstaff... [et al.]. 
p. ; cm. — (Directions in development)

Includes bibliographical references and index.
ISBN 978-0-8213-7982-0 (alk. paper) — ISBN 978-0-8213-7983-7 (electronic)
1. Rural health services—China. 2. Health care reform—China. 

I. Wagstaff, Adam. II. World Bank. III. Series: Directions in development (Washington, D.C.)
[DNLM: 1. Rural Health Services—China. 2. Delivery of Health Care—China. 3. Health Care

Reform—China. 4. Insurance, Health—China. WA 390 R332 2009]
RA771.7.C6R44 2009
362.1'04257—dc22

2009015193

Cover photo: This photo was kindly provided by Mr. Bin Hu, Chongqing Municipal Health
Bureau, China.
Cover design: Naylor Design.



v

Foreword xi
Acknowledgments xv 
Abbreviations xix

Chapter 1 Introduction 1
China’s Shift from Economic Growth to 

“Balanced Development” 1
The World Bank’s Analytic and Advisory Activities on

China’s Rural Health Sector 5
Overview of the Book 7

Chapter 2 China’s Health Challenges at the Start of the 
New Millennium 13
Trends in Health Outcomes 14
Trends in Health Inequalities 18
Out-of-Pocket Costs—A Barrier to Care and a 

Cause of Poverty 19
Accounting for the Household Burden 22
Provider Incentives, Costs, and the Quality of Care 25
Health Insurance Contraction 28

Contents



Inequality in Government Spending 29
Challenges and Reforms—Creating a 

Path Forward 30

Chapter 3 The Rural Health Reforms of the 2000s 33
The New Rural Cooperative Medical Scheme 34
Medical Assistance 38
Public Health 42
Provider Payment Reform 49
Other Reforms in Service Delivery 52
Sizing Up the Recent Reforms 56
Annex: Impact Evaluation of NRCMS 57

Chapter 4 Looking Toward a New Decade: The Big Picture 61
Health Systems—Goals, Functions, and Actors 62
Evolving Ideas and International Best Practice 64
Reform over the Medium Term 72
Reform over the Longer Term 78

Chapter 5 Financing Rural Insurance Coverage 81
More Resources for NRCMS 82
Converting NRCMS into a “Purchaser” 96
What Should Be Covered? 98
Strengthening Management and Governance 107
Priorities and Sequencing 111

Chapter 6 Improving Service Delivery: A Question 
of Incentives 115
Changing Provider Incentives 116
Enabling Providers to Respond to New Incentives 133
Reform Priorities, Sequencing, and Capacity 143

Chapter 7 Enhancing Accountability and Incentives 
in Public Health 147
The Misalignment of Incentives and Accountability 151
Geographic Disparities in Spending 153
Roles and Responsibilities across Levels 

of Government 160
Clarifying Responsibilities and Financial 

Incentives at the County Level 171

vi Contents



Priorities, Sequencing, Political Economy, 
and Skills 182

Annex: Case Study of Public Health Financing 
and Organization in Two Counties 185

Chapter 8 The Longer-Term Reform Agenda 187 
Limitations of the Emerging Health Insurance 

Model 187
A Dual Agenda for Financing Long-Term Reform 192
Getting from Here to There 198

Chapter 9 Conclusions 201

Notes 205

References 219

Index 239

Boxes
3.1 NRCMS circa 2005 36
3.2 Medical Assistance circa 2005 39
3.3 Challenges in Estimating Public Health Spending and 

Comparing across Countries 46
3.4 Provider Payment Reforms in Urban China 50 
3.5 Prospective Payments and Purchasing in NRCMS 52
3.6 Impacts of Treatment Protocols, Drug Lists, and Other 

Innovations in the Health VIII Project in Gansu Province 55
5.1 Trends in Financing Health in Rural China 83
5.2 The Benefit Package in Mexico’s Popular Health 

Insurance Program 103
5.3 Medical Savings Accounts in China and Singapore 105
5.4 Merging of NRCMS and BMI 108
5.5 Health Insurance Governance in Estonia and Costa Rica 109
6.1 Price Regulation in China 116
6.2 International Experience with Provider Payment Reforms 120
6.3 The Importance of Inpatient Care for NRCMS 123
6.4 Setting Health Sector Prices in Japan 129
6.5 Approaches to Extra Billing 130

Contents vii



6.6 Impact of Ownership and Profit Status on Performance in
China and Abroad 138

6.7 Governance of Autonomous Public Sector Providers 140
6.8 Issues in the Legislation and Regulation of Nonprofit 

Organizations 142
7.1 What Is Public Health? 148
7.2 The Case for (and against) Decentralization 153
7.3 Changing Patterns of Intergovernmental Relations 

in China 159
7.4 Cost-Effectiveness and the Challenge of Prioritization 165
7.5 Public Health in a Decentralized Context: How Do 

Other Countries Do It? 168
7.6 The Challenge of Intersectoral Public Health Coordination 179

Figures
1.1 Declining Poverty and Rising Living Standards, 1980–2007 2
1.2 China-to-OECD Mortality Ratios, 1980–2005 5
2.1 Under-Five Mortality in China, Indonesia, and Malaysia,

1970s–90s 15
2.2 Communicable Disease Mortality in China 17
2.3 Inequalities in Child and Maternal Mortality 

in China, 2003 18
2.4 Household Cost of Hospital Care in China and Other 

Countries 20
2.5 Out-of-Pocket Health Spending in China, 1990–2000 21
2.6 Inpatient Care Costs in China and Other Countries 22
2.7 Hospital Efficiency in China and OECD Countries 23
2.8 Technology Adoption in China and Other Countries 25
2.9 Rising Cost of Hospital Care in China, 2003–05 25
2.10 Insurance Coverage, 1993–2003 29
2.11 Impact of Government Health Spending on the Poor 

and Better Off 30
2.12 Government Health Expenditure by Provincial 

Wealth and Need 31
3.1 Government Public Health, Total Health, and Total 

Spending, 1990–2003 44 
3.2 Government Subsidies and Business Fees as Income 

Sources for Public Health Institutions 45 
3.3 Government Spending on Prevention and Public Health in

China and Other Countries 47

viii Contents



3.4 Government Spending on Prevention and Public 
Health as a Share of GDP in China and Other Countries 48

5.1 Provincial and Central Government Subsidy Allocations 
across Counties within Selected Provinces 90

5.2 Inequality in County Government NRCMS Contributions 91
5.3 Making the Financing Mix Fairer for County Governments 92
5.4 “Surplus” Contributions in Jiangsu and Jiangxi Provinces 93
7.1 Government Expenditure on Disease Control 

by Province 155
7.2 Incidence of TB by Provincial GDP 155
7.3 Financing of Public Health Activities at the County Level 157
7.4 Central and Provincial Public Health Funds by County 

Activity 158
7.5 Vertical Control and Accountability in China’s Public 

Health System 162
7.6 Where Is Money for Public Health Going? 164
7.7 Accounting for Public Health Spending by 

Institutional Type 172
7.8 Service Overlap across Institutions with Public Health 

Responsibilities 173 
7.9 Financing Sources for Prevention and Public Health 175
7.10 Where Do Out-of-Pocket Expenditures on Prevention 

and Public Health Go? 176
8.1 Financial Flows in the Proposed System 195
8.2 Current (2004) and Possible Financing Mixes 197

Tables
A3.1 Estimates of NRCMS Impact on Households 59
A3.2 Estimates of NRCMS Impact on Facilities 60
5.1 Proposed Financial, Purchasing, and Delivery 

Responsibilities by Intervention Type 99 
7.1 Key Weaknesses in the Public Health System 150

Contents ix





xi

Work on this book began in 2003 during the initial formulations of
China’s 11th five-year plan, which covers the period 2006–10. The gov-
ernment of China had requested the World Bank’s analytic partnership in
assessing the rural health sector. With a generous grant from the United
Kingdom’s Department for International Development (DFID), the work
became part of the Bank’s Analytic and Advisory Activities (AAA) pro-
gram in China, a program that includes technical assistance and policy
advice. The rural health AAA work continued through 2007. This book
was just one of the activities and outputs of this process. During the entire
period, the rural health AAA team analyzed the sector and debated
reform options with government officials and scholars. It is hoped that
this work helped the government in its extensive reform efforts over the
past few years.

A lot has happened since the rural health AAA began, and since the first
draft of this book was completed in June 2006. The health sector, along
with other social sectors, such as education and social protection, become
priorities in the 11th five-year plan. The plan called for comprehensive
reform of the health system, noting that the current system does not meet
the needs of the Chinese population. The 11th five-year plan proposed a
wide range of reforms in the areas of health protection, public health
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promotion and major disease prevention, the health service delivery 
system, and human resources. 

To date, many targets have been met or even exceeded. For example,
the National Rural Cooperative Medical Scheme (NRCMS) is at the top
of government’s health agenda, as indicated by the fact that NRCMS cov-
erage is the only obligatory indicator on health in the overall plan. It was
piloted during 2003–05 and rolled out during the 11th five-year plan.1

From 2003 to 2005, the implementation was focused on pilots in a few
(rural) counties. Under the plan, the government decided to accelerate
the implementation nationwide and set the goal of 80 percent coverage
by 2008. To support this new objective, the government raised its subsi-
dies to NRCMS over time. In 2006, the contribution from both central
and local government was doubled to Y 20 per person per year, bringing
the total NRCMS contribution to Y 50 per person and bringing the share
of the government contribution to 80 percent. In early 2008, the contri-
butions doubled again. The central government also made its earmarked
fiscal transfer more accessible and based more on actual need of each
province. Coverage of NRCMS across counties was 86 percent by the end
of 2007, meaning that the goal set in the 11th five-year plan was achieved
one year ahead of schedule. 

The Ministries of Health and Finance jointly proposed in early 2008
new areas for piloting, including an experiment on outpatient risk pool-
ing, prefecture-level pooling in less populous areas, coordination and har-
monization with the urban resident basic health insurance so as to ensure
basic medical protection for migrant workers and land-loss farmers, and a
link with the new national heath reform initiatives announced by the
National Development and Reform Commission in late 2008 and 2009.

Challenges remain to be addressed in the new health reform strategy
for 2009–11. Nevertheless, the government is to be commended for its
remarkably fast march to universal coverage for the rural areas and its
focused efforts to address parallel issues in service delivery and basic
public health. 

The rural health AAA work took place during a period of wide-ranging
debate within government on health reform. A decision was taken to

xii Foreword

1 The NCMS was first proposed in 2002 in “Decision of the Central Committee of the
Communist Party, State Council on Further Strengthening Rural Health.” In early 2003, the
State Council document “Suggestions on Establishing the New Rural Cooperative Medical
System” formally launched the piloting.



produce a master plan for health involving some 16 different ministries.
This was a massive effort and, unsurprisingly, differences of view were
apparent. Some favored a demand-driven reform approach; others favored
a supply-driven approach. An explicit request was made to the Bank and
a number of other agencies to formulate a formal contribution to these
deliberations. The ongoing AAA work left the Bank well positioned to
respond. The Bank’s inputs—lessons from international experience, inno-
vative ways to collect and analyze data and other information, and so on—
represented a significant investment by our technical experts team. 

A consultation draft of the book was discussed with the government
and others toward the end of 2006 and early 2007. Based on these dis-
cussions, a revised draft was produced and delivered to the Ministry of
Finance in late 2007. Reactions to the revised version varied within the
government. Some agencies asked for changes beyond those requested
during the consultation. These requests were understandable given that
rural reform was moving quickly; there was a concern that the rapid
progress was not adequately reflected in the draft. The manuscript was
revised accordingly. We are indebted to the Ministries of Finance and
Health, in particular, for their careful reviews and useful comments back
to the authors. In the end, this is a joint effort, reflecting the partnership
of our team with the many experts and policy makers in the government,
to whom we are indebted.

This final version will inevitably still be somewhat out of date, given
the fast-moving targets and accomplishments of the current health
reform activities and the inevitable lag between drafting and publication.
Nevertheless, we hope that the publication can serve two important func-
tions: to provide an analytical framework for thinking about what hap-
pened in China’s rural health system and why, and to present a global
perspective on the options for further strengthening the sector. China is
well on its way to achieving a modern, equitable, and well-functioning
rural health sector, but this is not an easy task for any country. We hope
this book can provide a useful reference for policy makers in the next
phase of health reform and beyond.

David Dollar
Country Director, China
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1

China’s Shift from Economic Growth 
to “Balanced Development”

Since 1978, when it embarked on sweeping agricultural and industrial
reforms, China’s economic transformation has been remarkable. Its suc-
cess in transforming itself within just three decades from a very poor low-
income country to a successful middle-income country is unparalleled.

In 1980, among the 130 countries for which consistent data on income
per capita at constant purchasing power parity exchange rates are avail-
able, China ranked 127.1 Over the period 1980–2007, China averaged an
annual average growth rate of per capita income of around 8.5 percent.2

No other country came close to this achievement.3 By 2007, China
ranked 73 among these 130 countries. In 2007, China’s income per head
in real terms was almost 10 times what it was in 1980. Comparisons with
the Organisation for Economic Co-operation and Development (OECD)
countries also help to underscore the scale of China’s transformation. In
1980, China’s per capita income was just 3 percent of the average of the
OECD countries. By 2007, it was 15 percent (Figure 1.1).

China’s rapid and sustained growth has heralded substantial improve-
ments in living standards for the Chinese people. Between 1981 and 2005,
economic growth lifted around 640 million people above the World
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Bank’s new international $1.25-a-day poverty line (Figure 1.1). In China
at the start of the economic reforms, air travel was rare: just 3 people per
thousand population boarded a commercial flight in 1980, less than one-
half of 1 percent of the OECD rate.4 By 2006, the figure in China had
risen to 120 per thousand, about 8 percent of the OECD rate. Also strik-
ing is the recentness of these changes. Between 1981 and 1990, China
lifted people above the international poverty line at the rate of 16 million
per year. Over the following nine years, the rate of poverty reduction was
27 million per year. From 1999 to 2005, the rate was 41 million per year.

It might be assumed that China’s successes in economic growth,
poverty reduction, and living standards have been matched by a parallel
success in health. Certainly, there have been successes.

China’s strides in health during the early days of the People’s Republic
are indeed legendary. Its malaria control program, launched in 1955,
brought malaria mortality down from 5,528 deaths in 1955 to just 24
deaths in 1998. In the case of maternal mortality, the rate declined from

2 Reforming China’s Rural Health System
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an estimated 1,500 deaths per 10,000 live births in 1950 to just 100 per
10,000 live births by 1980. China’s under-five mortality rate fell from
225 deaths per 1,000 live births in 1960 to just 64 per 1,000 by 1980, an
extraordinary average reduction of 6.3 percent per year.5 Results of this
magnitude cannot be attributed to economic growth since during this
period China grew very little. China’s performance in health during
this period far outstripped that of many countries around the world
with considerably higher per capita incomes, faster economic growth,
and more advanced health infrastructures.

China’s early achievements are widely ascribed to its broad deploy-
ment of grassroots health workers starting in the 1950s. “Barefoot doc-
tors” delivered basic primary interventions that significantly helped to
drive down mortality from the kinds of health threats that prevailed at
that time. Millions of children were vaccinated against infectious diseases
such as measles and polio. Working door to door in virtually every poor
and rural area, primary health workers promoted hygiene and disease pre-
vention, as well as family planning and an eclectic mix of traditional
Chinese medical techniques and Western drugs.

While primary care of this sort helped to increase longevity and reduce
maternal-child mortality, it also helped to advance China toward a differ-
ent level of need. Diarrhea and pneumonia, the commonest causes of
child death in most very poor countries, can generally be treated by
health workers with little medical training; but many other causes of child
mortality cannot. Even in countries with intermediate child mortality
rates, neonatal causes (for example, birth asphyxia and complications of
prematurity) account for nearly half of under-five deaths (Black, Morris,
and Bryce 2003). Thus, at the same time that China reached low plateaus
in communicable and preventable diseases, its medical needs started
changing—from basic public health interventions and a grassroots deliv-
ery system to a more sophisticated medical technology and a more “mod-
ern” health care delivery system.

China’s economic growth in some respects acted as a positive stimulus
to the health sector. Increasing per capita income meant more potential
resources per capita for health. But at the same time, the reforms that
ushered in the rapid growth presented challenges to health service
finance and delivery. The rapid shift away from collective agriculture
resulted in an almost total collapse of the commune-based cooperative
medical scheme (CMS), the mainstay of free health care for the rural
population. In addition, shifts in the tax base during the economic transi-
tion and weak tax collection incentives for local government led to a
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steady decline in government revenues as a share of GDP. As a result, the
government received fewer revenues with which to finance social sector
programs, including health. This led to a policy of “financial autonomy”
for health facilities, which were allowed to supplement their budget allo-
cations by charging patients for the medicines and the services that they
provided. While the government imposed a price schedule, it was struc-
tured so that providers incurred losses for “basic” health care while they
made profits on drugs and high-tech care.

The result was, first, a shift away from core public health activities and,
second, a seemingly inexorable rise in the cost of personal health services.
Newly uninsured households were left with a choice between forgoing
care they needed or treatment that could push them into poverty. By
2003, 30 percent of pinkun (poor) households in the government’s
National Health Survey (NHS) were reporting health care costs as the
main cause of their poverty. Increasingly, health care costs have topped
the list of public concerns in government surveys.

The increasing burden of health care costs expressed itself in other
ways. Even as China was catching up with OECD living standards, it
was not closing the health gap on one important measure—mortality
rates (Figure 1.2). It is not that mortality increased in China. Rather it
is that although China was catching up to OECD countries in terms of
per capita income, its mortality rates were not falling faster than those
in the OECD countries. In fact, between 1980 and 2000, infant mortal-
ity fell faster in the OECD countries than in China, despite the fact that
the OECD countries had achieved low rates of mortality by this stage,
which ought to have made it harder for them to achieve the reductions
they recorded.

Parallel concerns began to surface in other sectors, too—the rising cost
of education, inequalities between the richer eastern and poorer western
provinces, growing rural-urban disparities, damage to the environment, and
so on. During the period 2003–2005, as they formulated China’s 11th five-
year plan for the period 2006–2010, China’s policy makers signaled their
growing awareness of these concerns through a significant shift in empha-
sis in national development strategy. The quest for rapid economic growth
would continue; however, a series of policy initiatives would be launched
in tandem, promoting “balanced development” and a more “harmonious
society.” The health sector—in particular the rural sector—was singled out
for reform; and true to its word, the government launched a series of ambi-
tious health sector reforms starting in 2003. It is those reforms—and some
ideas on how to build upon them—that are the subject of this book.

4 Reforming China’s Rural Health System
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The World Bank’s Analytic and Advisory Activities on China’s 
Rural Health Sector

In formulating its 11th five-year plan in 2003, the Government of China
requested World Bank analytic assistance in assessing its rural health sec-
tor. The work became part of the Bank’s extensive and growing Analytic
and Advisory Activities (AAA) program in China, a program that
includes technical assistance and policy advice. The Bank’s AAA program
in China has become increasingly important over the course of the
decade. During the second half of the 1990s, International Bank for
Reconstruction and Development (IBRD) lending to China declined
because of statutory limits on the permissible share of total lending to any
one country; indeed, lending to China had dropped to about a third of its
1993 value by 2001 (World Bank 2005a). Furthermore, International
Development Association (IDA) lending to China ceased altogether in
2000. Although China had not reached the income per capita cutoff at
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that time, IDA donors decided that China had become sufficiently cred-
itworthy not to require further concessional loans.6

With less emphasis on loans came more emphasis on analytic and advi-
sory activities. For its part, the government increasingly sought informed
guidance on best practices based on the Bank’s broad experience across
countries and sectors. China treated lending operations as opportunities
to test and adapt some of these new ideas. A pragmatic experimental
approach was adopted in which new ideas were tried out in selected geo-
graphic areas, and then taken to scale nationally based on results.

In the area of rural health, 2003 to 2007 saw a variety of activities
related to this AAA support.

Teams of scholars were assembled to research key issues in the health
sector. Each team consisted of a domestic Chinese scholar, a foreign-
trained Chinese scholar, and a non-Chinese international expert. Their
findings were discussed at an interministerial workshop in 2004 in
Beijing, which was attended by provincial and regional policy makers. A
series of short background papers were subsequently summarized and
widely distributed as electronic briefing notes.7

The Bank convened an informal interministerial working group to
encourage debate and information-sharing among the multiple ministries
that share health sector responsibilities. Starting in 2004, these working
group meetings emerged as a forum for discussion and feedback on the
multitude of health programs. The World Bank Institute also provided the
group with a shortened version of its health financing course.

Statisticians from the Ministry of Health (MOH) collaborated with
economists from the World Bank. Together, they studied early experi-
ences of China’s new rural health insurance scheme, which from 2003
onwards replaced the largely defunct commune-based rural cooperative
medical scheme. The findings of the Chinese-language report, written by
the Chinese members, were largely accepted by the government and have
been integrated within several important policy documents.8 The MOH
team subsequently employed the modern impact evaluation techniques
used in that study to evaluate other health sector programs.

The Ministry of Civil Affairs (MOCA) collaborated with the Bank to
collect and analyze data on its new safety net program to protect vulner-
able groups against unmanageable health expenses.

The Bank engaged Chinese scholars to provide up-to-date reports on
local governments’ approaches to the design and implementation of key
policies and programs.9

6 Reforming China’s Rural Health System
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Bank staff engaged in the ongoing study undertook various pieces of
analytic work as part of their research activities that have helped to fill
remaining knowledge gaps.10

Economists from the Bank team were invited to make presentations at
several conferences, including a senior policy-maker seminar in 2005; a
high-level roundtable on public finance cohosted by the Ministry of
Finance (MOF) and the Bank in Beijing in 2006; the 2006 Beijing Forum;
and a Colloquium on Future Directions for Health Care Reform in China
held at St Anne’s College, Oxford, in 2008.11

In 2007, the Bank, the World Health Organization (WHO), and sev-
eral Chinese universities were invited to prepare a paper for a high-level
government task force charged by the Premier of China with preparing a
new master plan for the health sector.

Overview of the Book

This book represents the culmination of the World Bank’s analytic and
advisory activities on China’s rural health sector. The book greatly bene-
fited from an iterative review and consultation process. A first version was
discussed within the World Bank in June 2006. A consultative draft was
produced in fall 2006. Consultations with the Government of China and
with other agencies, including the United Kingdom’s Department for
International Development and the World Health Organization, took
place at the end 2006 and at the beginning of 2007. Based on those con-
sultations, a revised version was circulated for additional comment in
summer 2007. Comments were incorporated into the manuscript in sum-
mer 2008, and this final version was revised and updated in the winter of
2008–09.

The book is structured as follows. Chapter 2 (China’s Health
Challenges at the Start of the New Millennium) begins by reviewing
China’s pre-2000 health sector performance and the institutional issues
that led to the need for significant reforms. The chapter examines why
health outcomes were generally disappointing during an era in which it
was widely assumed that social progress would follow close upon the
heels of economic progress. The chapter looks at the prereform health
care system in the context of collapsing rural health insurance, which was
followed by transfer of the financing burden first to the provinces, then
to health providers, and finally to the shoulders of individual households
in need of health care. The chapter considers how out-of-pocket (OOP)



health care costs rose from high to unmanageable levels for many rural
households, thus increasing poverty and sharpening rural inequalities. The
underlying cause was an inefficient health care system driven by an incen-
tive structure that overly emphasized medical technology, costly drugs,
and inpatient clinical services at the expense of prevention and low-cost
primary health care.

Chapter 3 (The Rural Health Reforms of the 2000s) outlines reforms
introduced in the new millennium to address these challenges. The New
Rural Cooperative Medical Scheme (NRCMS) was introduced from 2003
to provide insurance to rural residents. A health insurance program for
urban residents not covered by the scheme for formal-sector workers was
introduced from 2007. A scheme known as Medical Assistance (MA) was
introduced from 2003 to provide financial assistance with health care pay-
ments for the poor and vulnerable. Health providers were subject to some
reorganization and new regulation, and benefited from additional govern-
ment spending. Public health saw a variety of initiatives as well as addi-
tional government spending. The series of measures were implemented in
a phased fashion, a hallmark of the reform process in China; and they
were then scaled up to the national level quickly and dramatically. While
the ramping up of these initiatives is far from complete, preliminary evi-
dence at the time of this writing (year-end 2008) is encouraging. Signs
suggest at least some of the hoped-for effects. The remainder of this book
discusses how these early successes can be expanded by fine-tuning and
building upon the reform process that the government has set in motion.

Chapter 4 (Looking Toward a New Decade: The Big Picture) provides
a “bird’s-eye” perspective of the book’s ideas for reform—those envi-
sioned for the immediate future, as well as those that are less pressing. A
key theme of the book is the idea that governments can get locked into a
reform track. Shifting gears becomes harder once a particular health
system model is set in place. The book therefore devotes some space
to pressing the “fast-forward” button—looking at evidence from richer
middle-income countries and high-income countries in search of clues
on how China might confront some of the challenges that lie ahead. One
area where reform rigidities appear likely to be a problem is health insur-
ance. Several upper-middle-income and high-income countries have
expressed concerns over their contribution-based health insurance sys-
tems. While it is possible to rebalance the sources of financing in favor of
general revenues in such systems, it is hard to dismantle them altogether.
Thus, it makes sense for China to closely consider these debates now,
before its health financing system becomes “hardwired.”

8 Reforming China’s Rural Health System
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Chapter 5 (Financing Rural Insurance Coverage) outlines several steps
that could deepen health insurance coverage in rural areas. It looks at
options for expanding the NRCMS budget. It explores the possibility of
higher household contributions, and explores ways to link these to
income levels to avoid creating an undue burden upon poorer house-
holds. It concludes that increased government subsidies for NRCMS is
essential, but suggests there is scope to increase equity in the financing of
these subsidies by targeting central government subsidies more tightly on
poorer provinces, and by increasing equity within provinces by pooling
risk at the provincial level or through a provincial-level solidarity scheme.
The chapter also explores the challenge of transforming NRCMS into a
“purchaser” of health services. Health care will remain unaffordable if
NRCMS continues as a passive bill payer. At the minimum, proactive
purchasing means that NRCMS would reimburse providers through a
method—or mixture of methods—that would motivate providers to
become more cost-conscious and to focus more on their patient’s needs.
The chapter urges that noncatastrophic care be included in the NRCMS
benefit package to stimulate primary care, and that any additional tax rev-
enues currently planned for a “basic package” scheme be channeled to
NRCMS and to urban insurance schemes. It also suggests that supply-side
subsidies currently paid in budgets to health facilities gradually be redi-
rected to the “demand side.”

Chapter 6 (Improving Service Delivery—A Question of Incentives)
considers how the performance of health care providers could be
improved further. The aforementioned strengthening of the demand side
of the system—getting NRCMS and health insurers more generally to
become proactive purchasers—is clearly an important part of this agenda.
Having insurers behave as purchasers for all types of health care would
give providers strong incentives to deliver quality care at a reasonable cost.
In addition to strengthening the demand side, some further institutional
reforms would be useful. The book argues, however, that these should
focus on clarifying and regulating the autonomy that providers are given
in different areas (personnel, capital spending, and so on) rather than on
changing ownership. Financial surpluses would be reduced through the
strengthening of the demand side. It would make sense to allow local facil-
ities to keep those that remain, but to circumscribe their use. Tougher con-
trols on new equipment investment could be relaxed once insurers
become more effective as purchasers, because providers would then face
set prices based on criteria such as diagnosis. Providers would not be able
to recover the costs of sophisticated equipment unless medical demand,



payment rates, and actual use were all properly aligned. The chapter argues
that the governance of facilities could be improved if they were to be over-
seen either by a board of governor or a dedicated government office. It sug-
gests enhanced financial and clinical regulation. The chapter looks at
restructuring options such as vertical integration downwards, in which
township health centers (THCs) would manage village facilities or county
hospitals would operate networks of township and village facilities. The
chapter argues the private sector should be allowed to deliver care to pub-
licly insured patients.

Chapter 7 (Enhancing Accountability and Incentives in Public Health)
argues for greater clarity in public health roles. It suggests that a single
institution—or at most, a very small number of institutions—might be
responsible overall for public health at the county level, with other insti-
tutions assuming clearly defined, narrower roles. Preventive medical serv-
ices, for example, would be delivered by regular providers and would be
included in the expanded insurance package proposed above. The chapter
argues for public finance for public health, suggesting that a dedicated
public health agency ought to be fully funded by government. The central
government ought to assume at least a part of the cost of the agency in
order to ensure evenness across the national public health system. The
chapter argues for vertical oversight and support of local public health
activities. It suggests that the central government ought to exercise more
responsibility in priority-setting and guidance of public health activities at
the local level. It explores two options. First, a vertically integrated national
or provincial public health agency could be fully funded by the national or
provincial governments, but with local offices. Second, local public health
agencies could be set up in which central and provincial institutions have
distinct responsibilities, incentives, and mandates for providing technical
support and guidance. The chapter looks at how skills and professionalism
could be improved in public health. It suggests a model in which staff in
public health institutions would be selected competitively. They would be
contracted in a standard, consistent fashion. Improved in-service training
and clearer career paths would help produce a more cohesive public
health cadre with a stronger professional ethos. Decisions about who to
retain and hire would need to be transparent and based on competitive cri-
teria. Some salary increases for some public health staff—epidemiologists,
lab technicians, statisticians, and others—might be necessary.

Chapter 8 (The Longer-Term Reform Agenda) argues that the reforms
outlined in chapters 5-7 would do much to address the remaining chal-
lenges facing China’s rural health system, especially in service delivery
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and public health. For health finance, however, some issues would remain
unresolved. The chapter discusses several drawbacks inherent in the
emerging health insurance model. One is fragmentation across the vari-
ous schemes, which leads to both efficiency problems and equity gaps.
Another is the set of problems associated with any contribution-based
scheme, including adverse selection, underreporting of earnings, and
avoidance of mandatory enrollment by switching from formal to informal
working arrangements. The chapter then looks at how China might move
over the longer term toward a unified financing system by gradually put-
ting the existing schemes under joint management, and then merging
them into one scheme within a single financing agency. This agency
would provide broad cover, including protection against catastrophic and
noncatastrophic medical care. The agency would gradually shift toward
financing from general government revenues—in other words, the por-
tion from payroll contributions would steadily go down while the portion
from taxation would steadily go up. The central government would
finance an increasingly generous coverage floor for all citizens. This would
be supplemented by local governments in line with their fiscal capacity.
Richer provinces would thus offer somewhat more generous provision
than poorer ones, but everyone would be protected at a minimum level
of security.

Chapter 9 (Conclusion) looks at the broad sweep of health reform—
over time and across the various subsectors of health provision.
Historians, it is argued, are likely to look back at the 2000s as a pivotal
moment in the development of China’s health sector. The decade marked
a significant break of two decades in which policy makers’ attention was
predominately occupied by economic growth. The health sector reforms
of the 2000s marked a significant shift in emphasis toward “balanced
development” and a “harmonious society.” Although these far-reaching
reforms were implemented in a remarkably short period of time, they
represented a beginning rather than a full solution to the full range of
health sector challenges that China faced at the start of the new millen-
nium. Some areas necessarily received more attention than others, as
would be expected during the first steps of a longer-term reform process.

The concluding chapter likens the health system to a fabric woven of
many kinds of threads. Some are brand new. Sometimes the new threads
were woven to make good the bare patches that emerged during the rapid
economic transformation of the 1980s and 1990s. The new rural health
insurance program is an example. Medical Assistance is also a new thread.
However, its origins are different: its existence reflects the realization



among policy makers that a rapidly industrializing market-oriented econ-
omy like China’s requires a social protection system that was unnecessary
under the old planned economy. Some threads of China’s health system
are old and are simply being rewoven. China’s extra spending and institu-
tional reforms in public health are an example. The new threads and newly
rewoven old threads make for a stronger health system “fabric.” In the
years to come, the fabric can be made even more durable through further
weaving and through the addition of new threads. Examples include cast-
ing insurers as purchasers and providing them with the financial instru-
ments to motivate providers to be cost-conscious and to deliver high
quality care; clarifying the areas where providers should be autonomous
and where their behaviors ought to be circumscribed for the greater good;
enhancing accountability relationships in public health; and so on.

They are not easy threads to get right. They are all threads that the
OECD countries are still working into their health system “fabrics.” So,
while China can look to the OECD for ideas, it will largely be China’s
inventiveness and willingness to pilot new ideas that will determine both
the eventual pattern of its health system fabric, and the speed with which
it gets woven.
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It is hard to fully appreciate the need for the reforms of the 2000s, to
evaluate their success, or to see what further reforms might be required
without first grasping the nature and scale of the challenges Chinese pol-
icy makers faced at the start of the new millennium. The previous chap-
ter offered hints. This chapter digs more deeply. It provides a more
detailed analysis of the health sector, especially the rural health sector,
from the launch of the market-liberalizing reforms (the tail end of the
1970s through the early 1980s) to the first years after 2000, when the
government began implementing measures to promote “balanced devel-
opment” and a “harmonious society.”

This chapter documents China’s slowdown in mortality reduction, and
the emergence of health inequalities and new public health challenges.
To some degree these changes were not surprising. Reducing mortality
became progressively harder the lower the mortality levels dropped; and
strategies from the 1960s and 1970s that successfully reduced child and
maternal mortality (such as barefoot doctors) became less effective at the
lower mortality levels. Health inequalities, which have increased as China’s
economy has grown, tend to be associated with income inequalities and are
a feature of all societies. And some of the new public health problems—
notably noncommunicable diseases (NCDs) and “overnutrition”—are

C H A P T E R  2
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everywhere associated with the epidemiological transition and high rates
of economic growth.

But the new challenges also reflect changes that were particular to
China’s health system of the 1980s and 1990s. The old commune-based
rural cooperative scheme began its collapse in the 1980s. By the mid-to-late
2000s—when the new rural insurance scheme and the program for urban
residents not employed in the formal sector were introduced—the major-
ity of the Chinese population lacked insurance coverage. Local govern-
ments were made responsible for health facilities in the 1980s, but lacked
the corresponding resources. So a policy of charging patients emerged.
Prices were regulated, but in a way that inadvertently gave providers pow-
erful incentives to focus on medicines and high-tech medicine at the
expense of basic cost-effective interventions and core public health func-
tions. Personal health care costs rose rapidly. As a result, the majority of
households were left with a choice: forgo needed care or face large medical
bills. And public health—a major focus of the health system in the 1950s,
1960s, and 1970s—began to receive less attention, leaving the country
 vulnerable to new diseases like human immunodeficiency virus/acquired
immune deficiency syndrome (HIV/AIDS), severe acute respiratory syn-
drome (SARS), and avian flu.

Since 2003, China has come far in addressing these challenges. This
will become clear in Chapter 3, which examines and evaluates the policy
initiatives of the period 2003–2007 in some detail. But it is hard to appre-
ciate their significance or evaluate these reforms without first grasping
the problems that they set out to correct. This chapter therefore is about
the period before the reforms of the 2000s.

Trends in Health Outcomes

Health systems exist ultimately to improve health. It is, of course, nearly
impossible to know the exact extent to which changes in a system’s per-
formance affect a population’s health. But trends in health outcomes
nonetheless give some useful clues to how the system is working.

While there may be some debate about the exact numbers, there can
be little doubt that China has been highly successful in reducing mortal-
ity. In 1950, China’s maternal mortality ratio (MMR) is estimated to have
been around 1,500 per 10,000 live births. By 1980, this had been reduced
to just 100 per 10,000 live births—a remarkable achievement. According
to Yan (1989), the MMR was reduced by 98 percent within just 10 years
of the establishment of the People’s Republic. During the 1980s, the
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MMR continued to fall, albeit at a much slower pace, hitting approxi-
mately 95 per 10,000 live births in 1990 (Institute for Health Science
2003). China ranks alongside other star performers—for example,
Argentina, Costa Rica, and Uzbekistan—that have achieved unusually
low MMRs by developing country standards (less than 100 deaths per
10,000 live births) according to AbouZahr and Wardlaw (2001).

Tracking shorter-term trends in maternal mortality is relatively hard
because maternal mortality is a rare event, and trend data are therefore
limited in availability. Child mortality data are easier to come by, and shed
light on recent trends in China’s health outcomes. In 1960, China’s
under-five mortality rate stood at 225 per 1,000 live births. By 1980, the
rate had been slashed to 64 per 1,000, an annual rate of reduction of 6.3
percent (Figure 2.1). This spectacular achievement occurred despite rel-
atively slow economic growth during 1960–80 (China’s per capita
income grew just 2.8 percent per year in those decades, compared to 8.0
percent per year between 1980 and 2000). Moreover, during the 1960s
and 1970s, child mortality fell faster in China than in neighboring
Indonesia and Malaysia, and faster than would be expected of a country
with China’s low per capita income and low rate of economic growth.
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In the 1980s and 1990s, the picture began to change. Child mortality
continued to fall in China as it had done in the 1960s and 1970s.
However, it fell less quickly than in Indonesia and Malaysia, even though
Malaysia, like China, had by then achieved a low rate of mortality. In fact,
at the start of the 1980s, China switched from being an overperformer
(its rate of reduction in the 1960s and 1970s exceeded its expected rate)
to being an underperformer. And while Indonesia and Malaysia went on
to exceed expectations even more spectacularly in the 1990s than in the
1980s, China’s performance (relative to expectations) slowed further.

A similarly mixed story emerges for communicable disease mortality.
China’s fight against malaria has been an unqualified success. Before
1949, approximately 30 million malaria cases occurred each year. In
1955, a national malaria control program began and went on to achieve
substantial impact. From an estimated 5,528 deaths from malaria in 1955
(Tang 2000), the number of deaths fell to 24 in 1998. The incidence fell
from 103 cases per 10,000 population in 1955 to 0.25 in 1998 (Tang
2000). In 1998, indigenous falciparum malaria was found in just two
provinces, Hainan and Yunnan.

China’s record on tuberculosis (TB) is more mixed; although here, too,
there are many successes to report. Prevalence and mortality both have
fallen in recent years, thanks largely to the adoption of DOTS (Directly
Observed Therapy Shortcourse), which is estimated to have prevented as
many as 30,000 deaths per year (Dye et al. 2000; China Tuberculosis
Control Collaboration 2004). Between 1990 and 2004, TB prevalence fell
at an annual average rate of 2.8 percent, and mortality fell at an average rate
of 2.9 percent. This compares favorably with the Millennium Development
Goal of the WHO Western Pacific Region—a target reduction of 2.7 per-
cent per year. However, all neighboring countries have reduced mortality
faster, and many have reduced prevalence faster. Indonesia, the Lao People’s
Democratic Republic, Malaysia, the Philippines, Thailand, and Vietnam did
better in reducing mortality; and Indonesia, the Philippines, and Vietnam
did better in reducing prevalence.13

Data from the early 2000s on communicable disease mortality also
show a somewhat worrisome trend. Overall communicable disease mor-
tality actually rose in China in the early 2000s. This reflects in part the
arrival of HIV/AIDS as well as the 2003 SARS outbreak (Figure 2.2), but
also the growth of hydrophobia and viral hepatitis.

At the same time, China was undergoing a rapid epidemiological tran-
sition (Cook and Dummer 2004). Heart disease, stroke, cancers, hyper-
tension, diabetes, and chronic lung diseases began to account for a
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growing share of mortality. The rapid increase in noncommunicable dis-
eases reflect high prevalence of smoking; increased dietary intake of fat,
sugar, and calories; and decreased physical activity (He et al. 2005; Wang
et al. 2005). According to the 2005 National Health Survey, smoking
prevalence was 46 percent; 23 percent of the population admitted to con-
suming alcohol on a regular basis; and at 7.1 percent, the obesity preva-
lence was double that of 1995. In the mid-2000s, noncommunicable
diseases were estimated to cause more than three-quarters of all deaths.
To some degree the increased importance of noncommunicable diseases
reflected China’s rapid industrialization and the associated increased
environmental pollution and occupational hazards (Lee 2004). But such
risks can be managed, and the decision of China’s policy makers in
2003–05 to accord greater importance to the environment as part of the
new policy-making emphasis on balanced development is an acknowl-
edgement of this fact.
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Trends in Health Inequalities

Policy makers are typically concerned not just with average health out-
comes but also with their distribution. China’s new emphasis on social
harmony and balanced development reflects a concern over inequalities in
general and in the health sector specifically. In the 1990s, children living in
the poorer central and western provinces were found to be more likely to
be malnourished than those living in the richer eastern provinces, and rates
of malnutrition were found to have fallen faster among children in cities
than in the countryside (Shen, Habicht, and Chang 1996). Figure 2.3
shows the so-called “concentration curves” (for 2003) for under-five deaths,
infant deaths, and maternal deaths. All lie a good distance above the line of
equality, indicating substantial inequalities disfavoring the poor at the time.
In the poorest fifth of the population covered by China’s maternal and
child health surveillance system, the maternal mortality rate in 2003 was
73 per 10,000 live births. In the richest fifth, the rate was 17 per 10,000.15

Comparisons of data from the China Health and Nutrition Survey and
data from the demographic health surveys of other countries suggest
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that inequalities—at least as far as child malnutrition is concerned—were
apparently on the high side by international standards in the early 2000s.18

And according to Zhang and Kanbur (2005), the gap in infant mortality
between urban and rural areas widened during the postreform period.

Out-of-Pocket Costs—A Barrier to Care and a Cause of Poverty

Why, then, did China’s progress on improving population health appar-
ently slow? And why have inequalities in health become such a feature of
China’s health landscape?

One explanation could be that people who needed health care did not
receive it when they needed it. The evidence for this is not unambiguous.
Some evidence shows increased utilization of key interventions, including
prenatal checkups and attended deliveries. But other evidence shows falling
utilization of some services. The National Health Survey, for instance, shows
declining consultation and hospitalization rates between 1998 and 2003, as
well as a rise in the number of people needing but not receiving care. Of
those interviewed in the 2003 NHS, 50 percent of people who had been ill
in the previous two weeks had not sought care, compared with the 36
percent reported in 1993. In 2003, 30 percent of respondents who had
been told in the previous 12 months they should have been hospitalized
never went to hospital. And among those who did go to hospital, nearly half
discharged themselves early, against their doctors’ advice.

Why would so many people who needed health care not use it? While
many factors undoubtedly shaped decisions, one factor in particular
comes through—cost. Of those in the 2003 NHS who said they should
have been hospitalized but were not, most—fully three-quarters of those
in rural areas and 85 percent among the poorest fifth of the population—
responded that they could not afford the expense. Some data on inpatient
care are illustrative. On average, a single inpatient episode in 2003
involved out-of-pocket expenditures equivalent to nearly 55 percent of
annual per capita consumption. Furthermore, the cost of hospital care not
only rose substantially between 1998 and 2003 in China, it was consider-
ably higher than in countries for which data are available (Figure 2.4).

Between 1978 (the year the economic reforms started) and 2003, out-
of-pocket expenditures grew in real terms at an annual rate of 15.7 percent;
by the end of the 1990s private health spending as a share of total health
spending, which was just 20 percent in 1978, exceeded 60 percent (Figure
2.5). Out-of-pocket payments became common even for public health
services. Wang, Sun et al. (2006) found that as much as half of public health
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expenditures were financed through out-of-pocket payments in two
counties that they studied. Immunization outside the World Health
Organization’s Expanded Program on Immunization (EPI) was the largest
single source of household expenditure for preventive public health serv-
ices. Evidence indicates that there were out-of-pocket payments even for
EPI immunizations (which were, in principle, free), and for TB treatment
outside DOTS (also available free, and perfectly adequate for most TB
patients). Evidence from Liu and Mills (2002) indicates that the emphasis
on out-of-pocket payments for public health adversely affected coverage
rates at the time.

Out-of-pocket payments not only affected whether people ended up
getting needed health care, they became a source of financial hardship. In
the 2003 NHS, 30 percent of poor (pinkun) households blamed health
care costs for their poverty. As a share of total household expenditure,
spending on health care in China was highest among the poor—a situa-
tion unlike that of many other Asian countries (O’Donnell et al. 2008).
Furthermore, the fraction of the population experiencing “catastrophic”
health expenses (whether defined as more than 25 percent or more than
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40 percent of nonfood consumption) was higher than elsewhere in Asia,
and higher still among the poor (van Doorslaer et al. 2007).

The problem was compounded by the lack of a safety net at the time
to protect families not just from rising medical costs but from lost income
because of illness, which Lindelow and Wagstaff (2005) suggest had an
even greater financial impact than the former. (The same ministry that
has since rolled out the aforementioned Medical Assistance program has
also launched a more general safety net program known as Di Bao to help
vulnerable households with living costs—see Ravallion and Chen (2007)
for further details.) In a 2005 survey by the Ministry of Civil Affairs and
the World Bank, the most frequently cited strategies for coping with a
breadwinner’s death or a household worker’s illness were borrowing
money, eating cheaper food, and healthy family members working longer
hours. Yet a substantial number of respondents also reported reliance on
savings. This is consistent with the view that fear of the financial conse-
quences of illness became a significant factor behind the high savings rates
among Chinese households (Economist 2004).
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Accounting for the Household Burden

Why did the health care costs borne by households become so costly rel-
ative to income during this period? There are two possible reasons. One is
that households bore a large share of the costs directly because they lacked
insurance coverage. The other is that the cost itself was high relative to per
capita incomes at the time.

The first is certainly true. As shown along the horizontal axis of figure
2.6, households in China paid, on average, 60 percent of the bill. In the
Republic of Korea, Mexico, and Switzerland—the countries with the next
highest rates—the out-of-pocket share was just over 20 percent at the time.
In most countries, the figure was much less. The high fraction in China
reflected the lack of health insurance then (discussed in the next section).
However, the vertical axis shows that the cost of care itself was high in
China relative to per capita income. Only Mexico came close. Hungary and
Turkey—both, like China, middle-income countries—had much smaller
inpatient care costs relative to their per capita incomes. Indeed, as a frac-
tion of GDP per capita, care in these countries cost less than in most of the
richer OECD countries, being in the region of 1.5–2 percent.

What made health care in China so costly relative to GDP? Here, too,
there are a at least a couple of hypotheses. One is that health care was
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produced in a less efficient way than in other countries. Patient hospital
stays could have been unnecessarily long, and so on. Another hypothesis
is that the mix of health system interventions may have been delivered
efficiently but was still overly expensive relative to national income per
capita. In other words, China may have been delivering care that upper-
middle-income and upper-income countries could afford, but China, at
least at that time, could not. Both factors likely were likely to have been
at work.

Figure 2.7, adapted from a chart introduced more than 20 years ago
(Pabon Lasso 1986) and used widely since, shows the bed occupancy rate
(the percentage of beds occupied on average over the year) and case flow
(the number of cases per bed per year) for the OECD countries and for
China. China’s bed occupancy rate (just over 60 percent at the time) was
well below the average in these countries, as was its case flow (20 cases
per bed per year). China’s case flow was half that of Turkish hospitals
despite the fact that both had similarly low bed occupancy. This reflects
the shorter average length of stay in Turkey. Figure 2.7 shows the length
of stay by the slope of the line drawn from a country’s dot to the point of
origin where the vertical and horizontal axes cross: the shallower the line,
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the longer the average hospitalization.20 Only Japan had longer average
hospital stays than China. Stays were shorter in Chinese township health
centers; but because their bed occupancy rates were so low, their case
flows barely exceeded those of higher-level hospitals.

Countries such as China in quadrant “I” have more beds than they need
relative to demand for hospitalization. Underutilized beds tend to be
accompanied by underutilized staff and overinvestment in equipment.
Costs, as a result, tended to be higher than necessary. But how much
higher? At county level, we estimate that excess capacity resulted in aver-
age costs being around 5 percent higher than they would otherwise have
been.21 For township health centers, the cost of excess capacity was greater:
unit costs in township health centers were around 40 percent higher than
they would have been if their excess capacity had been eliminated.22

It is not just that there was more capacity than necessary for the num-
ber of patients. Patients who were treated tended to incur very high costs;
and in some cases, the higher costs were unwarranted medically. In a
study that made imaginative use of clinician expert opinions, Liu and
Mills (1999) found that 20 percent of expenditures associated with the
treatment of appendicitis and pneumonia were clinically unnecessary.
Overuse of drugs was another problem at the time. China had one of the
world’s highest shares of pharmaceutical expenditure relative to total
health expenditure—nearly 45 percent in 2003 according to the Ministry
of Health’s Chinese Health Statistical Digest 2004, compared to an OECD
average of around 15 percent (Jacobzone 2000). Unsurprisingly, studies
suggest that pharmaceutical spending on this scale was not justified
medically, with Zhang et al. (2003) finding that less than 1 percent of
drug prescriptions in village clinics were actually “reasonable.” Cesarean
sections were another problem area, rising faster than could be explained
by increases in risk factors (Cai et al. 1998). In the late 1990s, China had
more MRI scanners per million people than more affluent Thailand or
Mexico and around two-and-a-half times as many as would be expected
on the basis of its per capita income at the time (figure 2.8).

Liu and Hsiao (1995) identified rapid adoption of new technology as a
major driver of the cost growth in China’s health care system. Between
2003 and 2004, the average cost per case increased by as much as 15–20
percent in central and general township health centers and county hospi-
tals, even after adjusting for case mix (relative numbers of inpatient, emer-
gency, and outpatient care) and other factors such as bed stock and local
income per capita (figure 2.9). Between 2004 and 2005, the increase was
even higher—in county hospitals, cost per case rose by one-quarter, while
in township health centers it jumped by as much as one-third.
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Provider Incentives, Costs, and the Quality of Care

Why was the cost of health care in China so high at the time, and why
was it rising? Partly this is because the resource intensity of care is not
frozen—it changes as incomes grow and as people acquire insurance cov-
erage. This explains why one recent study (Wagstaff and Lindelow 2008a)
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found that some types of health insurance in China actually increased
out-of-pocket spending: the insured received a more resource-intensive
style of care. It also explains why as incomes in China have risen, utiliza-
tion has either fallen or stayed largely unchanged, but the unit cost of
care has grown.

Increased resource intensity could, in principle, reflect patients “choos-
ing” to spend some of their extra purchasing power—whether from insur-
ance or rising income—on better quality care, being guided in this process
by medical providers concerned only about their patients’ health.
However, it could also reflect doctors and hospitals increasing demand,
with some of the prescribed extra care being medically unnecessary.

The scope for provider-induced demand was enhanced by the institu-
tional reforms of the 1980s. Under the planned economy model of the
1960s and 1970s, providers were financed largely from the government
budget or commune. That shifted dramatically in the early 1980s when the
planned economy model was discarded in favor of one that was increas-
ingly market-oriented. Government revenues fell, starting to rise as a share
of GDP only in 1996. Meanwhile, heavier financial obligations were dele-
gated to local governments as the central government share shrank to only
5 percent. Local governments had little choice but to limit their support of
government health facilities to a fixed annual subsidy that provided just
enough to cover basic salaries, with urban hospitals receiving the lion’s
share of these supply-side subsidies. To make ends meet, public facilities
were free to generate “business income” by charging patients for drugs and
services, and they were allowed to keep year-end surpluses (Liu, Xu, and
Wang 1996). Many also implemented a “personal responsibility system,”
whereby financial bonuses (or fines) for individual staff were tied to qual-
ity and quantity standards or revenue targets (Zheng and Hiller 1995).

Public providers were, nevertheless, limited in hiring, firing, and many
other managerial decisions. They were also limited in the prices they
could charge through government-regulated price schedules. The govern-
ment’s policy, implemented through a price commission, was to keep
basic care affordable by setting care charges well below cost, while allow-
ing providers to cross-subsidize basic services by pricing drugs and high-
tech treatment above cost. The inevitable but perhaps unanticipated
result followed: providers began to shift demand from unprofitable low-
tech care to more lucrative drug and high-tech treatments (Liu and Mills
1999; Liu, Liu, and Chen 2000).

The shifting of demand from unprofitable to profitable “business lines”
was especially evident in public health programs. Under the government’s
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DOTS program, all TB patients qualify for free packages of drugs and test-
ing. In treating TB patients, however, some providers apparently delivered
care beyond the DOTS regimen because doing so earned them additional
money. One TB control manager explained that the DOTS-plus strategy
“has been locally adapted . . . to improve effectiveness and generate rev-
enue” (Zhan et al. 2004). These “adaptations” involve treating patients for
longer than the recommended six months and providing nonstandard tests
and medicines on top of those in the DOTS package. Hence, despite a pol-
icy of standardized free treatment for TB, some patients ended up paying
considerable amounts out of pocket, equivalent in the case of Shandong
Province to as much as 119 percent of per capita household income (Zhan
et al. 2004). The same phenomenon was evident at the facility level, too.
As with the case of clinical providers, public health providers (the Center
for Disease Control, the Maternal and Child Health Centers, and local serv-
ice suppliers) increasingly had to generate their own revenues to cover their
operations. This resulted in steady “mission creep” in which public health
agencies expanded activities with revenue potential—such as sanitary
inspections, immunizations, and clinical services—at the possible expense
of activities for which they were unable to charge (Liu and Mills 2002).

The strong or “high-powered” incentives for public providers were evi-
dent among private providers as well. Inspired by the success of privati-
zation in state-owned enterprise and local enterprise initiatives in the
early 1980s, some local governments began to privatize clinics and some-
times even township health centers. The aims were to reduce the burden
on local government finances and to inject market principles into the
health sector. By 1985, private clinics had replaced collectively run health
stations as the dominant health care provider at the village level. In urban
areas, the number of private practitioners climbed from 18,000 in 1982
to 190,000 in 1993, and many private hospitals were established in the
2000s. In a 2001 household survey of three provinces, 33 percent of indi-
viduals claimed that their most recent health care visit was to a private
practitioner (Kin et al. 2002).

Private providers are rarely completely free from government regula-
tion in China. Some local governments exert influence over private
providers’ hiring, firing, and capital investment decisions; and since pri-
vate providers often compete with public providers, they cannot set
prices too far beyond the government-set price schedule for fear of losing
business. Nonetheless, private providers, like public providers, doubtless
had some opportunity to generate demand for their services and expand
the revenues that they received.
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Health Insurance Contraction

The unaffordability of health care in China in the 1990s reflected not just
its high cost but the proportion that patients had to pay. This reflects the
fact that so few people, especially in rural areas, had health insurance at
the time.

Prior to the economic reforms of the 1980s, almost all citizens were
covered by some form of health insurance. Agricultural workers were cov-
ered by the old commune-based cooperative medical scheme (CMS).
State-owned enterprise (SOE) workers were covered by the Labor
Insurance Scheme (LIS). Civil servants and other government workers
were covered by the Government Insurance Scheme (GIS). There were
gaps in coverage, such as urban schemes that did not cover dependents;
however, gaps of this sort were relatively small. The bulk of the rural pop-
ulation in the 1970s was covered by CMS (albeit probably at a relatively
low depth of coverage), and China’s spectacular success in improving
health outcomes in the 1970s has been attributed by some to its near-
universal health coverage (Sidel 1993).

During the transition from a planned to a market economy, health
insurance coverage fell dramatically, especially in rural areas. The
decollectivization of agriculture led to an almost total collapse of the
CMS. By 1993, less than 10 percent of the rural agricultural popula-
tion were covered by CMS, Government Insurance Scheme, or Labor
Insurance Scheme (figure 2.10). Despite attempts to resuscitate the
CMS during the 1990s (Cretin et al. 1990, and Carrin et al. 1999),
coverage nationally remained stubbornly low. By 2003, 80 percent of
China’s rural population—some 640 million people—lacked health
insurance; only 10 percent of the rural population was covered by a
government scheme. During the transition to a market economy,
state-owned enterprises—the backbone of the Labor Insurance
Scheme—came under mounting pressure. Many state-owned enter-
prises found it difficult to honor their insurance commitments, and
the government gradually withdrew from its role as payer of last
resort (Huang 1994). Coverage in China’s cities also declined, though
less dramatically. In the city of Zhenjiang, more than half of the 
state-owned enterprises were estimated to be unable to reimburse
their employee medical bills fully (Huang 1994). GIS coverage also
fell, and by 1998 nearly half the urban population lacked insurance
coverage.
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Inequality in Government Spending

The aforementioned inequalities in China’s health system reflected, at
least in part, inequalities in government health spending. Except in the
case of Hong Kong, China, government health expenditure dispropor-
tionately benefits the better off in China (figure 2.11). This reflects the
fact that over half of general government health spending supports urban
insurance schemes whose members are disproportionately from higher
income groups, even within urban areas. And it reflects the fact that sup-
ply-side subsidies, which are heavily concentrated in urban hospitals, also
tend to benefit the better off. China was not alone in having a government
spending program skewed toward the better off: Indonesia’s pro-rich bias
is as big as China’s.

The focus of government spending on cities was reinforced by large
geographic inequalities in health outlays. Thus government health spending
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in Gansu, one of China’s poorest provinces, amounted to just Y 46 per per-
son in 2003; while spending in Shanghai and Tianjin, two of China’s rich-
est provinces, amounted to Y 218 and Y 153, respectively. This is despite
the fact that Gansu had much worse health indicators than either
Shanghai or Tianjin (Figure 2.12). These inequalities stem from the fact
that China’s intergovernmental fiscal system weakened—but did not
break—the link between local governments’ per capita income and their
available resources for spending.

Challenges and Reforms—Creating a Path Forward

These, then, were the challenges that China’s policy makers set out to
tackle at the start of the new millennium. Each of the reforms imple-
mented over the period 2003–2007 addressed these difficulties in differ-
ent but complementary ways. The government has made it clear that the
new policies are the start of a longer reform process. In 2007, a high-level
government taskforce was charged with preparing a master plan for
China’s health sector. In setting up this taskforce, the government was not
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abandoning the reforms it had instituted during the decade; rather, it
believed further measures would be required in the years to come. The
next chapter examines the first round of reforms of 2003–2007 in some
detail, and assesses them in terms of how well they addressed the chal-
lenges facing the country at the start of the new millennium.
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China entered the new millennium facing sizeable challenges in the health
sector, especially the rural one. These were acknowledged at the highest
level, and the subsequent health reforms of the 2000s were seen as inte-
gral to the government’s newly announced agenda of “balanced develop-
ment” and a “harmonious society.” This chapter asks: What were these
reforms, and how far did they go to address the challenges of the time?

As discussed at the end of chapter 2, the government of China views
the health reforms of the 2000s as a step (albeit an important one) down
the road of health reform. Indeed, the first few years of implementing
these measures have shown remarkable inventiveness and agility on the
part of the government. As is common practice in reform implementa-
tion, the government has phased in its health reform initiatives. Local
governments among the first implementers have been encouraged to
experiment with different variants of the program. The second wave of
implementers has been able to learn from the first. And by watching how
well different designs work in different places, the central government has
been able to adjust national policy. 

This chapter begins with the rural health insurance scheme, known as
the New Rural Cooperative Medical Scheme (NRCMS). This program,
launched in 2003, responded directly to the lack of rural insurance

C H A P T E R  3

The Rural Health Reforms 
of the 2000s



 coverage in the wake of the collapse of the old commune-based cooper-
ative medical scheme. (The government subsequently introduced another
insurance scheme to cover the gap for urban residents not employed in
the formal sector; however, since the focus of this book is rural, that pro-
gram will not be discussed in detail here.) The chapter then turns to the
government’s Medical Assistance health-expense safety-net program.
Medical Assistance was directed at the same set of problems as the
NRCMS and the new urban scheme, but it was designed to complement
these programs by providing financial assistance to both the poor (help-
ing them pay premiums and copayments) and to nonpoor households
facing unusually large medical bills. The chapter then moves on to public
health. The 2000s saw new institutions emerge—including a national
Center for Disease Control (CDC)—new legislation, and substantially
increased government spending. Finally, the chapter turns to reforms in
service delivery. These include provider payment reforms, as well as orga-
nizational and regulatory reforms. 

The New Rural Cooperative Medical Scheme 

Rolled out during 2003–08, NRCMS is a voluntary health insurance pro-
gram for rural residents not employed in the formal sector.26 It has sev-
eral features that distinguish it from its predecessor (the cooperative
medical scheme, or CMS), which all but disappeared following the shift
away from collective agriculture. NRCMS is a voluntary program that
covers only those who join. It is funded by enrollee contributions and by
subsidies from central and local governments. In comparison, the CMS
was funded from commune income and covered everyone. The new
scheme operates at the county rather than the commune level and hence
has a much larger risk pool. Finally, it focuses in most localities largely on
the costs of inpatient care, while the old scheme focused on basic services
that included personal and communal preventive interventions. 

By the end of 2004, 333 of China’s 2,862 counties (cities and districts)
were implementing NRCMS. The number of participating counties
increased steadily over time: from 21.7 percent at year-end 2005 to 50.7
percent at year-end 2006 and to 86 percent by year-end 2007. 

To get a sense of how the program was working in its early days, the
Ministry of Health and the World Bank collaborated in late 2005 on a
study of first adopters of NRCMS. Questionnaires were sent to local gov-
ernment officials responsible for implementation in October 2005. A
short form surveyed officials in 189 counties, and a longer version went
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to officials in 27 counties. The study unearthed some common features of
the NRCMS schemes, but also differences (see box 3.1 for summaries).
The research team combined the program survey data with household
data collected expressly for the purpose and routine health facility data
to undertake a quantitative study of enrollment patterns and impacts. A
qualitative study also was conducted. (Further details are available in
Wagstaff et al. (2009) and the annex to this chapter.)

The study found enrollment rates of around 70 percent of eligible
people. The high rate reflects considerable promotional efforts among
local officials, especially in counties where NRCMS had become a prior-
ity. Affordability was the most frequently cited reason for eligible people
not joining the program. A further 15 percent of those not signing up
reported good health as the reason—pointing to an adverse selection
problem. Income and chronic illness in the household were significantly
associated with joining NRCMS, though the effects were small. Among
those planning to quit NRCMS (10 percent of enrollees), 20 percent
cited not having received reimbursement; 20 percent said that the reim-
bursement was too little; and 17 percent said that reimbursement was too
complicated. Those with less education were found to be more likely to
be planning to quit, as were people living in counties where average reim-
bursement is relatively low. 

Analysis of the household data suggested that NRCMS increased out-
patient visits at township health centers. The facility data also pointed to
positive impacts on inpatient episodes at the township health center
level. Among general township health centers, the biggest impact was
found on inpatient utilization; while among central township health cen-
ters, the biggest impact was on outpatient visits. The facility data suggest
that NRCMS did not affect township health center or county hospital
unit costs, while the household data revealed no NRCMS impact on out-
of-pocket spending per (ambulatory) visit or per inpatient episode. The
effect on overall out-of-pocket spending was therefore negligible. The
scheme—at least at the time—seems to have benefited rural residents by
reducing the number of people who go without care when they need it,
but did not apparently lead to any significant reduction in their overall
out-of-pocket expenditures. 

The 2005 study highlighted several features of NRCMS at the time
that limited its success. The lack of impact on out-of-pocket payments
reflected in part the positive effects of the scheme on greater utilization—
clearly a desirable outcome in light of previous evidence that high cost
deterred people from seeking needed medical care. But this also reflected
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Box 3.1

NRCMS circa 2005 

NRCMS cover. The study found coverage varied by county. All covered inpatient

care; however, only one-quarter included outpatient expenses on a pooling basis.

The rest covered no outpatient care (10 percent of counties), covered only cata-

strophic expenses (10 percent of counties), or offered limited coverage through a

household account.27 Typically, patients paid for inpatient care up front and were

reimbursed later. NRCMS revenues were found to be small compared to average

rural per capita health spending (Y 200). Coverage thus was rather shallow: certain

services (particularly outpatient) were not or were only partially covered; 

deductibles were high; ceilings were low; and coinsurance rates were high. Inpa-

tients on average spent out of pocket six times what they were reimbursed. The

study unearthed some confusion among farmers about what was covered and

how much of its cost was reimbursable. 

Financing. The study found that each NRCMS member paid a flat contribu-

tion of Y 10 or more, depending on the county’s generosity. A government

subsidy of at least Y 20 provided the remaining funds. The subsidy was borne

entirely by local governments in the richer provinces, and was shared between

central and local governments in poorer provinces. Some provincial govern-

ments were found to target their subsidy and that of the central government

on poorer counties, but others did not. The central government transfers were

found to be a larger share of income for poor counties than rich counties, so

they reduced—but did not  eliminate—the regressiveness of household and

county contributions. 

Reimbursement. The bulk of reimbursement by NRCMS was found to be for

inpatient expenses, even in counties that covered outpatient expenses. Most

inpatient reimbursement was for care delivered at county or provincial hospi-

tals. However, in counties where outpatient care was covered through house-

hold accounts or via pooling, care delivered in township health centers

 accounted for 20 to 30 percent of inpatient reimbursement. Most NRCMS

schemes were found to have some mechanisms to control repayment expendi-

tures: reimbursement rules were typically less generous for care delivered in

higher-level facilities, and most counties required members to use only certain

approved facilities. Few counties were found to use the most obvious form of

cost control—namely, a provider payment method other than fee-for-service

(FFS).



a failure of the scheme to lower the out-of-pocket payments per contact.
This in turn likely reflects several design features of the scheme at the
time. The size of the NRCMS budget was small compared to total health
spending. Emphasis on covering inpatient over outpatient care risked
shifting both patients and providers away from “basic” cost-effective out-
patient interventions (including preventive care) toward less cost-effective
inpatient interventions (almost entirely curative). Finally, limited empha-
sis went to cost control: only a few localities had thus far begun to use
so-called “prospective payments” (that is, payment amounts fixed before,
rather than after, treatment). 

The study highlighted other challenges. One is the issue of equity in
how the scheme would be financed. Households that joined paid the
same flat-rate contribution irrespective of their income, except insofar as
the Ministry of Civil Affairs covered the contributions of those enrolled
in the Medical Assistance program (see below). Moreover, counties paid
identical contributions regardless of their capacity to pay, except insofar
as the poorer provinces received central government assistance and tar-
geted it on poorer counties. A second challenge identified by the study is
the issue of adverse selection—the tendency of younger, healthier people
not to join. This problem inevitably arises in any voluntary insurance
scheme, whether private or public. The final challenge was the sheer com-
plexity of the reimbursement system. Patients had to pay the cost of care
up front and then wait for reimbursement. Their net copayment
depended on complex rules for deductibles, varying reimbursement rates
and ceilings, and varying and often confusing rules about outpatient
expenses. Many farmers in the qualitative study focus groups were per-
plexed about how the reimbursement system worked.

NRCMS has evolved since 2005, in some respects in response to the
concerns that emerged from this and other studies. In 2006, the central
and local governments each doubled their subsidies to Y 20 per person
per year, bringing the total NRCMS contribution to Y 50 per person, of
which the government’s share was 80 percent. In early 2008, government
subsidies doubled again. In late 2005, some eastern provinces also became
eligible for the central government subsidy, which doubtless improved
intergovernmental equity. Moreover, the central government amended
how its earmarked fiscal transfer was allocated. Only 75 percent of bud-
geted central funding was prepaid to the provinces in 2005; in 2006, pre-
payment was raised to 100 percent. And starting in 2007, central transfers
were adjusted at the end of each year based on the actual need of each
province. If the actual need exceeded what was budgeted, the province
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could get the remainder from the central government. These steps likely
helped the budgeting and cash flow of poorer provinces. Finally, steps
were taken to eliminate the advance payment requirement for NRCMS
members seeking health care. And there was some shift away from inpa-
tient-only coverage, which should have helped the scheme exert desirable
downward pressure on out-of-pocket spending.

But are these changes sufficient? It will be interesting to see what fur-
ther studies will show about how the program is faring under the new rules
of operation. Doubtless the results will be more encouraging. However, it
is important to realize that not all of the key challenges highlighted
by the 2005 study have been addressed fully. Because the funding is
still small relative to total spending, reimbursement rates remain low 
(30 percent according to one estimate). The benefit package still tilts heav-
ily toward inpatient care. NRCMS remains largely a passive payer of bills,
and has limited tools to control costs and encourage quality. All of these
features are likely to make the scheme alter the pattern of utilization in a
way that drives up costs. The scheme is still voluntary, and while house-
hold enrollment is likely to lead to less adverse selection than would indi-
vidual enrollment, the tendency persists. Finally, the reimbursement rules
are still highly complex—even more than in insurance schemes of indus-
trialized countries that are often criticized for being overly complicated.

Medical Assistance 

In 2003, the Ministry of Civil Affairs announced a Medical Assistance
safety net scheme for rural and urban counties. Initially, the program pro-
vided financial support with medical expenses and NRCMS contribu-
tions (in areas where it existed) to specified vulnerable groups. As
NRCMS rolled out, the focus has shifted toward helping these groups
with NRCMS contributions and copayments. 

Medical Assistance experienced a slow initial startup. By 2003, only 130
counties had Medical Assistance programs up and running. However, over
800 counties launched efforts in 2004, and another 600 joined in 2005. By
the end of 2006, 65 percent of all Chinese rural counties had imple-
mented the program. In 2006, Medical Assistance assisted 18.23 million
cases (not necessarily 18.23 million individuals, since some patients may
have received assistance more than once). 

As with NRCMS, the World Bank teamed up with the government—
this time with MOCA—to study how Medical Assistance was working in
its early days. Data about Medical Assistance design and implementation
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at the local level were collected through a questionnaire administered
to local government officials in October 2005. Provincial governments
sent the questionnaire to the Bureau of Civil Affairs in 2,659 rural
counties, of which 1,645 (62 percent) completed the form. The work
was overseen, with the support of MOCA, by the Institute of Social
Development and Public Policy at Beijing Normal University, with
extensive input from the World Bank. In contrast to the NRCMS
study, no household data were collected, and no qualitative study was
undertaken. Box 3.2 summarizes contemporaneous program financ-
ing, assistance, and coverage and disbursements. 

Medical Assistance impacts (for example, on service utilization and
poverty) were not evaluated for this study, and they have yet to be exam-
ined by others. One reason to suspect a limited impact is the fact that the
budget per person uncovered by the study is small, equivalent to less than
half of 1 percent of total health expenditure in rural China. Even in terms
of spending per person in the target population, the expenditure is small.
In 2006, the Medical Assistance rural budget per person in the principal
target population—Di Bao, Te Kun, and Wu Bao beneficiaries—was just
Y 18. Even if the entire budget had been devoted to these households, the
program would have had only enough to pay for the household contribu-
tion to NRCMS (Y 10) and just Y 8 for out-of-pocket payments. To put
this in perspective, according to the 2006 Rural Household Survey,
households in the poorest fifth of the rural population spent an average
of Y 100 out-of-pocket on health care. The high per-episode figures in
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Box 3.2

Medical Assistance circa 2005 

Financing. The Medical Assistance budget (equivalent to Y 1.2 per rural resident in

2006, Y 890 million in total in rural areas)28 was financed mostly by central, provin-

cial, and county government sources, but also supplemented by contributions

from townships, lotteries, donations, and development assistance. Findings

showed the MA budget to be inversely related to per capita county income until

the upper county quintile, which had the largest budget per capita. Township con-

tributions, lottery contributions, and donations were largest in the richest fifth of

counties. Central government funding varied relatively little with county income. 

(continued)
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Box 3.2 (Continued)

Assistance. In non-NRCMS counties, MA program support took the form of

 direct assistance with out-of-pocket medical expenses. In NRCMS counties, by

contrast, MA helped people with their NRCMS contribution or copayments, or

both. In the study data, around 80–90 percent of MA counties with an NRCMS

program provided assistance with the NRCMS contribution. Only half of those

helping with NRCMS contributions also helped with copayments. Only a few

helped exclusively with copayments; but 10 percent or so of MA counties with an

NRCMS helped with neither, presumably mounting an entirely parallel program

to NRCMS. 

Coverage. Medical Assistance had—and continues to have—three target

groups: households that suffer large and potentially impoverishing medical

 expenses; the poor and other disadvantaged groups—typically Te Kun29

 (“extremely poor” households), Wu Bao30 (the “five guarantees” households), and

Di Bao31 (households eligible for China’s new safety-net program), and additional

groups considered to be deserving (the most commonly cited being persons

who receive special pensions, laid-off workers, and senior Party officials). The

study found that even individuals in these groups typically had to apply for assis-

tance after incurring medical expenses. On average, Te Kun recipients accounted

for the largest share of episodes at nearly 39 percent; Wu Bao and catastrophic

illness each comprised less than 20 percent; the share of Di Bao was 16 percent;

and the remainder was composed of people who fitted none of these cate-

gories. These proportions varied depending on the per capita income of the

county. In the richest fifth of counties, Di Bao recipients received the greatest

share of MA, representing 30 percent of episodes. Catastrophic illness recipients

accounted for about 25 percent, while Te Kun and Wu Bao recipients had shares

of 20 percent and 15 percent, respectively. This likely reflects the fact that Di Bao

eligibility is based on a relative poverty line, while Wu Bao and Te Kun eligibility

are based on absolute disadvantage. 

Disbursements. In 2004, counties in the poorest quintile disbursed less than

Y 1,000 per episode of assistance, while counties in the wealthiest quintile dis-

bursed nearly twice as much, at Y 1,800 per episode. These figures are considerably

larger than NRCMS inpatient reimbursements per episode. This suggests that Med-

ical Assistance at the time was focusing on high-cost events and/or reimbursing a

larger fraction of out-of-pocket payments than NRCMS. The available Medical

 Assistance budget per assistance episode was around Y 1,550–1,700 for counties

in the bottom four quintiles and approximately Y 2,000 for counties in the top

quintile. For the most part, Medical Assistance was underdisbursed in 2004.



box 3.2 indicate disbursements focused on a small fraction of the eligible
population, presumably those incurring high-cost infrequent events.

More promising are the findings on targeting. The findings are indirect,
since no household survey data were analyzed. Rather, the evidence is
derived from the finding that 75 percent of Medical Assistance reim-
bursements went to groups officially classified as disadvantaged—Wu Bao
(20 percent), Te Kun (39 percent), and Di Bao (16 percent)—and from
the fact that these groups are known to come disproportionately from the
bottom end of the (pretransfer) income distribution. 

As with NRCMS, Medical Assistance has evolved, and at least some of
these issues and those highlighted in box 3.2 may well have been resolved
or ameliorated. The Medical Assistance budget has increased substan-
tially, with the central government transfer climbing by 133 percent to
Y 3.3 billion and local government transfers rising 40 percent to Y 3.8
billion in 2007. These sums would need to be combined with popula-
tion coverage data to get a sense of how spending per person in the tar-
get population has changed. Nonetheless, anecdotal reports suggest
that Medical Assistance, combined with NRCMS, has substantially
reduced the financial burden of health care in at least some areas. In
Chongqing, for example, Medical Assistance beneficiaries only need to
pay 20 percent of their total health costs out of pocket, whereas non-
Medical Assistance NRCMS enrollees pay about 60 percent (World
Bank 2008). Moreover, intergovernmental equity has improved as the
result of central government funds now being allocated via a formula
that includes the number of beneficiaries, county contributions, and a
county’s fiscal capacity, with the latter weighted heaviest. The link-up
with NRCMS apparently has also been tightened, with 100 per cent of
counties now assisting the scheme’s enrollees with their contributions
and copayments. Underdisbursement appears to have been an issue
only during the first year of the program. 

As with NRCMS, however, some challenges remain. The program is
tightly targeted on the most vulnerable, but this still leaves a substantial
fraction of the population who might be considered poor but are not
automatically eligible for Medical Assistance. Those who “prequalify”
for Medical Assistance because they are covered by one of the other
antipoverty programs comprise less than 5 percent of the population. In
2004, by contrast, the poverty rate in China at the dollar-a-day poverty
line was 17 percent. The majority of the vulnerable and the near-poor
cannot benefit from Medical Assistance. This is, of course, the age-old
dilemma of trading off targeting generous assistance on a small fraction
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of the population against distributing less generous assistance to a
larger fraction.

A second challenge is the question of whether Medical Assistance should
continue to be a standalone program. Insofar as the support goes to groups
already covered by the Di Bao, Te Kun, and Wu Bao programs, it might
be more efficient simply to include the assistance as a benefit of these
programs. Now that NRCMS has been rolled out, this would involve
paying the contributions and copayments of those covered. The strongest
justification for retaining Medical Assistance as a separate program is its
ability to serve as a safety net for households that are experiencing
potentially catastrophic medical expenses but are ineligible for the Di
Bao, Te Kun, and Wu Bao programs. Among the counties surveyed in the
2005–06 study, 15–20 percent of cases assisted by Medical Assistance fell
into this category. 

Public Health

During China’s 10th five-year plan (2001–05), the government established
the three major pillars for public health: a national Center for Disease
Control (CDC),32 a National Center for Health Inspection and Supervision
(NCHIS) responsible for oversight of industries that pose public health
risks,33 and a set of public health emergency offices within the MOH. The
last initiative was spurred in part by the experience of the SARS outbreak
in 2003. This also prompted much better coordination across different pub-
lic health agencies, not only on SARS but on HIV/AIDS, avian influenza,
and schistosomiasis. To improve maternal and child health (MCH) services
and achieve the MCH-related Millennium Development Goals targets, an
initiative known as the Reduction of IMR and MMR and Elimination of
Tetanus among Newborns was launched. A major accomplishment in
the public health field was the development of a Web-based, real-time
disease-reporting system covering major public health institutions down
to the township level.

A number of more recent public health initiatives can be cited (some
of which have yet to be implemented). First, the beneficiary package for
public health has been enlarged—the National Immunization Program
now covers prevention for 15 infectious diseases, with free treatment for
human immunodeficiency virus (HIV) infection, TB, and hepatitis B virus
infection, and the piloting of free screening and scaled-up treatment
of reproductive tract infections among women of childbearing age.
Second, a safe drinking water initiative was launched with an investment
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of Y 65.5 billion to improve access to tap water in rural areas. Third,
there was an effort to standardize the subnational CDCs. Finally, the
possibility of free hospital delivery for all pregnant women was being
actively discussed. 

To support and sustain these efforts, government substantially boosted
public health spending. Following the SARS outbreak, the central gov-
ernment transferred approximately Y 1 billion (US$146 million) to help
the western and middle provinces develop their public health systems.
That increased nearly fourfold to Y 3.7 billion in 2004 (MOH 2005a).
Altogether, a total of Y 10.9 billion was transferred across various levels of
government for capital investment in the CDC system, as well as Y 11.4
billion for capital investment in health care facilities. 

China is mostly on track to achieve its public health targets. The 2010
goals for average life expectancy and MMR already have been met. Very
likely that is also true for the 2010 infant and under-five mortality rates.
For vaccinatable diseases, only diphtheria, pertussis, tetanus, and oral polio
vaccine inoculations are lagging behind the 90 percent 2010 population
coverage targets. Otherwise, coverage of the World Health Organization’s
key EPI vaccines has reached the national target. Key 2010 disease preven-
tion and control targets also have been achieved for HIV infections, DOTS
detection, the cure rate for new smear-positive TB, and the hepatitis
B virus (HBV) prevalence rate for children under five years of age. The
overall HBV prevalence rate is close to the 2010 target of 7 percent.
Targets that look less likely to be hit are tobacco control, rural water and
sanitation, birth defect prevention, and iodine deficiency.

Beyond the question of whether specific targets are being met, two
further issues arise in assessing the status of public health. One is whether
China is spending “enough” in this area. The frequently heard claim that
the government had abandoned public health prior to recent injections of
spending is certainly untrue. Over the period 1990–2003, government
allocations to disease control and MCH institutes rose in step with over-
all government health expenditure—although not quite keeping pace
with government expenditure across all sectors (figure 3.1). Increased
government subsidies to public health institutions have been overlooked
because they have been dwarfed by rising “business income,” so that the
government share of institutions’ overall financing declined steadily dur-
ing the period (figure 3.2). 

Moreover, international comparisons suggest that China’s spending on
public health programs is not low by international standards. Comparative
analysis poses difficult methodological problems (discussed briefly in
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box 3.3); however, a careful analysis of the numbers suggests that the
share of government spending for prevention and public health in China
is relatively high. This is the case even if mandated corporate expendi-
ture (such as occupational health measures) and public health expendi-
tures by nongovernmental organizations (important components in
some health systems) are included (see the horizontal axis of figure 3.3).
In fact, public health expenditure is so high in China that even though
overall government expenditure on health constitutes a relatively small
share of GDP (see the vertical axis of figure 3.3), government expendi-
ture on prevention and public health as a share of GDP is similar to that
in other countries (figure 3.4). 

Low aggregate government spending on public health does not, there-
fore, seem to be an issue. Nonetheless, there are still concerns about the
geographic distribution of government allocations. True, the central gov-
ernment has targeted much of the recent increases in spending on poorer
provinces to help build CDCs and other components of their public
health systems. Yet how far these additional spending allocations have
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Box 3.3

Challenges in Estimating Public Health Spending and 
Comparing across Countries

Cross-country comparisons of health expenditures can be of considerable interest,

but how do we make sure that apples are being compared with apples? The

 system of National Health Accounts (NHA) of the Organisation for Economic

Co-operation and Development seeks to ameliorate the dilemma by establish-

ing standards for data collection and compilation on public and private health

expenditures (OECD 2000). While NHA analysis often looks at health spending

as a whole, the data presented in this chapter focus on one specific “function,”

namely Prevention and Public Health (PPH). The orbit of PPH encompasses 

(a) maternal and child health, family planning, and counseling; (b) school health

services; (c) prevention of communicable diseases; (d) prevention of noncom-

municable diseases; (e) occupational health care; and (f) other miscellaneous

public health services (surveillance, outbreak preparedness, and so forth). Some

argue that this definition of PPH is rather restrictive—it excludes expenditures

that are outside the domain of the health sector in most countries, for example

sanitation and environmental health. While this is a legitimate concern, the

NHA data are currently the only ones available for cross-country comparisons,

and even these data are only available for a handful of OECD countries. 

The standardization imposed by the NHA methodology has improved cross-

country comparability considerably. Yet differences in data definitions and cover-

age persist, perhaps more so for PPH than in other areas. One reason is that the

 organization of public health activities varies considerably across countries. For

example, prevention and public health is integrated in primary health care in

many low- and middle-income countries, making it difficult to distinguish PPH

from other health care functions. This is also true in some high-income countries

where preventive components of outpatient care are not classified as PPH unless

they form part of a formal prevention program. Similarly, services financed by

nonprofit organizations (NPOs) or private companies are not always included in

NHA estimates, and their exclusion could affect total health expenditures by

about 1–2 percent (Orosz and Morgan 2004). For instance, Australia, Canada,

Denmark, Japan, and the Netherlands do not include data from nonprofit insti-

tutions, while Canada, Demark, the Netherlands, Spain, and Switzerland do not

have data available from private companies. Although this seems minor, exclud-

ing these  financing agents, if they were involved in financing PPH, as is the case

in Japan, can have a big impact on estimates. 

(continued)
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Box 3.3 (Continued)

Other definitional issues also affect the interpretation of data presented in this

chapter. For example, in Canada, PPH could not be disaggregated from adminis-

trative expenditures of the Health Department, causing overestimation of PPH

expenditures (Orosz and Morgan 2004). In China, national estimates of PPH

 expenditures may include some spending on curative care by public health insti-

tutions such as MCH centers. 

In assessing the relative importance of prevention and public health expendi-

ture, the comprehensiveness of data on overall health spending also becomes

important. Again, some important differences exist across countries. For example,

nations such as Hungary, Korea, Mexico, Poland, and Turkey exclude long-term

nursing care from their NHAs, which can result in underestimation of total health

expenditure by up to 10 percent relative to countries using more comprehensive

definitions of health spending.
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reduced the preexisting inequalities in government public health spend-
ing remains to be established. 

Aside from concern about the level and distribution of government
spending, the question arises of how far the public health reforms of the
2000s address the interrelated concerns about incentives and accountabil-
ity highlighted in chapter 2. The answer seems to be “only partially.” The
reforms did create new institutions and encouraged coordination among
them. Yet public health programs rely on regular service providers—village
doctors, township health centers, and hospitals—to make them work.
Without changed incentives, regular health workers will still find they
need to focus on personal health services—that are billable—rather than
public health programs that are not (or for which the returns on permis-
sible billing are low). Indeed, the question of incentivizing public health
institutions to stay focused on public health is not addressed by these
reforms. Likewise, the accountabilities between different levels of govern-
ment and different local governments have not been spelled out. In an area
like public health, where disease outbreaks do not respect political bound-
aries, such accountability is vital. Promoting standardization across subna-
tional CDCs is one thing; but allowing them to act as independent entities
runs the risk that the national interest will get lost. 
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Provider Payment Reform 

A major challenge—and for some observers, the major challenge—facing
China at the start of the new millennium was the need to modify the
incentives for health care providers. Whereas reform efforts were rather
vigorous for health insurance, medical expense safety nets, and public
health, comparatively little happened on this front in the 2000s. 

Some reforms did aim at reducing providers’ incentives to deliver
drugs and high-tech care at the expense of basic care. Fees for professional
services were increased while those for high-tech care were cut, and a
move has been made toward a price ceiling system to encourage price
competition. These reforms appear to have reduced but not eliminated
the perverse incentives that drive up service prices. 

Drug pricing also has been changed, limiting regulation to selected
drugs (which together account for only 10 percent of medicinal spending)
rather than regulating the entire range. These measures were expected to
reduce drug prices through increased competitive pressure and more
effective procurement. In practice, hospitals often have been able to
maintain high drug revenues by increasing pharmaceutical usage and by
shifting from one medicine to another (for example, from regulated to
unregulated and from low-margin to high-margin). 

Some insurers also have begun to modify the incentives for providers
by moving away from fee-for-service. Most of these reforms occurred in
the late 1990s and early 2000s but in urban areas (box 3.4). New pay-
ment methods included global budgets, diagnosis-related groups, and
fixed charges per inpatient or per inpatient day. Typically, reforms have
been associated with reductions in unit costs, though impacts on quality
have rarely been evaluated. 

Following the lead of the Basic Medical Insurance scheme, a small
handful of NRCMS schemes also have adopted alternative provider pay-
ment methods (box 3.5), including case-based payment for inpatient
care and capitation or salary payment for outpatient care. Sometimes
these have involved the use of contracts to define explicit performance
criteria—for example, specifying the package of services to be delivered,
payment methods, and quality standards, especially the use of drug lists
to control prescription practices. There is no evidence to date on the
impact of these rural reforms on cost and quality, and they have been
very few in number. 

Reforms to the budgetary subsidy system have been even less visible.
Subsidies take two main forms: a general payment to cover part of
salary and other operational costs, and a specific subsidy for particular
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Box 3.4

Provider Payment Reforms in Urban China

Traditionally, payments to urban hospitals by both patients and insurance

schemes (GIS and LIS) were based on the regulated price schedule. Faced with

 escalating costs, insurance schemes in some cities experimented with different

forms of capped global budgets, or payment per inpatient day with volume caps.

When Basic Medical Insurance (BMI) was introduced, the government established

a national model for demand-side cost containment (medical savings accounts

(MSAs)), but did not prescribe a particular method of provider payment. In any

event, most schemes have continued to pay hospital on a fee-for-service basis.

There are exceptions, however. Hainan Province, for example, implemented

prospective payment—essentially a global budget with a small quality- and

volume-contingent bonus—for six key hospitals in January 1997. Average

 expenditure per admission fell below that of other hospitals that continued to

be paid FFS, and spending growth on expensive drugs and high-tech services

was reduced dramatically (Yip and Eggleston 2001; Yip and Eggleston 2004).

Whether there was any adverse effect on quality is unknown. A similar approach

to maintaining volume through a combination of global budget and contin-

gent bonuses has been used in Qingdao (Qingdao Municipal Department of

Labor and Social Security 2003).

Jiujiang, one of the original pilot cities for BMI, started out using FFS to pay hos-

pitals, but in late 1996 switched to a fixed charge per inpatient day (Meng 2002). In

2001, the province switched again—this time to capitation—in an attempt to

curb expenditure growth further. After the switch, medical expenditure per insured

inpatient fell from Y 2,320 to Y 1,778, and the share of drug spending in total spend-

ing fell from 76.5 percent to 59.8 percent (Jiujiang Health Insurance Office 2004).

Zhenjiang, the other BMI pilot city, started out using a fixed charge per inpatient

day, but in 2001 started to experiment with a payment method based on diag-

nosis-related groups (DRGs) for 82 diseases (Meng 2002; Wu et al. 2004). Variable

reimbursement rates were set according to average expenditure incurred over

the previous three years in treating each disease, less any “unreasonable” expen-

diture (Wu et al. 2004). In 2003, the average outlay for diseases under the DRG

payment method was 25 percent lower than the province average in the same

level hospitals (Wu et al. 2004).

During nationwide implementation of BMI, many cities followed the leads

of Jiujiang and Zhenjiang, switching to payment methods other than FFS.

Many have adopted a fixed charge per inpatient, although a range of options 
(continued)



investments in infrastructure or equipment. The former typically are
allocated using criteria such as number of staff and retirees or the num-
ber of beds, with little or no regard to defined objectives or performance
criteria. Recently, government policy (Central Committee of the CPC
and the State Council 2002) has required county governments to take
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Box 3.4 (Continued)

is in the mix. For example, in Guangdong Province in 2002, 13 of 18 municipal

cities used this method; two used FFS; two used capitation; and one used a

fixed charge per inpatient day (Project Team of Guangdong Province 2003). In

some cases, a variety of different payment methods is used alongside a fixed

charge per inpatient. Overall, however, there is less evidence on impacts for

these cities than for Jiujiang and Zhenjiang. However, one study compared cost

trends in the urban health pilot city of Nantong that implemented both provider

payment reforms and new forms of contracting with the city of Zibo that did not

implement reforms (Meng, Rehnberg et al. 2004). It finds a smaller cost increase in

Nantong, without measurable impact on quality. Similar results have been found

in other studies (Liu, Cai, and Xong 2003). 

Interestingly, some providers have moved of their own volition away from

FFS toward prospective payment. For example, some urban hospitals have

 introduced diagnosis-related groups for self-paying patients, hoping to attract

more business by developing a reputation for price transparency. The earliest

documented experiment of this was in three hospitals in Ha’erbin County in

Heilongjiang in 1994 (Liu, Zheng et al. 1999). By the end of 2000, 16 hospitals in

Ha’erbin had started using DRGs (Yang, Zhao, and Liu 2001). Since then, DRG use

for self-paying patients has been reported in many other parts of China (Bai

2004). There is, unfortunately, little evidence on the outcomes of these initiatives.

However, the evidence that does exist suggests that DRG adoption reduced

costs. In the Red Cross Hospital of Ha’erbin, total expenditures for acute appen-

dicitis decreased after implementation of DRGs, and the proportion of drug

 expenditures in total expenditures decreased from 50 percent to 15 percent

(Yang, Zhao, and Liu 2001). In Jining Medical College Hospital, total expenditure

per case for the five diseases monitored decreased by 30–50 percent following

implementation of DRGs; drug expenditure per case fell by 34–64 percent; and

average length of stay fell by 0.4–2.0 days (Yin 2004). Nothing appears to be known

about the effects of DRG adoption on other dimensions of health care, including

quality of care and “cream skimming” (providers deliberately avoiding the more

complicated cases within each diagnostic group).



greater responsibility in management and financing of township health
centers. The intention is to ensure provision of essential public health
programs; however, evidence to date does not demonstrate whether
this policy change actually has altered the financing practices of local
governments (Xiang, Fang, and Hu 2004). 

Other Reforms in Service Delivery 

In the 1980s and 1990s, China saw a flurry of privatizations in the
health sector. At the instigation of local governments, these began at the
village level and later moved up to the township health center level and
above. Evidence on the effects of these conversions and of ownership
differences is mixed. Some studies have found that township health
center privatization has been associated with cost reduction (Li 2000;
Wang et al. 2002), but others have suggested that these cost reductions
may be the result of scaling back preventive and public health activities
(Li 2001; Wang 2002; Wang, Xu, and Li 2002; Xu 2003). 
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Box 3.5

Prospective Payments and Purchasing in NRCMS

Following the lead of the Basic Medical Insurance, some local NRCMS offices also

have adopted alternative provider payment methods. Some localities have intro-

duced case-based payment for inpatient care. For example, two counties in Shaanxi

Province selected 38 conditions for which fixed charges at THC and county hospital

levels were established (World Bank Mission 2004). Similar case-based payment sys-

tems have been introduced in a few counties in Gansu Province (Bing County

NRCMS Office 2004; Gansu Provincial Department of Health 2005). 

More frequently, NRCMS introduced forms of capitation or salary payment for

outpatient care. For example, in two counties in Xinjiang, the NRCMS established

a fixed payment of Y 40–50 per month to each village practitioner. In return, the

village doctors are expected to provide free primary care (Hu 2003). Similar

arrangements were made in Wuxue County in Hubei Province (Hu 2003; Wang,

He, and Zhou 2003; Wang et al. 2004). In one township of Guizhou Province, all

contract village clinics were managed by township health centers, and were paid

a basic salary plus performance-related bonuses based on number of home visits,

patient satisfaction, and cost containment (Wang 2003).



The absence of a clear link between ownership and performance is not
out of line with international evidence. It likely reflects the fact that, con-
trary to what is often thought, no simple one-to-one correspondence
exists between ownership and autonomy. Government providers in
China have some features of hierarchically controlled budgetary units.
But they share many features associated with private for-profit providers—
heavy reliance on self-paying patients, hard budget constraints, internal
incentive regimes that stimulate revenue generation, autonomy over serv-
ice mix and capital investments, and so forth. Furthermore, ownership
conversions often have made little difference to provider autonomy over
key dimensions. Many newly privatized township health centers fre-
quently have continued to receive government budget allocations; and
staffing and other management issues have remained largely under the
control of the county or township government (Shang, Yuan, and Chen
2001; Jiang 2003). 

Rightly or wrongly, the issue of ownership in the health sector became
a hotly debated topic in some quarters in China in the 2000s. Some argued
that public hospitals are public only in name and need to be put firmly
back under government control. Others argued for greater private owner-
ship and more competition in the sector. Aside from issuing documents
clarifying the distinction between government-owned and private non-
profits, and requiring that there be at least one government-owned health
center per township, central government largely stood on the sidelines of
this debate. 

What did occur during the 2000s were reforms geared toward chang-
ing provider autonomy without changing ownership. In some areas,
autonomy was reduced. Several local governments introduced essential
drug lists limiting what physicians could prescribe. Treatment protocols
also were introduced in an attempt to standardize diagnosis and treat-
ment. Local governments introduced rules curbing hospitals’ power to
retain surpluses from drug sales, requiring that they record pharmaceu-
tical sales separately from other revenues and remit all profits from
such transactions to the local health bureau. The selection of managers
and staff was made more transparent and competitive. In other areas,
however, reforms had the effect of increasing autonomy. Government
increased hospitals’ power to fire health workers (if alternative employ-
ment could be found for them), and issued guidelines for encouraging
an open and competitive recruitment process, expanding the variety of
contracts used for different types of workers, and facilitating worker
dismissals. Outsourcing increased for support services such as cleaning,
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food provision, security, and supply management. And some local gov-
ernments contracted management from outside. Exactly what impact
these reforms have had is unclear. Except for a small-scale unofficial
evaluation of the World Bank–funded Health VIII project (box 3.6), lit-
tle analytic work appears to have been undertaken investigating the
outcomes of these reforms. 

A variety of organizational reforms were introduced in the 2000s to
rationalize service delivery. Some counties decided to integrate village
clinics vertically with township health centers, with the township health
center becoming the owner of the village clinic. This initiative was to
improve quality of care by controlling drug quality and staff competence,
and thereby increase the utilization and revenues of township health cen-
ters. Some local governments also integrated hospitals and public health
agencies. Yet many continued to invest in township health centers despite
falling utilization rates, presumably in the belief that the downward
trend could be reversed if facilities were improved. These organizational
changes have not been evaluated—no information is available, for exam-
ple, on whether economies of scale and scope have been achieved. 

The final two areas where reforms have been evident are licensing and
accreditation. The 1999 Law on Physicians raised the training require-
ments for a medical practice license and for some professional categories,
whereas the 2005 Village Doctor Practice Regulation required that village
doctors be certified physicians or assistant physicians before being
licensed. Enforcing these regulations has proved to be a considerable chal-
lenge, in part because many former barefoot doctors continue to practice.
In 2005, the government reformed its hospital accreditation system. In
terms of structure, grades, and levels, the new system resembles the old
one. But the focus moved away from infrastructure and equipment
toward a broader range of criteria, including “scientific management,”
patient safety, and service quality. The grading and evaluation system is
combined with a system of rewards (for example, government budgetary
subsidies) and sanctions (for example, fines or risk of closure). These
changes are clearly in the right direction. However, the new system has
limitations. The national accreditation guidelines give considerable dis-
cretion to local government in operationalizing and implementing the
system: many provinces do not include the private sector, although
some do; and township health centers and village clinics mostly are not
covered. Local discretion hampers comparability across localities, let
alone between China and other countries, and may undermine the
credibility of the system. 
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Box 3.6

Impacts of Treatment Protocols, Drug Lists, and Other 
Innovations in the Health VIII Project in Gansu Province

Health VIII—known officially as the World Bank China Basic Health Service Project—

was a broad-brush health reform project that combined supply-side interventions

for improving the effectiveness and quality of care (treatment protocols, drug lists,

upgrading of THCs, among others) with demand-side measures to resuscitate the

old CMS and provide financial support to the very poor through a Medical Finan-

cial Assistance scheme that was, in effect, a precursor to the recently introduced

national Medical Assistance program. The project began in just seven of China’s

poorest provinces with the aim of targeting poorer counties within each

province, albeit ones with sufficient resources to repay the loan and adequate

capacity to implement the project. 

Gansu—China’s second poorest province—was one of the initial seven

project sites. Serendipitously, the Gansu Survey of Children and Families was

fielded in both project and nonproject counties just as Health VIII was start-

ing implementation, and again four years later. In addition to the household

and village data collected before and after the project started, data from THCs

were collected in the second wave for both the current and previous years,

making a before-and-after comparison possible for THC outcomes as well as

household- and village-level outcomes. 

A recent study (Wagstaff and Yu 2007) uses the Gansu data to analyze the proj-

ect impacts. Before-and-after changes are compared between households, vil-

lages, and THCs in project and nonproject counties, after matching counties using

propensity-score matching. The results suggest the project reduced out-of-pocket

spending, and the incidence of catastrophic spending and impoverishment

through health expenses. Especially large impacts were found among the poor.

Little project impact, however, was detected on the use of inpatient or outpa-

tient services; and while the evidence points to a reduction in sickness days, the

evidence on health outcomes is mixed. Surprisingly, little impact was found on

investment in new equipment. Because efforts to revive CMS had been unsuc-

cessful in the sampled project counties as of the date when the second data

wave was collected, the project impacts on out-of-pocket health spending must

be attributable to a mixture of the safety-net scheme and the supply-side meas-

ures to limit drug prescriptions and improve the quality of care.



Sizing Up the Recent Reforms

The sheer volume and pace of China’s health sector reforms during the
2000s represent an impressive achievement by any standard. That such a
long list of very ambitious measures was introduced so rapidly in a coun-
try so large and diverse reflects the government’s strong commitment to
reforming the health sector and to the promotion of “balanced develop-
ment.” It would be unrealistic to expect that the reforms to date would
fully address all challenges outlined in chapter 2. And it would be unre-
alistic to expect them all to have been problem-free in their design and
implementation. Yet taken together, they represent a significant stride
toward China’s long-term health and development goals. The govern-
ment has also demonstrated pragmatic flexibility in modifying its policies
in the light of evidence about impacts. 

The NRCMS provides solid foundations upon which to build. Future
challenges include increased budgets to allow for broader and deeper
cover; a further tilting of the benefit package to incentivize the use of
basic services—including prevention and early treatment of disease—to
yield both health benefits and cost-savings; a shift away from NRCMS
being a passive bill payer to being a service “purchaser” using payment
methods other than fee-for-services to encourage cost-consciousness and
quality care; the introduction of measures to counter adverse selection;
and the simplification of cost-sharing arrangements. 

Medical Assistance also provides some foundation upon which to build.
Future challenges here include the need to extend benefits to people
beyond those currently eligible, that is, to those who are not extremely
poor but who are poor or near the poverty line; and the issue of whether
integrating some aspects of Medical Assistance into other safety-net pro-
grams makes sense. 

Regarding public health, the government showed clear commitment in
the 2000s to greater spending and institutional reform. One remaining
challenge is how to share the cost of public health programs across
different levels of government and across different geographic areas. This
is not so much a question of equity but of efficiency, recognizing the fact
that public health outbreaks do not respect political boundaries. Linked
to this are two related questions: how to reform the payment for public
health activities so that health workers have positive incentives to under-
take them; and how to establish an accountability system to govern rela-
tions between various public health “actors.” 

Service delivery was the primary arena where the reforms of the
2000s were more timid than they might have been, and where major
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health-reform challenges remain. The burning issue is how to reform
the payment of providers in ways that reduce the inflationary pressures
in the system, and promote the delivery of quality care at a cost that
China can afford. Some small steps have been taken, but without larger
steps during the next decade, the benefits of insurance expansion will
not be fully realized. Instead, as the experiences of other countries have
shown, providers tend to deliver health care that is increasingly costly
and not necessarily medically justified. Payment reforms need to be
accompanied by changes in provider autonomy—not in all areas, but
some—but are unlikely to require major changes in ownership. Further
efforts at vertical integration, licensing, and accreditation are also likely
to yield payoffs.

Annex: Impact Evaluation of NRCMS38

Estimates of the NRCMS impact on households were obtained by
comparing changes in status before (2003) and after (2005) introduction
of the scheme that occurred between NRCMS-participating households
and similar households that could have joined but did not (so-called
differences-in-differences, or diffs-in-diffs). Propensity score matching
(PSM) was used to assess the degree of similarity.39 A similar approach
was used to gauge the impact of NRCMS on health facilities (town-
ship health centers and county hospitals). Changes were compared
before and after the introduction of NRCMS between facilities in
NRCMS counties and similar facilities in non-NRCMS counties. The
degree of similarity was assessed across a variety of facility-level and
county-level variables. 

The baseline household data are from the Ministry of Health’s 2003
National Health Survey. Households in the 10 counties in the 2003 NHS
that subsequently launched an NRCMS were reinterviewed in 2005.
(Households in five non-NRCMS counties also were reinterviewed, but
the results obtained using these data are not reported here.) It should
be kept in mind that the household data are not therefore a random sam-
ple of counties joining NRCMS. The 2003 and 2005 facility data are from
the Ministry of Health’s national health facility database, which includes
all township health centers and county hospitals nationwide. For this
exercise, all facilities in the 15 provinces and two municipalities that were
the first to implement NRCMS were included. The total number of
county hospitals and central and general township health centers in the
database is 1,746, 4,464, and 14,040, respectively. 
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A variety of variables thought likely to influence participation in
NRCMS were included in a probit equation used to obtain the propen-
sity scores for the household analysis. Kernel matching was then used to
obtain the estimates of the average effect of treatment on the treated
(ATT). In the facility analysis, Mahalanobis matching was used, which
allows matching on a variety of facility- and county-level variables. In
both analyses, bootstrapping was used to obtain standard errors, and com-
parisons were confined to the region of common support. 

Table A3.1 reports the estimates of ATT and the t-statistic for the
household analysis (the final two columns), along with changes between
2003 and 2005 for the sample as a whole, the “treated” (that is, the
NRCMS households), the “untreated” (that is, households who didn’t join
NRCMS), and the difference between the changes among the treated and
untreated (the column labeled “diffs-in-diffs no matching”). The outcome
variables are self-explanatory. The matching estimates point to NRCMS
significantly increasing both out-of-pocket payments and the incidence of
catastrophic household health spending (at the 10 percent and 20 percent
thresholds, though not at the 40 percent threshold). There is no evidence
of NRCMS significantly affecting out-of-pocket spending per (ambula-
tory) visit or per inpatient episode. NRCMS has, however, apparently
significantly increased the probability of an outpatient visit, but only at
the township health center level. The results contain a hint that NRCMS
may have increased inpatient admissions, but the impacts are not statis-
tically significant. With the exception of the results for out-of-pocket
payments, these results are evident not only in the matched diffs-in-diffs
(with attention confined to comparisons on the common support), but
also in the simple unmatched diffs-in-diffs. This suggests that, for the
most part, NRCMS and non-NRCMS households are not dramatically
different from one another. 

Table A3.2 reports the ATT estimates for the health facilities. Again,
the outcome variables are self-explanatory. Among county hospitals,
there is no evidence of any impact of NRCMS on any of the indicators.
This is consistent with the household results. The implication is that
NRCMS simply is reimbursing inpatients who would have gone to a hos-
pital anyway; and hospitals provide the same care, incur the same costs,
and receive the same revenues as they would have done without
NRCMS. Among township health centers, by contrast, table A3.2 points
to NRCMS having significant impacts not only on outpatient visits, as
suggested by the household results, but also on inpatient episodes. Among
general township health centers, the impact on inpatient episodes is very
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Table A3.1  Estimates of NRCMS Impact on Households

Outcome

Changes among
everyone in 

NRCMS counties

Changes among
NRCMS 

households

Changes among
non-NRCMS 

households in
NRCMS counties

Diffs-in-diffs 
no matching 

Diffs-in-diffs
matching 

kernel weights

coeff. t-stat coeff. t-stat coeff. t-stat coeff. t-stat coeff. t-stat

Out-of-pocket payments past 12 months 160.330   14.77 161.072   16.64 158.126     4.75     2.946     0.12   73.212     2.87
Catastrophic payments (exceeding 10% of income)   –0.005   –1.21   –0.001   –0.27   –0.018   –2.07     0.016     1.59     0.023     1.73
Catastrophic payments (exceeding 20% of income)     0.003     0.92     0.011     2.65   –0.021   –3.30     0.032     3.93     0.039     4.01
Catastrophic payments (exceeding 30% of income)     0.005     2.18     0.004     1.53     0.007     1.87   –0.003   –0.64     0.009     1.59
Out-of-pocket payments per visit     6.852     3.69     7.028     3.17     6.277     1.90     0.751     0.17     0.646     0.16
Out-of-pocket payments per hospital stay   34.076     2.88   37.557     2.70   23.190     1.04   14.367     0.52   39.692     1.20
Doctor visit past 2 weeks     0.044   15.52     0.048   14.66     0.032     5.53     0.017     2.50     0.016     2.10
Inpatient past 12 months     0.003     1.68     0.004     1.97   –0.001   –0.21     0.005     1.16     0.007     1.48
No. times in hospital as inpatient past 12 months     0.005     2.19     0.007     2.45     0.000   –0.06     0.007     1.29     0.007     1.21
Outpatient visit village clinic     0.032   14.42     0.033   12.83     0.029     6.58     0.005     0.86     0.003     0.41
Outpatient visit THC     0.003     2.20     0.005     3.17   –0.003   –1.31     0.008     2.67     0.007     1.97
Outpatient visit county hospital     0.009     6.21     0.010     5.88     0.006     2.14     0.003     1.02     0.006     1.50
Inpatient THC   –0.001   –1.35   –0.001   –0.75   –0.003   –1.57     0.002     0.82     0.003     1.24
Inpatient county hospital     0.004     2.65     0.005     2.63     0.002     0.65     0.003     0.84     0.004     0.97
Surgery county hospital     0.002     1.60     0.002     1.45     0.001     0.70     0.000     0.13     0.002     0.64

Source: Authors’ calculations.
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large. The difference between the results from the household and facility
data may reflect the fact that the facility data capture all (first-wave)
NRCMS counties in China, while the household data come from just 10
counties. In addition, the comparator is different: households in NRCMS
counties not joining NRCMS in the household analysis, and facilities in
non-NRCMS counties (typically in the same province) in the case of
facilities. Unsurprisingly, in view of the impacts on township health cen-
ter patient volume, there is evidence of NRCMS significantly increasing
the revenues and costs of township health centers. There is a hint that
NRCMS also may have raised cost per case in township health centers,
but the impact is not statistically significant.
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Table A3.2  Estimates of NRCMS Impact on Facilities

County hospitals Central THCs General THCs

ATT % t-stat ATT % t-stat ATT % t-stat

Finances Total revenues       –1   –0.21       18     7.96       13     2.67
of which subsidies       –9   –0.82       26     6.18     –5   –0.66

Total expenditures       –3   –0.53       15     6.15       15     2.81
of which salaries       –1   –0.13       11     5.20         7     1.55
expenditue per 
case (log)       –3   –0.17         4     0.43         7     1.27

Inputs Staff       –1   –0.38         6     4.08         3     1.09
of which retirees       –7   –1.31         5     2.32         5     1.34

Items equipment > 
Y 10,000   –12   –1.31         8     5.36         1     0.22

Activity Inpatient discharges       13     1.47         8     2.12       44     5.04
Bed occupancy rate         2     0.91       11     2.07       13     3.89
Length of stay         7     0.62       11     1.12   –11   –1.10
Outpatient visits     –5   –0.98       10     3.20         0   –0.01

Source: Authors’ calculations.
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The previous chapter outlined the many health sector reforms that the
Chinese government began implementing in rural areas during the 2000s.
These reforms included a new rural health insurance program (NRCMS);
a medical expense safety net program (Medical Assistance); greater
spending and new policies, programs, and institutions for public health;
and a number of service delivery policy and institutional reforms. The
chapter argued that these measures constituted a major forward step in
addressing the challenges that faced China’s rural health system at the
start of the new millennium. But it also argued that China’s government
was—and is—under no illusion that these measures were the end rather
than the beginning of a long-term reform process. The various measures
have all been—to varying degrees—subject to modification while being
rolled out in phases. Moreover, there seems to be widespread agreement
that further modifications will likely be required in over coming years,
and that additional reforms over the longer term will probably be needed
if China is to fully meet the challenges highlighted in chapter 2.

The rest of the book looks to the future by setting out some ideas for
both types of reform. This chapter focuses on the big picture, sketching out
possibilities for the medium and longer terms. It begins with a discussion of
recent international thinking on health reform and evolving notions of best
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practice. This contextual background—considered in light of the earlier
review of the challenges facing China’s rural health system and recent
reform efforts—is useful in thinking through future options. A brief
overview follows of the book’s medium-term reform options, which will be
examined in greater detail in chapters 5–7. It also highlights their limita-
tions and spells out how these could be mitigated through the longer-term
reforms detailed in chapter 8.

Health Systems—Goals, Functions, and Actors 

Increasingly, health systems are seen in terms of actors performing func-
tions geared toward achieving systemic goals (World Health Organization
2000). The two basic goals are better health, and financial protection.40

The key actors are patients and households, health care providers, health
financiers and insurers, and government.

Health System Functions
The most basic health system function is delivering health care—the
proper care for each person when it is needed. This requires multiple
resources: skilled personnel (doctors, nurses, pharmacists, and managers),
medicines and other consumables, medical equipment, and physical infra-
structure. Creating resources (training doctors, developing and acquiring
medicines, investing in and maintaining equipment and infrastructure) is
thus an important second function. Both sets of tasks entail expenditures,
often very large ones. So financing health care—finding the money to pay
for the whole enterprise and seeing that providers get paid—is a third key
function of any health system.

This third function sometimes is divided into three subfunctions. The
first is raising revenues or funding health care. Typical sources of revenue
include out-of-pocket payments, contributions to social insurance
schemes, taxes and other government revenues, private insurance premi-
ums, and development assistance. The second subfunction is risk pooling.
When providers are paid directly by patients out of pocket, risk is borne
individually, without pooling. If a village mounts a community insurance
scheme, each household pools its risk with others in the locality. In a
social insurance scheme, the risk pool is larger and more diverse. A tax-
financed health system is also a mechanism for pooling risks. The third
subfunction is paying providers or, more broadly, purchasing. Patients and
third-party payers (including insurers, ministries of health, and others)
can be thought of as buying services from providers. Purchasing has a
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number of aspects: Who determines what will be purchased—the
provider or the purchaser? What will be the basis for that determination?
Who will deliver the service? And how will the provider be paid? These
questions are equally important whether the services are matters of pub-
lic health (whether targeted at populations or individuals) or matters of
private personal care.

Each function is exceedingly complex. It needs not only to be per-
formed well, but in close coordination with the others. Overseeing the
health system is the task of making sure the actors who perform the var-
ious functions do so in a competent and coordinated fashion. This is, in
effect, another function of a health system, and is often conceived in
terms of stewardship.

Mapping Functions and Actors
There is no simple one-to-one mapping from actors to functions. Indeed,
one of the key decisions to be made in any health system is which actors
should do what. Thinking on this issue has evolved considerably over the
past 20 years or so. Of course, it is health providers—clinics, medical cen-
ters, hospitals, and so on—who deliver health care. But their relationship
with government differs from country to country and has evolved over
time. The function of creating resources is one for which government
often takes responsibility, for example, by training doctors and nurses. But
other actors, notably health providers, play a role, too.

The financing of health care perhaps involves more actors than any
of the other functions. Whatever the financing system or mix of other
actors involved, households ultimately pay for health care. Households
pay providers directly out of pocket. They pay premiums or contribu-
tions to private or social insurers. And they pay taxes that the govern-
ment uses to subsidize providers or insurers—either way lowering the
cost of care to the patient. Rarely does a health system rely exclusively
on direct out-of-pocket payments from patients to providers. An insurer
or a government serves as financial intermediary between patients and
households on one hand, and providers on the other. This enables
resources to be pooled across communities. In exchange for a small pre-
payment via an insurance contribution (or premium to an insurer or a
tax to the government), households can rest assured that needed health
care can be obtained at a nominal cost (a copayment). The rest comes
out of the pool of resources collected through whatever prepayment
mechanism is being used. What form the prepayment should take and
who, therefore, the financial intermediary should be, are issues that
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once generated much disagreement. But as we shall see momentarily,
views on the subject are increasingly converging.

While often not thought of as such, the purchasing function frequently
has been discharged by governments. Public health is an obvious exam-
ple. It makes sense for purchasing to be discharged by the same agency
responsible for delivering a needed service. This practice has been, and
still is, prevalent in public health when an agency responsible for deter-
mining surveillance also sets up and runs the system. This pattern also can
occur in personal health services, especially in public “integrated” systems
financed primarily by taxes. One part of the health ministry is charged
with need assessments and service delivery planning; and another is
charged with health care delivery. Purchase and provision of health care
tend to be split more forthrightly in health insurance systems, with social
and private insurers determining the needs of their members and arrang-
ing with selected providers to deliver the required services. But the split
is widening even in tax-based systems.

The function of oversight or stewardship is one in which government
has traditionally played the major role. Monitoring the quality of care in
public and private facilities, regulating who can practice medicine and
which organizations can run clinics and hospitals, ensuring the safety of
medicines, authorizing investment in expensive equipment, approving
the construction and modification of facilities, regulating insurers, and
regulating provider fees—these are all oversight tasks that seem to fall
naturally to government.

Evolving Ideas and International Best Practice 

Thinking has evolved greatly over the past 20 years about the nature of
health system actors and functions. This reflects growing awareness of the
strengths and limitations of market mechanisms’ ability to deliver effi-
cient and equitable health sector outcomes. Awareness has grown of the
importance of externalities and public goods. Immunization is an exam-
ple of the former. In this case, activities confer benefits (or costs) that spill
beyond the individual, affecting other people. Public health surveillance
is a classic example of activities that confer benefits on everyone and
from which no one can be excluded. There also has been growing
appreciation of the importance of asymmetric information in the
health sector. An obvious example is the asymmetry between patient
and provider: the patient lacks the provider’s expertise in assessing
what the patient needs are and what care is appropriate. Information
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asymmetries also exist in the health insurance sector. An insured person
can conceal the full degree of risk from the insurer, or how much effort is
being made to stay healthy and limit the need for care. Information asym-
metries also arise in the relationship between government, on the one
hand, and insurers and providers on the other.

At the same time, awareness has grown of the limits of government
in tackling these “market failures.” The days are long gone when ana-
lysts blithely assumed that because markets failed to deliver equitable
and efficient outcomes, governments would automatically do better.
Governments undoubtedly can improve equity, but in many countries
(China included) the principal beneficiaries of government health spend-
ing are not the poor. And many public policies do not eliminate, and may
not even reduce, inefficiencies. In part, these disappointing outcomes rep-
resent the hard facts of the political economy of government interven-
tion. Government officials sometimes push program design in directions
that benefit narrow interest groups other than the poor. But the architects
of the command-and-control health care delivery system also failed to
grasp the importance of incentives, financial and otherwise. A consensus is
emerging that health systems need to find ways to exploit the market’s
power to deliver efficiency, but in such a way as to avoid the failures inher-
ent in a traditional market; hence the interest in “quasi-markets,” “internal
markets,” and “marketlike mechanisms.”

Service Delivery: Fine-Tuning Autonomy
In service delivery, the age-old disagreement about who should own
facilities has been supplanted by a debate about how much autonomy
providers should be given in different areas, and how should govern-
ment best restrict autonomy appropriately. This reflects realization that
a government can pay for health services rather than providing them
through directly managed units, and indeed that performance may
improve if facilities are not directly managed.

Many OECD countries have moved away from budgetary units with
strict hierarchical control, and have sought to increase management
autonomy and performance accountability. To do so, new organizational
forms have been established that are part of government but are charac-
terized by greater managerial autonomy, different governance arrange-
ments, harder budget constraints, and the ability to retain and use
operational surpluses (OECD 2002).41 In some cases, this also has been
associated with increased exposure to “marketlike” incentives. At the
same time, private health care providers are rarely fully autonomous
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entities engaging in a free market. Rather, they often depend heavily on
financing by government or social health insurance schemes, their auton-
omy may be circumscribed by regulation, and they may have a strong
social mission. Consequently, autonomized or corporatized hospitals in
the public sector can, in many respects, be very similar to private non-
profit hospitals in countries such as Canada, Germany, or the United
Kingdom. The increasingly common arrangement in OECD countries,
then, is for providers to have a degree of autonomy in at least some
areas; to be nonprofit; and to be either government-owned or privately
owned, depending on legal and other traditions.

Payer-Led Competition 
Emphasis has also shifted in the debate over the merits of competition in
service delivery. The notion that efficiency is enhanced by providers com-
peting for individual patients is increasingly viewed as flawed, because
patients lack the necessary information to make informed choices. In
Delhi, India, it has been found that increased competition leads to worse
treatment patterns (for example, inappropriate use of antibiotics) because
competent providers must either cater to their patients’ ill-informed
expectations or lose profits (Das and Hammer 2004). Attempts have
been made, especially in the United States, to provide patients with bet-
ter information about provider quality and to align patients’ expectations
better with likely needs, but the results have been largely disappointing
(Edgman-Levitan and Cleary 1996; Cleary and Edgman-Levitan 1997;
Shaller et al. 2003; and The Kaiser Family Foundation et al. 2004).

Recent reforms have been built instead around the idea of providers
competing for contracts with purchasers, not for individual patients. This
could be an insurer, an agency within the health ministry, or a primary
care practice. While competition by providers for ill-informed patients
may not encourage delivery of good quality care at a reasonable cost,
competition for contracts with well-informed purchasers may do so.

Evidence on the effectiveness of payer-led competition is limited,
mostly coming from the United States. Competition for Medicare con-
tracts appears to have improved patient outcomes and lowered costs
(Kessler and McClellan 2000). Other studies also have found evidence
from payer-driven price competition of reduced prices and costs and
reductions in excess capacity (Miller and Luft 1997; Dranove and
Sattherthwaite 2000; Glied 2000; and Miller and Luft 2002). Evidence
about the impact of competition on quality, by contrast, is mixed
(Cookson and Dawson 2006). While informative, the U.S. experience is
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somewhat unique in that competition has been promoted in a context of
excess supply (Melnick et al. 1992).

Elsewhere in the OECD, several other countries—including Sweden,
New Zealand, and the United Kingdom—have experimented with hospi-
tal competition for contracts. Evidence about the impact of competition
on performance is mixed. Some findings indicate increased physician pro-
ductivity in Sweden (Van de Ven 1996). The United Kingdom has seen
some evidence of cost reductions, although the evidence is patchy
(Propper and Soderlund 1998; Propper, Wilson, and Soderlund 1998);
and some recent studies suggest that competition actually may have
impaired quality (Propper, Burgess, and Green 2004). More generally, the
experiment to introduce payer-led competition has been relatively short-
lived in many countries. Considerable opposition often has arisen from
both providers and patients, and purchasers frequently appear to have
lacked the skill and knowledge to overcome information asymmetries and
enforce contracts (Le Grand 1999; Le Grand 2002; Docteur and OECD
2004).42 Information and capacity problems have not been confined to
purchasers. Providers, too, have struggled to provide detailed information
on costs, case-mix, and other factors that they previously were not
required to collect. Lack of accounting, quality monitoring, and other sys-
tems have similarly constrained countries where payer-led competition
has been promoted (Cookson and Dawson 2006). Overall, these experi-
ences suggest that payer-led competition can be, but not always is, a force
for good; and the benefits are far from automatic.

Purchasers and Better Ways to Pay Providers
Whether or not they stimulate competition, payers (or “purchasers,” as
they are increasingly called) are regarded as important actors for improv-
ing quality and pushing down costs. In traditional integrated systems, the
government officials who manage the systems are generally line managers
of hospitals and clinics. The risk is that they identify with the interests of
the provider, the supply side of the sector—not with the patient, the
demand side. The purchaser—an agent of a large number of patients inde-
pendent of the supply side—can pressure providers in ways that line man-
agers cannot. Hence, much talk in the 1990s centered on creating
purchaser-provider splits, and giving purchasers the information, skills,
and resources needed to pressure providers into improving quality, seeing
patients more quickly, and lowering costs.

The concept of purchasing also is linked increasingly to how providers
are to be paid, another much-debated issue that has driven the reform

Looking Toward a New Decade: The Big Picture 67



agenda. The trend clearly is moving away from fee-for-service as a way of
paying providers. Where patients pay providers directly out of pocket,
fee-for-service is the obvious payment method. However, when providers
are paid by a third party—a purchaser—a payment method can be used
that encourages providers both to exercise restraint in the use of
resources and to deliver quality care. For some medical interventions, fee-
for-service is not a bad method—assuming the payment is by the third
party. In many OECD countries, primary care doctors are paid (at least in
part) for preventive and other personal public health interventions based
on the number and type of interventions they deliver.

Budgets and salaries are the other “traditional” methods of provider
payment. They have the merit of not encouraging providers to deliver
poor quality care through unnecessary tests, unwarranted antibiotics, and
so forth. On the other hand, they do not encourage cost awareness or
stretching of resources so that more patients can be treated with available
means. Hence, the increasingly common use of “prospective” and mixed
payment methods to spur efficiency. Diagnosis-related groups, in which
groups of diagnoses are associated with similar costs, are an example of
the former. Hospitals receive the same payment for all diagnoses in a
given group. Payment by diagnosis-related groups is “prospective” in that
the hospital knows in advance the amount it will be paid for patients in
each diagnosis group. The United Kingdom’s new so-called two-part tar-
iff is an example of a mixed method. The purchaser contracts with the
hospital for a certain amount of “capacity” in each specialty. The hospital
receives half of the expected payment up front according to the amount
and type of capacity in the contract, and the rest at pre-agreed fee rates
as services are actually delivered. In both cases, prices need to reflect
costs; otherwise, an incentive is created for providers to focus on prof-
itable care and profitable patients, and ignore the rest.

Coverage Expansion through Tax Financing and Social Insurance 
Debate over financing has not been confined to how to pay providers.
The issue of how to raise revenues from households also has been
much discussed. There is growing acceptance that undue reliance on
out-of-pocket payments is bad. It is bad because providers are paid via
fee-for-service. It is bad because poor people wind up either paying larger
fractions of their income in health care bills or forgoing needed treat-
ment. It also does nothing to reduce the financial risks associated with
illness. Consensus is emerging that out-of-pocket payment for personal
interventions related to public health ought to be zero (or nearly so), as
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with any activity generating positive externalities; while out-of-pocket
payment for personal interventions not tied to public health ought to
be, at most, “small.”

Recent research and country experiences have highlighted the
strengths and weaknesses of different approaches to prepaying for health
care. Private insurance is the least favored approach in the OECD coun-
tries. Because of the aforementioned information asymmetry between
insured and insurer, the scheme is vulnerable to adverse selection, with
the possibility that the scheme may unravel altogether and hence leave
some groups uninsured. Premiums are not explicitly linked to income but
may turn out to be higher for those less well off because of risk rating.
This raises equity concerns about the affordability of health insurance for
high-risk individuals, the worry being that high-risk individuals will not
insure or will end up paying larger fractions of their income on health
insurance than do low-risk individuals.

Social insurance and tax finance are far more common health financ-
ing mechanisms in the OECD. Tax finance has some advantages over
social insurance (Baeza and Packard 2006; Wagstaff 2007b). Revenues
often fall short of what they ought to be because of nonenrollment and
underreporting of earnings. In Colombia, evasion in the contributory
scheme (Colombia’s system also includes a subsidized scheme) has been
identified among the most pressing problems facing the health sector,
amounting to US$836 million in 2000 or 2.75 percent of GDP (Escobar
and Panopolou 2003). Nearly three-quarters of the evasion was due to
underreporting, the rest to nonpayment. Social health insurance tends to
be a regressive way of raising revenues; in contrast, tax finance tends to be
progressive (Wagstaff et al. 1999; O’Donnell et al. 2008). The informal
sector is much harder to cover than the formal sector. Governments have
made progress enrolling the poor on a subsidized basis, but errors of
inclusion and exclusion are common. The costs are often borne by the
formal sector, leading to high payroll tax rates. Covering the nonpoor
informal sector in a contributory scheme has, however, proved much
harder; and those who enroll are often the sickest. Arguments also have
been made that social health insurance contributes to the informaliza-
tion of the economy because people find they are better off enrolling in
a private scheme or falling back on Ministry of Health programs than
being part of formal sector programs. Employers contribute to this
process if they can eliminate their contributions by employing workers
on a contract basis. When employers cannot do so, they will likely
reduce their demand for labor, especially if they end up footing the bill

Looking Toward a New Decade: The Big Picture 69



for the dependents of formal sector workers and for informal sector
workers. Foreign companies may be deterred from investing in countries
with high payroll tax rates. Because of problems like these, many Western
European countries have abandoned social health insurance or are in the
process of reducing reliance on payroll taxes. Chapter 8 discusses these
issues in greater detail.

In social health insurance, much of the debate and reform agenda have
revolved around the question of how equity can be achieved in both con-
tributions and coverage. In some countries, the goal has been to combine
equity with insurer competition, presuming that this will promote effi-
ciency. The problem is that health insurers competing with one another
while contribution rates are based on risk profiles leads to skewed cover-
age. Insurers catering to low risks (the better off) could charge a low pre-
mium and still cover their costs, while those catering to high risks (the
poor) would be forced to charge high contributions—an outcome that
many policy makers would want to avoid for equity reasons.

One approach is for everyone to pay according to a common contribu-
tion schedule, with contributions pooled in a central fund. The fund can
be supplemented by subsidies from general revenues, and then allocated
to insurers through a weighted capitation formula that gives an insurer
more for an elderly person or a woman of childbearing age than for a
young man. People can choose between funds, and in some countries (for
example, the Netherlands) pay an annual flat-rate fee direct to the
insurer. An insurer must charge all its customers the same flat rate, but
can compete with other insurers on the fee size. Whether risk-adjustment
formulas can be fine-tuned to prevent insurers from skimming off the
cream within each risk category is a much-debated question (Van de Ven
and Ellis 2000).

Variants of this approach exist. In some countries, only a fraction of con-
tributions are pooled in the central fund. This may result in varied contri-
bution schedules across insurers. Those with many high-risk enrollees will
find their central fund allocations to be insufficient, and will have to levy
additional contributions to cover costs. The weighted capitation approach
disburses allocations that are relatively generous, but still insufficient to
cover full costs. To prevent poorer insurers from having to levy additional
contributions, the government might provide support out of general rev-
enues. Another approach uses the central fund more as a solidarity fund. In
Colombia, for example, workers paying into the contributory scheme also
pay a “solidarity tax” that is used in part to finance a subsidized scheme for
the less well off.
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Government as Steward 
Government is the natural lead actor for stewardship and oversight. While
some other functions can be—and in some countries are—discharged with
negligible government involvement, oversight cannot be. Indeed, the more
health system functions the government leaves to other actors, the greater
challenge it faces vis-à-vis increased oversight. Leaving health care delivery
to private nonprofit providers or to autonomous public sector hospitals
means that the government workload switches from line management of
treatment facilities to creating and operating an effective oversight system.
Leaving social health insurance to an “autonomous” health insurance
agency, as has been done in many countries, requires the government to
establish clear rules setting out the degree of freedom the insurance agency
has in different areas, while retaining a voice in agency governance without
interfering in its day-to-day decisions.

Thinking about precisely what a government should do in exercising
oversight has evolved during the past two decades. In public health,
emphasis is now on clarifying core functions, identifying the activities
needed to perform those functions and who should perform them.
Countries and international organizations have differed on core public
health functions, but definitions commonly include prevention and con-
trol of disease and injuries, protection against environmental hazards and
other health risks unrelated to disease, and public health disaster pre-
paredness and response. Public health functions are sometimes defined
more expansively to include, for example, quality control and assurance,
equity, and human resources (Public Health Functions Steering
Committee 1994; Bettcher, Sapirie, and Goon 1998; PAHO 2002; and
the World Bank 2002b). While there may be a case for government inter-
vention to address these issues, they are arguably a function of the health
system as a whole and not specifically a public health function.

While government is and always will be the lead actor in oversight,
other actors have supporting roles to play. Health professionals often
form associations. Such associations engage in self-regulation and set
codes of professional conduct. Ensuring delivery of high standards of care
is a benefit to all members because malpractice—even by one doctor—
inflicts reputational damage on all doctors. Insurers have financial and
nonfinancial incentives to ensure that the revenues they collect are used
to buy quality health care at reasonable cost. If given the space, they too
can become important forces in system stewardship.

Households also have a role to play. One obvious example is litigation.
Each year in the United States, patients take providers to court for alleged
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malpractice. Courts are not the only venue in which households can make
their voice heard. In many countries, consumer groups act as health sys-
tem watchdogs, providing information to households on insurance poli-
cies, hospital quality, drug safety, and so on. Some countries explicitly tell
patients what their rights are in the health sector through, for example, a
“patients’ charter.” Many health systems have an ombudsman to referee
patient complaints. Members of the public often get involved in helping
oversee the operation of a specific facility—sitting on a hospital board, for
example, as a representative of the local community. The media and the
polling booth are other channels through which the public can exercise
health system oversight.

Reform over the Medium Term

China has considerable scope for building on these recent developments
in international thinking and practice to implement medium-term
reforms that would address many of the rural health sector challenges it
still faces. Possible options are summarized below and examined more
fully in chapters 5–7.

Health Insurance 
NRCMS is a major reform for the Chinese government. In the medium
term, it makes sense to build on NRCMS to improve its effectiveness.
Several useful steps could be taken.

More resources for NRCMS and fairer burden sharing. Between 2005
and 2007, the government increased its per-member subsidy to NRCMS.
However, a large fraction of health care costs—at least half—is still
financed out of pocket. Extra resources for NRCMS are required to trim
the share of out-of-pocket spending. Higher household contributions are
an option. However, if raised much higher than present rates, they almost
certainly would need to be linked to income. If not, the scheme would be
perceived as unfair and would risk nonenrollment by the poor. Some link-
age to income already happens through the Medical Assistance scheme.
However, raising contributions even more would require linking them to
income for a larger fraction of the population—at least for those living
below the Y 850 poverty line (12.5 percent of the rural population in
2001), if not those living below the dollar-a-day line (about 25 percent of
the rural population in 2001).43 This may be worth trying, perhaps
through “proxy means-testing,” but will not be straightforward. Given this,
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and the high cost of collecting contributions in the first place, it might
make sense to scrap household contributions to NRCMS altogether.

Raising NRCMS revenues is likely therefore to require increased govern-
ment subsidies, including additional spending by the central government.
There is also scope to increase equity in the subsidies to NRCMS. Central
government subsidies could be targeted more tightly on poorer provinces;
and steps could be taken to increase equity within provinces by sharing
the costs of supporting NRCMS more fairly, perhaps by pooling at the
provincial level or through a provincial-level solidarity scheme.

Make NRCMS mandatory. If household contributions are still to be col-
lected in NRCMS, a strong case exists for making the scheme mandatory
to avoid adverse selection.

Turn NRCMS into a “purchaser” of health services. Health care will stay
unaffordable if NRCMS continues to be a passive bill payer. It needs to
become a proactive purchaser of health care on behalf of its members. At
the minimum, this should mean switching from patients being reim-
bursed after paying providers through fee-for-service to a system in which
NRCMS pays providers directly through a method—or mixture of
methods—that encourages providers to be cost-conscious and to deliver
care that is appropriate to the patient’s needs. NRCMS also could use—as
it already does in some places—contracts to specify which services are to
be delivered at what quality by what type of staff, and to be more active
in monitoring the performance of health care providers. This is likely to
involve a greater role for the province. At a minimum, this is likely to
involve provision of technical support and coordination across schemes.
There also may be a case for provincial-level pooling and organization
of the NRCMS.

Include noncatastrophic care in the benefit package. NRCMS coverage
of “basic” services (which in China usually constitutes some—typically
unspecified—subset of ambulatory services) is not very generous. Indeed
in some counties they are not covered at all by NRCMS. These services
rely heavily on government subsidies to facilities (supply-side subsidies)
and on out-of-pocket payments. There is some debate in China about
the merits of earmarking additional supply-side subsidies for a basic
package of services, with the population and providers being told
exactly what services the funding will cover. This approach runs the risk
that providers will not be incentivized appropriately to deliver such
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care. For example, if providers simply receive extra budget for basic
care but can charge patients for nonbasic care, they likely will focus on
the latter unless penalized for failing to deliver enough basic services—
assuming “enough” can be quantified. Incorporating basic care into
the insurance package would ensure that NRCMS and providers face
the right incentives, giving substantial impetus to primary care. This
step would fold in any additional tax revenues currently planned for
the “basic package” scheme being channeled to NRCMS (and to urban
insurance schemes), and gradually over time redirect existing supply-
side subsidies to insurers, too.

Avoid the narrow-but-deep approach to coverage. To ensure that
providers do not shift demand from services covered by NRCMS to those
that are not, it would be better to cover most types of care and have high
cost sharing on some items. At a minimum, the latter should include
interventions for which a more cost-effective procedure exists.

Have a cost-sharing policy that is pro-poor and limits the citizen’s
financial risk. This means removing existing benefit ceilings, having an
annual limit on out-of-pocket payments for covered services for each
household, exempting the poor altogether from copayments (preferably
households below the Y 850 poverty line, not just those eligible for the
Medical Assistance program). It would also make sense to discontinue
the use of savings accounts in NRCMS.

Strengthen the management and governance of health insurance. Options
for strengthening NRCMS management include keeping the current
NRCMS administrative setup but strengthening its management, or con-
tracting capacities. Some localities have begun to explore joint manage-
ment between NRCMS and Basic Medical Insurance, and Chengdu and
Chongqing are piloting integrated management of NRCMS and urban res-
ident health insurance schemes. Joint management and some merging of
functions could yield considerable savings in administrative costs and in
health care delivery. Whatever the management arrangements, capacity
improvements are important in identifying health needs, monitoring
provider performance, and other key areas.

Health Service Delivery
Chapter 3 argued that while several changes have been directed toward
service delivery, the reforms have been more timid than those in other
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areas, despite the fact that the need for reform is large. Chapter 6 suggests
a variety of service delivery reforms that could be accomplished in the
medium term. These are summarized below.

Improve performance through a shift to demand-side financing. Having
insurers behave as purchasers for all types of health care would give
providers strong incentives to deliver quality care at a reasonable cost. No
longer would provider decisions about what care to deliver be uncon-
strained and based on what is financially profitable. Instead, decision mak-
ing would be influenced heavily by purchaser efforts to ensure that
services are medically necessary and appropriate and carry a reasonable
cost. Providers would no longer have carte blanche to deliver whatever
care they deem fit.

Reform autonomy rather than ownership. Financial surpluses would be
reduced by the proposed payment reforms. Those that exist after reforms
ought to be left with the facility, but their use ought to be heavily circum-
scribed. For example, surpluses might be distributed across funds with
specific goals such as staff training, patient amenities, or other needs, with
restrictions governing the exact mix. Tougher controls on investment in
new equipment may be justified, which might be trimmed once insurers
become effective purchasers because providers will then face set prices
for different types of cases (based, for example, on diagnosis) and will be
unable to recover the costs of sophisticated equipment unless the pay-
ment rates envisage its use. In other respects, provider autonomy should
probably stay as is.

Enhance governance and regulation. Governance of facilities could be
improved by having facilities overseen either by a board of governors or
by a dedicated government office. Enhanced financial and clinical regula-
tion is required; some data needed to identify outliers in both areas are
collected already but are not analyzed for that purpose.

Let demand dictate facility restructuring and the redeployment of health
workers. Changes to how providers are paid and the use of other purchas-
ing tools are likely to lead to less oversupply of services. This will be off-
set, at least in part, by increased demand for services by those who
currently cannot afford them. It remains to be seen how far capacity uti-
lization and health-worker productivity will increase. If capacity still needs
to be cut, various options are available. One would be through facility
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restructuring and consolidation, especially at the level of township health
centers. Another would be through vertical integration at the lower levels
of the health system, with township health centers managing village
facilities or county facilities operating networks of township and village
facilities. Decisions about what to restructure, where to consolidate, and
what and where to vertically integrate will depend partly on utilization
patterns, factoring in costs and quality of care. These decisions are easier in
a system in which providers are paid largely by insurers who act as
proactive purchasers rather than as passive bill payers. When the insurer
can choose between facilities, the facilities that fail to win contracts will
be the ones that need to reduce capacity, merge with other facilities, or
close down. Where only one facility exists, cost benchmarking from
other areas probably will have to guide restructuring decisions. These
changes will provide an opportunity to improve rural staff quality, and
in particular to (re-)develop primary care.

Allow the private sector to deliver care to publicly insured patients.
NRCMS might be allowed to contract with private providers, at least
those who have been vetted through an enhanced accreditation
process. Cost is likely to be an issue. Private providers do not receive a
budget subsidy from the government, and for-profit providers are
liable to be taxed on their income. They are, as a result, likely to be
more expensive. There is a case for gradually reducing supply-side sub-
sidies and redirecting them to the demand side by reallocating the
monies to the insurers. This would help level the playing field and
ensure that government money follows the patient rather than ending
up being underused in facilities with excess capacity. Reduction of sup-
ply-side subsidies cannot happen overnight, but it makes sense to
establish a phased withdrawal in which the amounts and timing are
known in advance.

Even with this change, private providers still may be more expensive.
One option would be to allow patients to pay the difference between the
price charged by the provider and the rate the insurer has established to
recompense providers for the particular treatment; this is known as “extra
billing” in countries like Canada. On the one hand, this keeps government
expenditures down but allows patients who are able and willing to pay the
difference to obtain additional tests, a more expensive type of treatment,
more comfortable amenities, or other added service. On the other hand,
there is a risk that providers will deliver unnecessary tests and a more
sophisticated treatment regimen that yields tiny added health benefits.
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If extra billing is to be allowed in such cases, it would make sense for the
insurer—or some other part of government—to monitor and regulate the
quality of care dispensed to patients for additional charges.

Public Health
Chapter 3 noted that China’s government spending on public health has
increased in the 2000s and is large by international standards. It also
detailed the various changes in programs and institutions that have been
implemented in the field of public health. Despite these reforms, chal-
lenges remain, notably in improving accountability and clarifying roles
and responsibilities. Some ideas for improvement are outlined in chapter
8. In brief, the ideas are as follows.

Greater clarity in public health roles. A single institution—or at most, a
very small number of institutions—would have overall responsibility for
public health at the county level. Other institutions would have clearly
defined public health responsibilities. Preventive medical services, for
example, would be delivered by regular providers and would be included
in the expanded insurance package proposed above.

Public finance for public health. The public health agency would be fully
funded by government. The central government would need to finance at
least part of the cost to ensure evenness in the public health system.

Vertical oversight and support of local public health activities. The cen-
tral government needs to exercise more responsibility in setting priorities
and guiding public health activities at the local level. One option is a ver-
tically integrated national (or provincial) public health agency, fully
funded by national (or provincial) government but with local offices. The
other is a local public health agency, to which central and provincial insti-
tutions have explicit responsibilities, incentives, and mandates to provide
technical support and guidance.

Improving skills and professionalism in public health. The move to a
model in which most staff in public health institutions are competi-
tively selected, contracted on consistent terms, and provided effective
in-service training and clear career paths would help produce a more
cohesive public health cadre and facilitate the building of a strong pro-
fessional ethos. Decisions about who to retain and hire would need to
be made transparently and based on competitive criteria. Some salary
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increases for some public health staff—epidemiologists, lab technicians,
statisticians, and others—might be necessary.

Reform over the Longer Term

The reforms outlined above would do much to address the challenges fac-
ing China’s rural health system, especially in service delivery and public
health. For health finance, however, some issues would remain unresolved.

Drawbacks of China’s Emerging Health Insurance Model
The approach outlined above builds on a series of contribution-based
insurance schemes catering to different segments of the population—
namely, NRCMS for rural residents, the BMI scheme for formal sector
workers in cities, and the new urban scheme for other city dwellers. All
are intended to act as purchasers, incentivizing providers to deliver
quality care at a reasonable cost. To eliminate coverage gaps and the
risk of adverse selection, it would make sense for all the schemes to be
mandatory, as BMI already is. NRCMS and the new urban scheme for
informal sector workers and nonworkers will need to be heavily subsi-
dized if contributions are to be kept affordable for everyone. In fact, if
the proposals above were to be acted on, NRCMS contributions might
be eliminated. Notwithstanding, two key areas could prove problematic,
even with these steps:

Payroll contribution problems. Compliance in the BMI scheme among
formal sector workers is likely to continue to be an issue. Workers and
their employers may conspire to underreport the worker’s earnings to
the BMI office. They may even avoid joining the scheme. Or workers
may informalize their job status by moving to a contract or self-
employment basis with employers, reducing their benefit entitlements
but also reducing their contributions even more. There is also a risk
that Chinese firms will lose international competitiveness and foreign
direct investment to countries that finance more of their health care
through general revenues.

Problems from fragmented insurance schemes. Strengthening govern-
ment health insurance schemes brings with it the problems that come
from operating three completely separate health insurance schemes,
with target groups being defined partly by occupation and partly by
residence. One problem is that the boundaries separating them will
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become increasingly blurred. Rural and urban areas are not fixed: their
status shifts and is reclassified over time. Nor are their populations
static: rural-urban migration continues apace in China. Rural counties
also have urban-designated areas within them. In any case, NRCMS and
BMI are not separated only by the rural-urban distinction: eligibility
depends partly on occupation and industry.

At the same time, however, clear differences exist between the schemes
in terms of revenues per member, with the BMI scheme currently receiv-
ing on average around Y 1,000 per person and the NRCMS around Y 100.
Unsurprisingly, the generosity of coverage also differs dramatically, with
BMI members getting more expensive care, though not necessarily pay-
ing smaller copayments. These inequalities are likely to breed resent-
ment among the rural population, and go against the government’s ideal
of creating a harmonious society.44

Moreover, fragmentation creates inefficiencies as well as inequities.
Opportunities to reap economies of scope and scale in health insur-
ance management are lost by running separate schemes. Each scheme
must set up its own provider payment system, certify providers, and
create its own financial management and auditing systems. Substantial
cost savings could be achieved through consolidated management of
the different schemes, which would pave the way for an eventual
merger. Fragmentation also makes it difficult to establish provider pay-
ment systems that have consistent and coherent incentives; there is a
risk that providers may find they make more money treating patients
insured with, say, BMI than patients insured with, say, NRCMS. Finally,
fragmentation may make it difficult for people to move from one job
to another, or from one area of the country to another, thus inhibiting
labor market mobility.

Toward a Unified Financing System 
The long-term challenges for China vis-à-vis health financing, then, are
to narrow the gaps between the various schemes and ultimately unify
them, and to shift from a payroll-contribution funding system to a broader
base involving general revenues. China will no doubt want a financing
system that reflects government’s important role generally, acknowledg-
ing local government’s role in funding social programs while retaining the
important unifying role of central government. That said, China will prob-
ably want to allow some limited diversity in coverage, both between the
poorer and richer parts of the country and among people in those areas
with different willingness and ability to pay for health coverage. Full
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equality of coverage may be neither feasible nor desirable. Less inequality,
by contrast, is feasible; and it is something that the government clearly
regards as desirable.

Chapter 8 sets out some ideas for a health system that meets these
desiderata, and discusses how to move toward it. In the medium term, the
existing insurance schemes would remain. Gradually, though, they would
move toward joint management. Eventually all could be merged into a
single scheme within a single health care financing agency. This agency
would provide broad cover, including protection against catastrophic and
noncatastrophic medical care. Including basic care gives insurers the
incentive and leverage to encourage it—they can reduce their costs by
encouraging prevention and the early detection and treatment of disease.
The agency would increasingly be financed out of general revenues, with
payroll contributions steadily diminishing in importance while the role
of central government tax finance rises. Central government would
finance an increasingly generous coverage floor available to all Chinese
citizens everywhere. Local governments would supplement this in line
with their fiscal capacity so that the actual government-financed cover-
age in a locality would exceed the floor financed by central government,
allowing richer provinces to have somewhat more generous provision
than poorer ones. The health financing agency could also operate a pub-
lic voluntary top-up health insurance scheme, which would allow for
even greater diversity of coverage within a jurisdiction, according to peo-
ple’s willingness and ability to pay. Additional diversity could emerge by
allowing some out-of-pocket spending and/or private insurance for
uncovered services.
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With the launch of NRCMS, the New Rural Cooperative Medical Scheme,
China’s rural health system has started moving away from a 25-year-old
system in which out-of-pocket payments dominated health spending and
supply-side subsidies accounted for around 25 percent of expenditures.
This system left households exposed to financial risk and fostered ineffi-
ciencies, including allocation of government spending based on population
and other norms rather than on patient activity. Inequities also emerged.
The poor not only spent the largest fraction of their income on health, but
were also among those most likely to experience “catastrophic” health
expenses and least likely to seek treatment because of cost. At the same
time, they were less likely to benefit from supply-side subsidies, which
tended to concentrate on higher-level facilities and formal-sector health
insurance programs. 

The launch of NRCMS represents a major step toward a more equi-
table and efficient rural health financing system. It has met its principal
goal of increasing utilization of services. But major challenges remain. The
NRCMS budget is small relative to total out-of-pocket spending, so even
after the scheme is fully rolled out, most rural health spending will still
be financed out of direct payments by patients. Its benefit package
emphasizes inpatient over ambulatory care, causing some to worry that
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NRCMS will encourage a demand shift by both patients and providers
away from “basic” cost-effective interventions delivered in an outpatient
setting toward less cost-effective procedures delivered in an inpatient set-
ting. Since NRCMS has begun to look like a real purchaser, adopting
prospective payment methods in only a few localities, significant downward
pressure on provider costs has yet to be exerted. NRCMS financing is rela-
tively inequitable: member households pay the same flat-rate contribution
irrespective of income, and counties basically pay the same contribution
irrespective of their capacity to pay. There is evidence of some adverse
selection in NRCMS, which might in the future threaten sustainability of
the scheme if participation is left voluntary. Finally, the reimbursement sys-
tem is highly complex, leaving many rural residents confused about what is
and is not covered. 

This chapter sets out some ideas for reforming China’s rural health
financing system, focusing on medium-term changes that build on recent
government initiatives, notably the NRCMS scheme. It argues for more
resources for NRCMS, and suggests that while ways can be found to
increase household contributions equitably, higher contributions likely
will exacerbate the problem of adverse selection, especially if linked to
income. Raising subsidies to NRCMS seems a more practical way for-
ward, and could be done while enhancing intergovernmental equity. The
scope for redirecting subsidies from the supply side to the demand side
(that is, NRCMS) is also examined. The chapter argues for turning
NRCMS into a purchaser by changing how it pays providers and by lever-
aging better performance through contracts (issues that will be explored
more deeply in chapter 6). This chapter also addresses what NRCMS
should cover, arguing for a balance between catastrophic and noncata-
strophic interventions, with public health interventions financed sepa-
rately. It discusses options for setting copayments (the portion of the cost
that the patient has to pay out of pocket) and how to address the
dilemma of uncovered services. Finally, ideas are set out for strengthening
NRCMS management and governance. 

More Resources for NRCMS

Chapter 3 argued that NRCMS, while being an important start in provid-
ing the rural population with health insurance coverage, lacks resources to
make much of a dent in out-of-pocket spending. Reimbursement rates
may be rising as more government money is pumped into the scheme, but
rates are unlikely to rise very far unless much larger sums are injected.
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Even then, reimbursement rates are calculated as a fraction of reimbursable,
not actual, expenses. There are high deductibles (the amount of money the
patient must spend before NRCMS starts paying part of the cost); reim-
bursements are capped, often at quite low ceilings; and many services are
uncovered. A person’s reimbursable expenses for a particular health serv-
ice could be small. If NRCMS is to become an effective insurance scheme,
its budget must increase substantially (see box 5.1). 
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Box 5.1

Trends in Financing Health in Rural China 

Tracing recent trends in the health financing mix in rural China is not straightfor-

ward. The Rural Household Survey (RHS) reports average out-of-pocket health

spending each year. The figure for 2006 is Y 191. The government reports spending

Y 21.5 billion on NRCMS in 2006,45 with total NRCMS enrollment at year’s end of

410 million persons. Given a rural population of 759 million, the subsidy per rural

resident equals Y 28. The government reports household NRCMS contributions in

2006 of Y 11.4 billion, averaging Y 15 per rural resident. Rural supply-side subsidies

are projected to be at least Y 30 billion per year during the 11th five-year plan

(2006–11), or Y 40 per rural resident. The Medical Assistance program is the other

item of rural health spending, accounting for Y 890 million or Y 1.2 per rural resi-

dent.46 The combined total per capita health spending for rural China in 2006 is

thus Y 275 with an out-of-pocket share of 69 percent (see graphs below). 

Figures for previous years are less easy to obtain, except for out-of-pocket

spending data available from the RHS. For 2004, we made use of a 2005 survey of

government officials in 189 NRCMS counties, which gave total subsidies, total

household contributions, enrollment rates, and rural population in each of the

counties. By the end of 2004, 21 percent of rural counties had introduced NRCMS.

From these figures, one can estimate NRCMS household contributions and subsi-

dies on a per capita basis. We made assumptions about the growth of supply-side

subsidies and assumed the MA budget had grown in line with the number of

counties covered. 

Our estimates suggest that NRCMS total rural health spending and out-of-

pocket payments have both continued to grow since the introduction of NRCMS,

but at a slower rate. The share financed out of pocket has fallen from 80 percent

to 69 percent during the period 2004–06, reflecting the expansion of NRCMS

coverage and the more generous subsidy level in 2006. The out-of-pocket share 

(continued)



Higher Household Contributions
One way for NRCMS revenues to increase would be to raise household
contributions. This idea has merit, but it also poses difficulties. 

It has the merit of allowing rural households to convert their currently
high but very unpredictable out-of-pocket payments for health care into
a predictable insurance premium. In 2006, according to the Rural
Household Survey, rural households spent on average Y 191 per person
on health care. In the poorest fifth of the population, the figure was as
much as Y 118. A properly resourced NRCMS, with sufficient revenues
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Box 5.1 (Continued)

of 69 percent remains high in absolute terms and by international standards. It

will likely fall further as NRCMS is rolled out to the remaining counties (80 percent

are planned to be covered in 2007, and all should be covered by the end of 2008),

but seems unlikely to fall much below 60 percent given present trends. And the

fact remains that even in 2005–06, when NRCMS coverage increased by around

20 percentage points and terms became more generous, average out-of-pocket

spending by rural households rose by 13 percent, well above the growth rate of

per capita income. 

Source: See text of box. 
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to keep copayments minimal, would enable rural residents to exchange
their large but highly unpredictable out-of-pocket payments for a known
and stable NRCMS contribution. This is precisely the motivation for
insurance: trading a risky and potentially large outlay for a known and reg-
ular premium payment. Risk-averse people jump at the opportunity to
make such a trade, if the premium they pay reflects the risks involved and
the insurer is trustworthy. 

But raising household contributions to NRCMS also has disadvantages.
One is the risk of adverse selection. This is already evident in NRCMS
even though contributions are small and at a flat rate. Enlarging and linking
them to income would increase the risk of adverse selection substantially,
possibly causing the scheme to collapse eventually. If NRCMS is to be sus-
tainable, larger household contributions almost certainly would require the
scheme to be made mandatory. This situation is precisely why social health
insurance schemes worldwide are almost always compulsory. 

The second drawback involves the impact on equity. Just because the
average farmer reasonably could be expected to want to turn uncertain
out-of-pocket spending into certain NRCMS contributions does not
mean that making everyone pay the same NRCMS contribution would
be equitable. Poor rural residents currently pay only marginally less out
of pocket for their health care than all but the richest rural residents,
making the out-of-pocket payment distribution regressive and hence
inequitable. For NRCMS to be considered fair, it would seem highly
desirable—if not essential—that the predictable and stable NRCMS
contributions which replace the highly unpredictable and uncertain
out-of-pocket payments be linked to household income. Enhanced fair-
ness could be accomplished by having the Medical Assistance program
pay the contributions of the poor and by linking the contributions of
the nonpoor to income. 

Paying the NRCMS Contributions of the Poor 
Most social insurance systems either exempt the poor or subsidize their
contributions. For example, Korea and Taiwan, China, have exemptions or
reduced contribution rates for the poor or otherwise disadvantaged (Kwon
2003a; Lu 2005). In the case of Taiwan, China, the poorest 1 percent of
households is fully exempt, and a further 4.5 percent have their contribu-
tions paid in full or subsidized. 

The Medical Assistance scheme is the obvious vehicle for helping the
poor with their NRCMS contributions. Indeed, the Medical Assistance
program is already used for this purpose. As chapter 3 concludes, however,
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Medical Assistance has to be better funded if it is to achieve this objective
as well as its other objectives of providing assistance with out-of-pocket
expenses to households among the primary target population (Di Bao, Wu
Bao, and Te Kun beneficiaries) and households at risk of being pushed into
poverty through large medical bills. Expanding the primary target popula-
tion to include all households living below the dollar-a-day poverty line
requires even more resources. 

Relating NRCMS Contributions to Income for a Broader 
Section of the Population
The Medical Assistance scheme thus provides only limited scope for
linking NRCMS contributions to income, focusing as it does on the very
poor and missing a sizable fraction of the poor. It also leaves open the
question of how to link NRCMS contributions to income for the non-
poor. This is a hallmark of a social health insurance scheme. Typically,
people make contributions that are a fixed percentage of their earnings,
up to a ceiling. For the member who draws a salary, the contribution is
typically implemented through a payroll tax. For the member who
draws a disability or old-age pension from the government, the contri-
bution can be deducted before the pension is paid. The situation is
more complex for the self-employed, but most social insurance schemes
include at least some of them. However, this is feasible only when the
self-employed file tax returns. 

What could be done in China? The first option worth exploring is to
see what is feasible based on existing data or data likely to exist soon,
given current trends. Nationwide household data for rural China—in the
form of, say, income declarations for income tax purposes—are unavail-
able. Various village-level data are, however, available. One set comprises
village-level incomes reported by village cadres in a nationwide grassroots-
based statistical reporting exercise. These figures are, however, unreliable.
Village cadres have incentives to inflate their reported local incomes to
impress superiors, hit growth targets, and increase their remuneration,
which may be linked to progress toward becoming a xiaokang (well off)
village (Cai 2000). As statistics pass up through successively higher levels
of government, officials may inflate them further. This overreporting
increases rural residents’ tax liabilities. From a statistical viewpoint, the
problem comes from the fact that the degree of overreporting is not a
given. In some situations, village cadres—often those whose jurisdiction
has already become xiaokang—will underreport local income, in part to
reduce taxes. 
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A potential alternative data source is the village-level living standards
information generated by the process used to designate poor villages. A
weighted poverty index (WPI) is constructed from a variety of variables,
and villages are ordered according to the index and designated poor or
nonpoor depending on the number of poor villages that the local govern-
ment’s budget can support (Wang et al. 2006). As a potential source for
constructing a household NRCMS contribution schedule, the WPI data
suffer from some substantial shortcomings. The weights and, indeed, the
indicators themselves vary across counties so that the scores are not com-
parable across villages in different counties. The weights are based on a
participatory exercise and are highly subjective. Lastly, it seems unlikely
that the exercise is conducted for every village, only those that seem
potential candidates for being designated “poor.” 

There is another potential source of local income data, namely poverty
maps. These build on census and household survey data to produce
poverty and income statistics for small areas. These data, too, have short-
comings, however. To date in China they are available only for Yunnan
Province. Furthermore, being based on the census, they are unlikely to
keep pace with the rapid income changes currently occurring. 

Aside from the disadvantages already discussed, a major drawback
of all village-level data is the failure to capture differences in living
standards within villages. A couple of possible approaches for linking
NRCMS contributions to the living standards of individual households
are worth considering. 

One would be to undertake a means-testing exercise across a larger frac-
tion of the population. Means testing is widely used in social programs
around the world, mostly to identify households that are eligible for
subsidized food, schooling, and health services. Colombia’s Sistema de
Identificación de Potenciales Beneficiarios de Programas Sociales (SISBEN)
index is an example of such a scheme, which has been used in the health
insurance regime to make it one of the best targeted of all public subsidies
in the country (Escobar 2005). Colombian households wanting to benefit
from subsidized health insurance apply to have their means assessed, which
involves a government official visiting the house and recording information
on 15 living-standard indicators. These include the household’s ownership
of home appliances, its water source, the schooling-level of its head, its
social security status, and its demographic structure. It even includes meas-
ures of household income and expenditure (many countries settle for
income proxies to create a proxy means test instead). These 15 indicators are
then aggregated in Colombia through Principal Components Analysis, and
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the scores of individual variables are normalized so that the total score lies
between 0 and 100. In principle, a similar approach could be used in China
for the entire population so that the NRCMS contributions of all house-
holds could be linked to income. 

A means-testing exercise on this scale would be costly, and is unlikely
to be considered economical unless other programs could use the data
generated, as is the case, for example, in Colombia. An alternative would
be to link a household’s NRCMS contribution to the rental value or cap-
ital value of its dwelling. This would be in line with recent proposals that
China reform its existing real estate tax toward one in which the base is
defined not in terms of residual value, but in terms of a property’s capital
or rental value (Ahmad 2006). Such a tax is important to local govern-
ment revenues in many industrialized countries, and redefining the tax
base in this way would raise additional revenues from China’s existing
property taxes. Survey data from China suggest that basing a household’s
NRCMS contribution on the rental or capital value of its dwelling would
produce a regressive distribution of contributions, but be less regressive
than if all households were to pay the same amount. The idea would
therefore seem worth exploring, especially since it could be undertaken
as part of property tax reform that would benefit other sectors such as
education. Implementing such a scheme would require the setting up (or
modification) of a valuation register (or cadastre), and while this task is
not straightforward, neither is it insurmountable (Ahmad 2006). Tanzania
has done so recently, for example. 

Larger Government Subsidies to NRCMS
There may be some scope, then, for linking household NRCMS contribu-
tions to income beyond the existing Medical Assistance program. The
challenges are considerable, however, and the simpler and more obvious
strategy is to increase government subsidies to NRCMS. 

It is worth putting the current level of government support to NRCMS
in perspective. In 2006, government allocated Y 21.5 billion to NRCMS.47

This is equivalent to just 0.7 percent of government revenues in 2005
(Y 3,165 billion) and to just 4 percent of the increase in government rev-
enues in 2004–05 (Y 525 billion). The case for increasing subsidies to
NRCMS is not therefore unreasonable in terms of affordability; possibly
even a considerable jump in the NRCMS subsidy could be financed from
existing government revenues without raising taxes. 

One issue is how much of any increased subsidy should come from cen-
tral and provincial rather than county governments. A key question involves
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intergovernmental equity, which is considered in the next subsection.
A second issue that arises is whether any increase in NRCMS subsidies
should entail a reduction in budget support to health providers. Should
there be, in other words, a shift from supply-side to demand-side subsi-
dies, as is often advocated in health system reform? We deal with this
after the question of intergovernmental equity. 

Intergovernmental Equity in NRCMS Finance 
China’s intergovernmental fiscal system redistributes resources toward
local governments with lower fiscal capacity, but it does not equalize
fiscal capacity: some local governments, even after the operation of the
tax-transfer system, operate with very limited funds. Under the current
NRCMS financing system, contributions by county governments do
not automatically vary with their fiscal capacity. Richer provinces may
have more generous NRCMS schemes, which would be one reason
why richer counties might contribute more. And subsidies from cen-
tral government for NRCMS were targeted on central and western
provinces as of 2004, potentially helping to reduce the burden for
county and provincial governments in these provinces. In practice,
poorer counties within provinces spend similar amounts on NRCMS,
and while in some provinces (for example, Chonqing) central and
provincial government transfers are targeted broadly on poorer coun-
ties, in most provinces this is not the case (figure 5.1). For China as a
whole, county contributions are regressive—NRCMS contributions
compose a larger share of a poor county’s income per capita than of a
rich county’s. This is shown in figure 5.2, where the concentration
curve in the left-hand part lies above the Lorenz curve for income, and
where NRCMS contributions—as a share of GDP per capita—decline
with income per capita in the right-hand part. 

Especially if NRCMS budgets are to increase, it seems desirable to
find a way to link county government NRCMS contributions more
closely to their fiscal capacity. One obvious option is to keep the county
government contribution low, and have provincial governments and
central government largely finance NRCMS. Another is to target central
and provincial government subsidies more tightly on poorer counties.
Both will help ensure that the NRCMS contributions of poor counties
remain affordable to them. 

A less obvious option is for provinces to raise more resources from the
richer counties than are required to finance the NRCMS there, using “sur-
plus” revenues to help subsidize contributions from the poorer counties.
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Figure 5.1  Provincial and Central Government Subsidy Allocations across Counties within Selected Provinces 

Source: Authors’ tabulations of data collected through a Government of China–World Bank 2005 survey of NRCMS programs. 
Note: From institutional data from 189 counties (2005 NRCMS survery); counties sorted by GDP per capita.
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Figure 5.3 shows a hypothetical example in which households in all
counties of a province—whether poor or rich—pay the same flat-rate
contribution. Richer counties pay more per capita toward NRCMS than
poorer ones. In this example, strict application of the schedule linking
county contributions to county fiscal capacity would result in the rich-
est six counties raising more revenue than is necessary for the NRCMS
budget. The excess is marked “surplus” in the chart. The other counties
all end up with a shortfall from the NRCMS budget after household
and county government contributions have been added together. The
shortfall is most pronounced for the poorest county, and grows smaller
the richer the county is. 

One approach is to leave the surplus in the hands of the county in ques-
tion, in effect imposing a ceiling on county contributions once the neces-
sary budget for the county has been reached. The provincial government
must then rely on its own revenues and central government transfers to
plug shortfalls from the NRCMS budget. The other extreme—a second
option—is that county contributions are not capped and contributions are
pooled at the provincial level. In this case, the entire surplus from richer
governments could reduce the subsidies from higher-level governments or
increase the size of the NRCMS budget for all counties. An intermediate
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Figure 5.2  Inequality in County Government NRCMS Contributions

Source: See figure 5.1. 
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position—a third option—is to shift only part of any surplus contributions
from richer counties toward poorer ones. The remainder would be
returned to the surplus counties, allowing them to reduce taxes or
increase spending on NRCMS or other programs. This amounts to creat-
ing a solidarity fund, financed by rich counties, and used to help finance
the shortfalls of poorer counties. 

The choice among the three options—no solidarity beyond targeted
transfers; no cap on contributions and complete pooling; and a solidarity
fund entailing less than 100 percent pooling—will matter more in
provinces that have large income disparities across counties, and where
the richer counties are rich in absolute terms. Figure 5.4 illustrates
this, using as examples Jiangsu (a relatively affluent province bordering
Shanghai whose counties vary considerably in their income) and Jiangxi
(a poorer landlocked province with a much more equal income distribu-
tion). The household contributions shown illustrate what might be raised
by a scheme that links household contributions to income. For illustrative
purposes, county government contributions are set at 1.75 percent of
GDP per capita, with no contribution ceiling imposed. In Jiangxi, the

92 Reforming China’s Rural Health System

Figure 5.3  Making the Financing Mix Fairer for County Governments 

Source: Authors. 
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poorer and more equal province, county contributions range from Y 36 to
Y 152. By contrast, in Jiangsu, the richer and less equal province, they
range from Y 67 to Y 307. Suppose the NRCMS budget were set at 
Y 200. Then Jiangsu could have enough surplus contributions from its
richer counties (combined household and county contributions in excess
of Y 200) to fund the entire budget shortfall of its poorer counties. If the
pooling policy were in operation, no transfers from higher-level govern-
ments would be needed. Even putting only a fraction of the surplus into
a solidarity fund would reduce substantially the need for higher-level
government subsidies. In Jiangxi, by contrast, the surplus revenues from
contributions are tiny, and even under a full pooling policy, the vast
bulk of the shortfall among poorer counties would need to be met from
higher-level government transfers. 

China will want to consider other issues in deciding among the three
approaches to solidarity. One is the implication for the amount of subsi-
dies required from central government. No solidarity beyond targeted
transfers is most costly in terms of central government subsidies. The full
pooling option is least costly. Central government has a stake in which
option is selected, of course, because the further a province moves toward
100 percent pooling, the more resources it has available for redistribution
so that poorer counties are asked to pay only what they can afford, and the
lower the subsidies required from central government. Central government
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Figure 5.4  “Surplus” Contributions in Jiangsu and Jiangxi Provinces

Source: Authors.

JiangxiJiangsu

0

50

100

150

200

250

300

350

400

450

N
C

RM
S 

co
n

tr
ib

u
ti

o
n

s 
(R

M
B

)

0 .2 .4 .6 .8 1
cumul. fraction of counties, poorest first

0

50

100

150

200

250

300

350

400

450

N
C

RM
S 

co
n

tr
ib

u
ti

o
n

s 
(R

M
B

)
0 .2 .4 .6 .8 1

cumul. fraction of counties, poorest first

county government contributions
household contributions
budget

county government contributions
household contributions
budget



reasonably might take the view that provinces like Jiangsu with above-
average incomes and large inequalities across counties could be asked to
generate sufficient surplus contributions from their richer counties to
finance the necessary transfers to their poorer ones. That would leave cen-
tral government free to target its resources on provinces like Jangxi whose
below-average incomes and flatter income distributions leave limited
scope for redistribution even with full pooling. 

In choosing among the different approaches, China may find it use-
ful to draw on its experience in other sectors, as well as on the expe-
rience of other countries with health insurance. For pensions and
unemployment insurance, pooling in China occurs at the subprovincial
level. This strains local government finances, necessitating transfers
from provincial and sometimes central government to assist schemes
running deficits (Ter-Minassian and Fedelino 2006). Provincial-level
pooling has been advocated, but to date efforts in the northeast to do
so have been unsuccessful. 

When it comes to health insurance schemes, the experience of other
countries with a range of risk profiles and resources shows they often have
started with the solidarity fund option rather than pushing immediately
for full pooling. One approach to implementing a solidarity fund is to add
a percentage point or two to the contribution of those in the better-off
schemes and use this “tax” to supplement contributions in the poorer
schemes. Colombia’s one percentage point punto de solidaridad (solidar-
ity point), which is added to contributions of those in the contributory
scheme to help finance the noncontributory scheme, was mentioned in
the previous chapter. There are other ways to implement the halfway-
house solidarity fund approach. In Slovakia’s new system, the 2004
Health Insurance Act mandates that 86 percent of contributions be
pooled (Colombo and Tapay 2004). In the Netherlands, members of each
health insurance scheme pay a contribution directly to their scheme (flat-
rate within a scheme, but varying across schemes) and also pay an
income-related contribution to a central fund. The contributions to the
central fund pool are then reallocated to different schemes, using a
weighted capitation formula that gives greater weight to women than to
men, to sick than to healthy people, and to elderly than to young people.
In Japan—where over 5,000 different plans operate within a national
insurance program, each with vastly different risks and resources—the
government uses a health insurance fund to redistribute from low-risk,
high-income funds to high-risk, low-income funds (Ikegami and
Campbell 1999). 
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While the details differ, the common thread among the Colombian,
Slovakian, Dutch, and Japanese examples is that the better off (or people
in the better off or less risky schemes) pay slightly more than is required
to finance the mandated level of cover, and the surplus is used to help
finance health insurance for the less well-off. None of the countries, how-
ever, completely pools contributions. Countries with pooled contributions
typically have brought different health insurance schemes into a univer-
sal program with common coverage. Sometimes, the different schemes
remain intact, while in others they have been amalgamated into a national
scheme. Korea is an example of the latter: in 2000, 350 schemes were
merged into a single scheme (Kwon 2005). Some countries have then
transitioned from the amalgamated social insurance model to a tax-
financed model, or are moving in that direction. Spain switched in 1989,
and Germany recently embarked on that course.48

Redirecting Supply-side Subsidies Toward NRCMS, 
and Making them Fairer 
How much should any increase in NRCMS funding be at the expense of
supply-side subsidies, that is, subsidies to providers that are linked to facil-
ity and population characteristics (such as bed stock and population size)
rather than to levels of activity (such as discharge of certain public health
functions, or the number of children immunized)? In light of the evi-
dence presented in chapter 2 that government subsidies to the health
sector in China favor the well off, the question also arises of how to make
retained supply-side subsidies pro-poor, or at least less pro-rich? 

Many policy objectives underpin supply-side subsidies. For instance,
compensating providers for treating poor patients provides limited in-kind
insurance against large medical bills by enabling hospitals to charge lower
fees. However, recognition is growing that some of these goals could be
better achieved through a demand-side subsidy—that is, by redirecting
the money to the Medical Assistance program and the NRCMS. One
important benefit of doing this is making it easier to hold providers
accountable for achieving intended policy goals. It also would have an
equity payoff. Many of China’s supply-side subsidies go to urban hospi-
tals that are likely to be heavily used by relatively affluent members of
Basic Medical Insurance, who may well benefit from lower costs (lower
copayments and possibly lower BMI contributions as well). If the
money were redirected toward NRCMS, and its subsidies were targeted
on poorer counties, benefits would be more likely to reach those who
need them most. 
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Not all supply-side subsidies should, however, be redirected to the
“demand side,” or at least not to NRCMS. It is important that institu-
tions with public health responsibilities have sufficient resources to
deliver or purchase key interventions. Currently, around Y 15–20 per
person is spent by government on public health in rural areas, with
nearly the same amount financed out of pocket.49 Chapter 7 discusses
government expenditures on public health in some depth; suffice it to
say for the moment that a reasonable share of the government’s total
health expenditure ought to be put aside for public health, and not
transferred directly to NRCMS. 

Arguably, supply-side subsidies for equipment purchases and
 construction—that is, capital expenditures—also should be kept, at
least for the time being. In the United States, it took a decade for capi-
tal costs to be included in Medicare’s DRG system (Eggleston and
Hsieh 2004), and countries with advanced social health insurance sys-
tems like the Netherlands are still struggling with how to do it. This is
coupled with the fact that policy makers are naturally nervous about
closing facilities. The fact that recurrent and capital budgets cannot
rationally be divorced from one another altogether probably explains, at
least in part, why redirecting supply-side subsidies toward the demand
side, in practice, takes time. In Colombia, for example, despite the fact
that such a shift was an explicit policy objective of the 1993 reform, the
shift has been slow. 

A final reason often given for retaining supply-side subsidies is to cover
fixed costs that cannot be avoided. The obvious example is the cost of
paying the salaries of retirees. Ideally, however, proper pension arrange-
ments will be made to handle these costs, which can then be passed on to
another government budget. Clearly, in such cases, if the costs are passed
on to other budgets, it is likely there will need to be at least some contri-
bution from the health budget. Ideally, however, these would be one-off
payments, perhaps subsidized by central government. 

Converting NRCMS into a “Purchaser”

Expanding the NRCMS budget is a necessary condition for making health
care more affordable in China. But it is not a sufficient one. NRCMS
needs to do more to address a key reason why health care is becoming
unaffordable, namely the tendency of providers to think more about
financial returns than patient needs in deciding what kind of care to
deliver. Schemes need to change how they interact with providers,
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becoming proactive purchasers of health care on behalf of their members,
rather than being passive bill payers, finding ways to cajole providers into
efficiently delivering appropriate care. The effectiveness of NRCMS as a
purchaser will depend on its ability to coordinate with the local Bureau
of Health (BOH) in the case of providers in townships and villages
(where the BOH currently performs a significant financing and oversight
role) and with BMI in the case of county and higher-level hospitals. These
issues are addressed more fully in chapter 6, which examines service
delivery in depth. 

Switching from Fee-For-Service
At its core, turning insurers into purchasers means having them switch
provider payment mechanisms from one that encourages oversupply of
expensive treatments and low quality to one that encourages cost-effective
quality care. The oversupply of expensive care in China is attributable
principally to two interlocking facts: providers are paid largely via fee-for-
service; and fees are disproportionately higher for drugs and high-tech
care, allowing providers to make a profit on these services and forcing
them to take a loss on more-basic care. This tilted fee structure was
intended to allow providers to earn profits that would cross-subsidize the
costs of delivering basic care, enabling a government with limited rev-
enues to restrict its budget outlays. In practice, a perverse incentive struc-
ture has emerged that encourages providers to shift demand from
treatments on which they earn low or negative margins to those that yield
positive margins. 

Health insurers have the power to change this. And in places they
already are doing so. Some NRCMS schemes have established fixed
charges for 40 or so conditions and use these to remunerate township
health centers and county hospitals (rates are higher for the latter). Some
have capitation or salary payments for outpatient care. Many BMI schemes
are already well down this road, some using case-based compensation
methods such as diagnosis-related groups to incentivize better perform-
ance. There is considerable scope for developing and extending the use of
payment methods that discourage providers from oversupplying care, and
encourage cost control and quality improvement. 

Leveraging Better Performance Through Contracts
Changing how providers are paid is one way health insurers can become
true purchasers. There are others. Among them is the power to improve
performance through contracting. Most schemes already have established
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contracts with providers, specifying the package of services to be delivered,
payment methods, quality standards, drug lists, and other items. Some
contracts include provisions for terminating the agreement if, for exam-
ple, patients were not charged in accordance with the established price
schedule. Contracting allows insurers to establish minimum standards—
in terms of staff qualifications and infrastructure—that must be met
before a provider can work with the scheme. Insurers also can establish
service-specific standards whereby providers are reimbursed for partic-
ular services only when performed by staff with adequate qualifica-
tions and in a manner consistent with established practice protocols
and prescription guidelines. NRCMS also can create incentives for a
reorganization of service delivery arrangements to better match provi-
sion with capabilities. There may be room for improving efficiency and
quality by having more primary care delivered by township health cen-
ters, and reducing the role of THCs in surgery and other specialist care.
Insurers have the power to influence whether such reorganization
occurs and how fast. 

In short, insurers not only can influence—but already are influencing—
which services get delivered by whom and at what quality. The challenge
is to build on the experiences in China and elsewhere, with schemes that
are in the vanguard, distilling lessons that others can use to improve their
purchasing capacity. 

What Should Be Covered? 

It is useful to separate health care interventions and activities into five
groups as in table 5.1. General revenues are the natural financing source
for population-oriented public health activities—such as surveillance—
that are public goods. These activities need to be delivered largely by a
dedicated local public health agency such as the Center for Disease
Control. It makes sense for that agency also to oversee delivery of per-
sonal public health interventions—such as immunizations, treatment of
infectious diseases, and similar activities—that are associated with exter-
nalities, though it does not need to deliver them; that task can be left—
for the most part—to regular providers. These interventions ought to be
financed through general revenues. Reliance on out-of-pocket payments
will result in levels of coverage that are too low in that they reflect the
costs and benefits only to the individual receiving them, not the benefits
accruing to the wider community. Whether the Center for Disease
Control should be the purchaser of personal public health interventions is
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debatable. It could be. But it might make more sense to delegate this task
to NRCMS, which would receive a capitation fee for doing the job. The
Center for Disease Control would, however, need to monitor NRCMS’s
performance closely. After its reform in 1993 shifted subsidies from the
supply side to the demand side, Colombia found that health insurers who
had been charged with certain public health responsibilities in exchange for
higher demand-side subsidies failed to ensure that the intended interven-
tions were actually delivered (Arbelaez et al. 2004; Escobar 2005). Purely
personal health care interventions—including those that are financially
catastrophic—would be covered by NRCMS, or left uncovered, or covered
by a private insurer. They would be delivered by regular providers, and
financed out of NRCMS revenues and copayments, out-of-pocket reim-
bursements, and health insurance premiums, if applicable. 
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Table 5.1  Proposed Financial, Purchasing, and Delivery Responsibilities by 
Intervention Type

Intervention Financing
Purchasing

agency Delivery

(1) Population-based “public good–type”
public health interventions (e.g., 
surveillance)

General 
revenues; no 
copayments

CDC, in collaboration with
service providers

Cost-effective 
and commonly 
required personal
interventions 

(2) Public health inter-
ventions (those 
with appreciable 
“externalities,” e.g.,
immunization)

General 
revenues; no 
copayments

CDC, or 
NRCMS 
under 
contract 
to CDC

Village clinics,
THCs, hospitals
(county level
and above),
and potentially
private
providers

(3) Purely “private” 
personal interven-
tions (e.g., cesaraen
section, appendec-
tomy)

NRCMS 
revenues 
(contributions,
subsidies) and
limited copay-
ments 

NRCMS

(4) “Catastrophic” personal interventions, 
of low cost-effectiveness 

NRCMS 
revenues 
(contributions,
subsidies) and
copayments 

NRCMS THCs, hospitals
(county level
and above), and
potentially pri-
vate providers

(5) Other personal interventions not 
covered by NRCMS

Out-of-pocket
payments, pri-
vate insurance

Private 
insurance 
if any

THCs, hospitals
(county level
and above),
and private
providers

Source: Authors.



Tough decisions will need to be taken on allocation of resources
across categories. The government must decide how much funding to
devote to public health and how much to devote to subsidizing NRCMS.
The CDC will have to decide how much to allocate to population activ-
ities and how much to personal public health interventions. NRCMS will
need to decide how much to allocate to cost-effective “private” personal
health services and how much to less cost-effective catastrophic interven-
tions. Resources will be insufficient to finance everything under each
heading, and some interventions—including for public health—will be left
uncovered. Each case, therefore, requires prioritization. Chapter 7 takes up
the case of prioritization in public health activities and interventions—
between population and personal activities, and within each category.
This chapter discusses prioritization vis-à-vis different types of “private”
health services. 

How much should central and provincial government be involved in
design of the benefit package? Allowing benefit packages to be chosen
locally has the advantage of ensuring that they reflect local preferences
and needs. However, two main reasons justify higher-level government
involvement, possibly to a significant degree. First, without a system that
holds local government accountable to the local population, officials can
be expected to focus on services, diseases, and interventions that dispro-
portionately affect them, the people they report to and whose support
they require, and the people who live and work in the same milieu. This
could lead to more emphasis being placed on interventions relevant to
better-off urban dwellers and less emphasis on those relevant to the rural
poor, even if the latter are more cost-effective. Second, benefit package
design is highly technical, requiring intensive analysis of epidemiological
and financial data. Governments often rely on national and international
experts for help with this task when it is particularly complex. Although
provincial-level institutions will be capable of providing technical leader-
ship and ensuring that benefit packages have broad-based benefits in
most instances, central level institutions may have a residual role to play
in backup support.

Striking a Balance Between Catastrophic and 
Noncatastrophic Interventions 
NRCMS emphasizes reimbursement of expenses incurred for inpatient
care. Is this the best use of resources? An argument can be made for
greater focus on cost-effective personal interventions, many of which
are not expensive. This clearly makes sense if the scheme’s only goal is
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to improve health outcomes with a fixed budget. But what if financial
protection is also a goal? That would call for focusing on (effective)
interventions with potentially catastrophic financial consequences,
whether or not they are cost-effective. And since cost-effective interven-
tions are cheap, the reasoning goes, people should be able and willing to
pay for them out of pocket (Filmer, Hammer, and Pritchett 2000). Such
interventions might be subsidized for the poor, especially if demand for
them is very sensitive to price. That does not necessarily mean inclusion
in an insurance service package—a scheme could be designed (such as
Medical Assistance) to help the poor with the costs of these interven-
tions. Yet limiting insurance coverage to hospital care carries the risk
that people may delay seeking medical attention until their condition
becomes sufficiently serious to require hospitalization, though how
often such behavior happens in practice is unclear.50

Focusing on cost-effective interventions and leaving catastrophic
interventions uncovered also runs the risk that providers will shift
demand from the former to the latter. This is especially likely if
providers are paid by salary or budget for covered cost-effective inter-
ventions and by fee-for-service for uncovered catastrophic ones. Korea’s
experience in this regard is relevant. When introducing universal health
insurance (UHI), Korea opted for narrow but deep cover—a very lim-
ited benefit package of services but very limited copayments on those
that were included (Kwon 2003a and 2003b; Kwon and Reich 2005).
Even some quite common but expensive high-technology services fall
outside the country’s UHI benefit package. The prices and delivery of
uncovered services are largely unregulated, and unsurprisingly the evi-
dence suggests that providers have responded by generating demand for
them. Almost 50 percent of total health spending in Korea is still paid out
of pocket, despite universal coverage. Nearly half of those out-of-pocket
expenses are for uncovered services. For inpatient care, the figure is 
60 percent. Not surprisingly, the incidence of catastrophic care spending
in Korea is (after Vietnam and China) one of the highest in East Asia (Van
Doorslaer et al. 2007). 

In sum, the case for including catastrophic coverage in the package
rests on two arguments: it is precisely such care that is risky to households
from a financial perspective and therefore requires insurance; and leaving
it uncovered and unregulated, as previously noted, runs the risk of
providers generating demand that runs up exorbitant costs without nec-
essarily improving the quality of health. Should basic cost-effective care
therefore be outside the package to conserve resources for catastrophic
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interventions? Not necessarily. One reason for including it, even if
patients are asked to pay a high share of the cost, is that regulation of
service delivery (assuring quality, reducing supplier-induced demand, and
so forth) is better when an insurer acts as an agent for the patient than
having the patient and government try to monitor on their own the qual-
ity of uncovered services. The insurer also is in a better position than a
regulator to prevent the moral hazard of people delaying health care until
hospitalization is required. And the insurer is better positioned to liaise
with the Center for Disease Control when difficulties arise in deciding
whether or not a personal intervention is “public.” 

The gist of these arguments is that it makes sense for NRCMS to
include both catastrophic and basic personal interventions. Since the
insurance case is stronger for catastrophic than for basic personal
interventions, the fraction of the cost paid by the patient generally
should be lower for the former than the latter. The exceptions would
be (a) personal public health interventions that are subcontracted to
NRCMS by the Center for Disease Control, which should be free; and
(b) basic interventions for the poor, which for equity should be free
or close to it. 

The proposed approach to coverage responds to China’s understand-
able desire to balance the goal of better health against that of financial
protection, and factors in the often-overlooked point that many cost-
effective interventions are cheap and do not require insurance. The recent
experience of another country provides some perspective. Mexico,
through its Seguro Popular health insurance program for informal work-
ers and the rural poor (Knaul and Frenk 2005), decided to divide its
budget between frequent high-probability treatments associated with rel-
atively low financial risk and infrequent low-probability events associated
with potentially catastrophic financial consequences (see box 5.2). In
contrast to what is being proposed here for China, the Mexicans
decided to devote only 10 percent of their budget to the latter and to
provide zero coverage (that is, 100 percent coinsurance rates) for
uncovered items. Even if the template for comparison is far from per-
fect, the Mexican experience offers insight for China in assembling data
on cost-effectiveness and catastrophic health spending. 

Setting Copayments 
Within each category of intervention, it will be essential, given a limited
budget, to differentiate the generosity of coverage. Category (2) in
table 5.1 is, of course, the exception, the proposal being that these be
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free of charge and financed out of general revenues. Some cost-effective
interventions are more cost-effective than others; those that are less
cost-effective should attract a higher coinsurance rate. Some potentially
catastrophic interventions are more catastrophic than others; arguably,
only those that have the most catastrophic consequences ought to be
totally free or nearly so, while those that are less catastrophic should
require some copayment. Keeping this differentiation relatively simple
makes sense—the current system of copayments is extremely complex
and not well understood by NRCMS members. It might be possible to
move to just two tiers within each of categories (3) and (4), with a
higher rate for noncatastrophic interventions. Given the earlier discus-
sion, it might make sense to choose the various coinsurance rates and
the dividing lines between the low and high tiers such that the bulk of
NRCMS outlays go to catastrophic care. 

A key goal should be to keep copayments low. In Japan, Korea, and
Taiwan, China, coinsurance rates for hospital care are between 10 percent
and 20 percent. Since the effective coinsurance rate on inpatient care
(taking into account deductibles and ceilings) is currently around 70
percent in China, moving to those much lower rates would be a major
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Box 5.2

The Benefit Package in Mexico’s Popular Health Insurance
Program

Mexico recently confronted the benefit package design issue in its Popular Health

Insurance program (OECD 2005b). The program was part of a broader reform that

supported increased spending on public health and community health services.

Within Popular Health Insurance, the Mexicans decided to focus the bulk of the

budget (around 90 percent) on frequent high-probability treatments associated

with relatively low financial risk, and the rest on infrequent low-probability events

associated with potentially catastrophic financial consequences. Included in the

noncatastrophic component of the insurance package are 165 drugs and 91 med-

ical interventions judged to be essential and cost-effective, which together account

for 85 percent of medical services delivered in Mexico. These are provided free of

charge at the point of use. Six high-cost-treatment diseases currently are included

in the catastrophic component, though the government is committed to further

expansion as resources become available and after cost-effectiveness and social

acceptance criteria have been met.



achievement. Doing so will entail big increases in the NRCMS
budget—an issue discussed at length below. It would also make sense
to eliminate or raise reimbursement ceilings. Present schemes in rural
(and urban) China are geared toward limiting the insurer’s liability
(the insurer will reimburse expenses only up to a ceiling). This leaves
the insured at risk of large out-of-pocket expenses. This practice is par-
ticularly common in medical savings accounts schemes. However, out-
side China—except in Singapore (Hsiao 1995; Nichols, Prescott, and
Phua 1997)—typically the insured’s liability is limited. It is highly
desirable that this be the future practice in China. One possibility
would be to limit the insured’s liability for copayments to the equiva-
lent of 10 percent of national (or provincial or county) per capita
income. Japan, Korea, and Taiwan, China, all cap copayments for
insured services. In Japan and Korea, the cap applies to spending over
a six-month period rather than a year, and in Japan and Taiwan, China,
the cap is around 10 percent of average income. 

Linking copayments to income is also desirable because the demand
for health care by the poor is more sensitive to price than is demand by
the better off. Korea and Taiwan, China exempt the poor from copay-
ments, and Japan has a lower copayment cap for low-income households.
The obvious mechanism for China is to have Medical Assistance pay the
NRCMS copayments of Medical Assistance beneficiaries—in some
counties, this already happens, and in some, Medical Assistance picks up
only some of the copayments. Linking copayments to ability to pay for
people not eligible would be desirable but also administratively more
cumbersome. There is also a case within NRCMS for exempting certain
groups—people who regularly require expensive medical treatment,
the elderly, and children, among others—as happens, for example, in
Korea and Taiwan, China. 

Partly for simplicity, but also to promote financial protection, it
would be worth considering the abandonment of medical savings
accounts. These became popular in China’s BMI scheme, and now have
become a feature in most NRCMS schemes as well. Yet little evidence
from China or elsewhere demonstrates that they have achieved their
intended effects. By contrast, evidence of negative side-effects does
exist (box 5.3). Simpler approaches to demand-side cost sharing along
the lines practiced in Japan and Taiwan, China, seem advisable. They
would have the added attraction of being more easily understandable by
users. Even Singapore’s population—which has two decades of experi-
ence with medical savings accounts and is highly literate—appears to
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understand little about the workings of their medical savings account
scheme. As a result, patients make health care decisions that were unin-
tended by the designers of the scheme, including  excessive use of luxu-
rious services because they believe the government will retain for itself
unspent savings account funds (Phua 1997).

The Dilemma of Uncovered Services
The government must decide the optimal way to approach services not
covered by NRCMS. There is no right or wrong way. How policy makers
approach the subject is likely to depend on the importance they attach to
equity (should people be allowed to use their income to get better or
more expensive care if they want?), on their view about the information
asymmetry between patient and provider (are patients like consumers in
other markets or does their lesser knowledge of medical matters leave
them vulnerable to demand inducement?) and on their perception of
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Box 5.3

Medical Savings Accounts in China and Singapore

A major argument of medical savings account proponents is that the accounts will

put downward pressure on costs by encouraging patients to reduce excessive

 expenditures. In actuality, any downward pressure on costs that has occurred since

China introduced MSAs appears to have come from the supply-side cost sharing

that was adopted when it became apparent that MSAs (a demand-side cost-sharing

measure) had not cut expenses (Cai, Wan, and Wang 1999). This experience is con-

sistent with that of Singapore, which resorted to capping annual hospital revenue

growth after costs steadily soared following introduction of MSAs (Hsiao 1995;

Nichols, Prescott, and Phua 1997). While MSA benefits have proven elusive, certain

potentially negative effects have become apparent. There is evidence that the urban

insurance reforms in China led to patients substituting outpatient for inpatient

care, with the poor substituting the most (Liu, Cai et al. 1999 and 2002). This may or

may not be good for health outcomes—regrettably no evidence is available—but

there is clearly potential for negative health effects. What is known is that house-

hold out-of-pocket spending increased as the result of China’s urban health insur-

ance reforms, with all income groups experiencing similar proportionate increases

(Liu, Zhao et al. 2003). Because MSAs in China have expenditure caps, as they do in

Singapore, the incidence of catastrophic out-of-pocket spending likely will have

increased—perhaps substantially.



how easy it is to regulate a market for uncovered services to promote
equity and limit demand inducement.

One possibility is to frame the issue in terms of what to cover at the
taxpayer’s expense and allow the market to resolve the rest. Patients who
can afford services not in a public plan should, it is argued, be allowed to
purchase them, either out of pocket or through complementary private
insurance. The market determines who receives uncovered interventions;
private insurance and private providers open and close in response to
market demand; and the market determines prices. The government’s role
in this scenario is to regulate providers and insurers and to license new
drugs and equipment. There is a serious risk with this approach that
patients end up getting care and tests that are not strictly necessary, med-
ical costs are driven upwards quickly, and a gap emerges between those
who can afford uncovered services and those who cannot. 

Korea’s experience shows the risks of this approach. Providers have an
incentive to shift demand from covered to uncovered services—and in
Korea appear to have done so. Given that Chinese providers apparently
have shifted demand from low-margin to high-margin care under the cur-
rent distorted price schedule, this is a serious risk for China. Even the
poor could end up being convinced by providers—who may be well-
meaning—of the need for treatments not on the NRCMS list of covered
services. If private insurance is allowed to cover the uncovered services,
health care providers and private insurers will have a mutual incentive to
drive up the demand for both the uncovered services and the comple-
mentary private insurance to obtain them, as well as to press for rapid
licensing of new drugs and equipment to keep adding items not on the
NRCMS list. 

Another approach is to opt for much broader coverage of services in
the public scheme and levy copayments on the less catastrophic and less
cost-effective items to ensure that the scheme remains affordable, in the
hope that the market for uncovered services will be small enough not to
worry about. This is in effect what countries like the United Kingdom do.
A more extreme position is to impose restrictions on what patients can
purchase out of pocket (perhaps even banning out-of-pocket payments
for uncovered services altogether), and limit (or even outlaw) private
insurance. Japan has gone for the more extreme version of this latter
approach, though moves have been taken recently—opposed by the
national medical association and the health ministry—to allow patients to
pay privately for items not covered by the social insurance scheme
(Nomura and Nakayama 2005). 
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Strengthening Management and Governance

Unlike BMI, which is the responsibility of the Ministry of Labor and
Social Security (MOLSS), NRCMS is an initiative of the Ministry of
Health. Typically, the responsibility for NRCMS at county level is then
assigned to the local Bureau of Health, which typically manages NRCMS
as well, often relying on township health centers to reimburse patients.
The experiences of other countries, and indeed of different parts of
China, are worth consideration when thinking about the governance and
management of NRCMS. 

Managing NRCMS
Developing competent management in NRCMS is a challenging task, as
comparisons with the Basic Medical Insurance plan indicate. BMI typi-
cally covers about 10,000 members at the county level, albeit with a
more generous benefit package. Each county might have as many as 15
full-time staff. NRCMS, by contrast, is expected to cover an average of
250,000 members per county, and is also more complex in many respects.
Its members are likely to be more heterogeneous than BMI members in
their health conditions and geographical locations. NRCMS involves a
more complicated fund-collection process than does BMI, which collects
contributions through a payroll tax. NRCMS also has to deal with a more
diverse set of providers. 

BOH staff, unlike the staff of the typical bureau of social security, have
little experience of running a health insurance scheme. The necessary
qualifications, skills, and practice in actuarial sciences, social security man-
agement, and so on are likely to be largely absent among health sector
personnel in a typical BOH. One approach being explored in 17 pilot
counties—mainly in Zhejiang, Jiangshu, and Fujian provinces—is to rely
on expertise from commercial insurance. The commercial insurer man-
ages the NRCMS fund, reimburses patients, and in some cases also col-
lects the funds and assumes the risk. No evidence seems available thus far
to indicate whether the experiment has been successful or not. 

Another option is to have NRCMS managed by the team in the bureau
of social security responsible for managing BMI. This would pave the way
for eventual merger of the two programs into a unified health insurance
scheme. This already has happened in some parts of China (box 5.4), with
joint management being the first step in the process. Such a merger
would likely yield considerable savings in administrative costs both in the
organization of health insurance (large economies of scale are probable)
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and in health care delivery (streamlined billing procedures, for example).
This was the experience of Taiwan, China when it merged three schemes
into a single scheme (Lu and Hsiao 2003). It was also the experience in
Korea, where extensive—though less than anticipated—downsizing was
achieved as the result of the merger of multiple insurance schemes
(Kwon 2003a). On top of savings in administrative costs, a single payer
has considerably more bargaining power in negotiating fees and reim-
bursement rates vis-à-vis providers. In Taiwan, China, the merging of
insurance schemes paved the way for substantial changes in the ways
providers are paid—changes that would have been harder to implement
with multiple plans (Lu and Hsiao 2003). 

Governing NRCMS
Besides the concern about NRCMS management, whether or not it is
done by the same team that manages BMI, one must also consider the
issue of the scheme’s governance. Currently, NRCMS lies firmly under
the control of MOH/BOH. Yet MOH/BOH has a tangle of other
responsibilities, including managing government health providers, being
steward of the overall health system, and participating in government
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Box 5.4

Merging of NRCMS and BMI

In Shanghai, some NRCMS pilot counties have already merged with BMI. Jiading

District is a case in point. Initially, the rural residents’ scheme and the BMI were

jointly managed. Subsequently, however, steps were taken toward a merger, albeit

with somewhat different benefit packages. Financing for Jiading’s scheme comes

from individuals (49 percent), collectives and enterprises (38 percent), and town-

ship and district government. Total funds raised amount to Y 267.5 per capita. The

collection and management of the fund is executed by the Bureau of Social Secu-

rity, and done in conjunction with the pension fund (that is, the contributions are

collected at the same time and managed together). The district divided the fund

for its “rural residents’ medical security system” into three parts: individual savings

accounts (for clinic reimbursement), a pooled township hospitalization fund, and

a district pooled hospitalization fund. A farmer who suffers serious illness or 

injury can be reimbursed as much as Y 50,000. Jiading rural residents are reim-

bursed only 10 percent less than Shanghai’s BMI members. 

Source: Mao 2005.



regulation of private providers. It would make sense to have these three
functions—insurer, provider, and regulator/steward—performed by sep-
arate government departments or agencies. It is easier for an entity inde-
pendent of the provider network to become a genuine purchaser of
health care for its members, contracting with health care suppliers to
reduce costs and raise quality, and championing the interests of the
insured (see chapter 6 on purchasing). This does not mean that the
insuring agency should be free to decide whatever it likes—far from it.
Most governments have a strict set of rules defining the parameters
within which the agency operates, as well as a governance structure that
ensures adequate oversight by government and other stakeholders.
Provider interests are represented within this structure, but at the end
of the day the interests of the enrolled households must dominate. Recent
studies of health insurance governance arrangements in Costa Rica and
Estonia provide useful lessons for China (box 5.5), offering a range of
comparison, since Estonia has a much firmer split than Costa Rica
between the insurance/purchasing agency and providers. 
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Box 5.5

Health Insurance Governance in Estonia and Costa Rica 

The Estonian Health Insurance Fund (EHIF) operates as a legally independent pub-

lic entity with the right to enter into contractual arrangements with providers. The

EHIF is supervised by a 15-member tripartite supervisory board (chaired by the Min-

ister of Social Affairs), with board positions divided evenly (five each) among state,

employer, and beneficiary representatives. While the fund has the autonomy to

contract with providers, the government and the EHIF board maintain a supervisory

and participatory role in the following domains: establishment of the system’s

 objectives and principles, contributions definition and coverage, copayments, the

benefit package, provider payment methods and prices, contracting principles,

waiting-time limits, and budget. EHIF owns its own assets and, within its defined

operational parameters, is liable for its obligations except insofar as deficits are

caused by the decisions of others. The EHIF Management Board presents quarter-

ly overviews to the Supervisory Board, which, in turn, presents an annual report to

the government. The Management Board’s prioritization of increased transparen-

cy and efficiency has not gone unnoticed, as evidenced by the EHIF Annual Report

receiving the Public Sector Transparency Award for three years running. 

(continued)



Especially in view of the management challenges discussed above,
China might want to consider a dedicated autonomous government
health insurance agency to run both NRCMS and BMI (and eventually
a unified scheme), rather than have one of the existing program admin-
istrators (NRCMS or BMI) do so. A question that arises in China’s
decentralized governmental system is at what level this agency should
operate. Internationally, the trend seems to be toward centralization of
insurance agencies. Estonia, for example, started with several separate
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Box 5.5 (Continued)

Several characteristics of the Estonian social health insurance system con-

tribute to its success. The combination of EHIF’s legal status as an autonomous

entity and solid regulations fosters an environment conducive for purchasing

services. While the Supervisory Board has a very narrowly defined role, its exis-

tence buffers EHIF from government and provider actions. Strong government

commitment to EHIF and to conservative fiscal policy has helped Estonia steer

clear of health insurance deficits. Negotiated contracts are the most effective

means for EHIF to reach its targets and contain costs. The development of EHIF’s

transparent reporting and management system was supported by public pres-

sure and hard budget constraints.

Costa Rica has a single mandatory health insurance fund known as the Caja

Costarricense de Seguro Social (CCSS) that supports universal coverage in

health care provision. The fund has a board of directors, with representatives

from government, employers, workers, and physicians. Beneficiaries are not

represented. The CEO of CCSS is appointed by the country’s President. The Costa

Rican system does not have a separate supervisory body for oversight. The CCSS

board of directors has the power to change fees paid to providers and exclusive

power to define user protection regulations. The CCSS determines its internal

regulations based on government objectives and has some power to carry out

sanctions against offending providers. Because providers are a part of CCSS, the

fund’s capacity to regulate providers is somewhat weak; although a Manage-

ment Agreement is in place, costs have still escalated. The lack of a purchaser-

provider split is highlighted by a case of corruption between the CEO of the

CCSS and a CFO of a major medical supplier.51 CCSS appears to have limited

domain over any code of ethics or anticorruption regulations and essentially

has no authority over setting benefit packages, which are under the auspices

of Costa Rica’s Constitutional Court. 

Source: Savedoff and Gottret 2008.



regional health insurance agencies, which were supervised by a national
umbrella agency. Subsequently, the national agency assumed responsibil-
ity for the country’s entire health insurance program, and the regional
agencies were turned into regional offices of the national agency. This
process resulted in economies of scale. 

In China, a dedicated health insurance agency should perhaps oper-
ate at the provincial rather than the county level, if not at the national
level. This agency would need to have county-level representation to
carry out day-to-day administrative functions, but local offices arguably
should be part of a provincial organization that can play an effective
technical and supervisory role in all the counties of the province. From
a political economy perspective, setting up a new agency—rather than
having, say, social security manage NRCMS (as in the Jiading district of
Shanghai)—has the merit of ensuring that all relevant departments are
treated equally in the consolidation process so that one does not simply
swallow another. The governance arrangements of the new agency
would need to be thought through carefully. Consolidation is likely to
happen sooner in some provinces than in others. It makes sense to plan
ahead to expedite the process. That way, scale economies and cost sav-
ings can be reaped sooner. Furthermore, the better the planning and
the sooner consolidation occurs, the smaller is the risk of institutional
inertia—it is harder to effect a merger between mature organizations
when no eventual merger is anticipated. 

Priorities and Sequencing

Implementing ideas such as those outlined in this chapter will take time. It
will also require careful study. Some ideas would be better developed after
others, and some would merit “testing” before being introduced. 

Some ideas are obvious candidates for immediate action. It would make
sense to postpone raising additional resources for NRCMS until these
ideas have been developed and implemented. Among those addressed in
this chapter, likely candidates would include: 

• Revising the benefit package to include basic as well as catastrophic
interventions 

• Clarifying whether free personal public health interventions will be
available through the public health system or through NRCMS

• Developing and introducing much simpler cost-sharing arrangements,
without ceilings and personal accounts, and with cost-sharing based on
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the extent to which interventions are potentially catastrophic and
cost-effective 

• Helping poor households with NRCMS contributions and copayments
by focusing Medical Assistance on poor households, and aligning it
with—if not integrating it into—the new rural Di Bao program 

• Making local government contributions fairer by targeting central gov-
ernment subsidies more tightly on poor provinces, and targeting central
and provincial subsidies on poorer counties within each province.

These are all relatively straightforward, and tackle issues that need
addressing before NRCMS is scaled up. Addressing the benefit package
issue is particularly urgent if NRCMS is to deliver the sought-after
health improvements. 

Given China’s tradition of piloting ideas before rolling them out
nationwide, there is clearly scope for exploring the practicality, costs, and
benefits of some of this chapter’s more medium-term ideas through eval-
uated pilots. This could be done with NRCMS at its present financial
scale. Obvious candidates for piloting include:

• Linking household contributions to living standards through means
testing, a dwelling tax, and other mechanisms

• Increasing financial solidarity within provinces through targeted
transfers, a solidarity fund, and provincial pooling, perhaps with
some limited solidarity between NRCMS and BMI

• Gradually shifting at least some current expenditure supply-side
subsidies to the demand side (that is, to NRCMS), and perhaps some
capital expenditure supply-side subsidies as well 

• Exploring some of the chapter’s ideas for improving the quality of
NRCMS management and governance.

Pilots of these and other ideas would, of course, need to be accompanied
by careful evaluation, with dissemination of the lessons learned to officials
from central government and officials form nonparticipating provinces. 

Finally, some ideas in the chapter require detailed practical research
and development by the government before they can be implemented.
Candidates here include:

• Establishing a benefit package, realistic budget, and simple cost-sharing
rules that reflect the concerns to include both catastrophic and basic
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interventions in the benefit package, and to have minimal demand-side
cost sharing 

• Building on the experiences of piloting exercises to develop plans for
scaling up NRCMS finance, adopting whichever approaches to pro-
moting equity in household and local government contributions seem
to have worked best 

• Developing plans for a dedicated health insurance agency that would
manage both rural and urban health insurance; initially with different
financing and benefit packages, perhaps with some financial solidarity
from BMI to NRCMS, and with a view to eventual amalgamation of
the two. 

Implementing and coordinating these steps involves a great deal of
work. But it is work that builds on the bold and historic policy initiatives
of 2003, as well as on the international experience in and recent thinking
about health reform. It is work that will allow China to transition from a
nascent rural health insurance system into a fully fledged one that reflects
the country’s increasingly modern economy.
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Introduction of new health financing mechanisms, such as the New Rural
Cooperative Medical Scheme and Basic Medical Insurance, can go a long
way toward improving access to health care and protecting households
from financial risk. But many of the problems highlighted in chapter 2—
escalating costs, widespread provision of unnecessary care and drugs, low
efficiency, a lack of attention to public health, and poor quality—call for
more than financing reform. If these problems are not fixed, costs will
continue to escalate and patients will remain vulnerable to exploitation
by profit-oriented providers. While the NRCMS and the BMI may pro-
tect households from large out-of-pocket payments, rising costs will soon
be felt through higher social security contributions or tax payments. 

How can these problems be fixed? This chapter argues that an essen-
tial step is to change the incentive structure for providers. Hospitals,
health centers, and other health care providers continually make decisions
that directly impact costs, appropriateness of treatment, and efficiency.
How patients and insurers pay providers—determined largely through
the system of price regulation—is arguably the most important factor
shaping these decisions, and one of the biggest obstacles to a more
rational allocation of health sector resources. Changing the way hospitals
and other providers are financed is hence part of the solution, and the

C H A P T E R  6

Improving Service Delivery: A
Question of Incentives



NRCMS can play a key role in making this happen. As the NRCMS is
scaled up and strengthened, it will account for a growing share of rural
health expenditures. This puts the NRCMS in a strong position to influ-
ence what services providers deliver, and how they do so.

Yet NRCMS cannot improve service delivery on its own. New incen-
tives and standards are needed to shape better provider responses.
Administrative and regulatory barriers, capacity, and other factors impede
those changes. How health care providers are organized and regulated
thus needs to be reformed—a challenging agenda that reaches well
beyond the immediate mandate of the Ministry of Health. 

Changing Provider Incentives 

What is the Problem with the Way Providers are Currently Paid?
For most of the last five decades, revenues of hospitals and other health
care providers in China have come from three main sources: out-of-
pocket expenditures by patients, payments by insurers, and budgetary
subsidies from government. Prices for patients and insurers have long
been regulated for most providers, and often account for only a small frac-
tion of service costs (see box 6.1). This arrangement had little impact on
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Box 6.1

Price Regulation in China

Regulated prices for medical services have been a feature of the Chinese health

system for many decades. Initially, prices were set well below cost to promote

 access, and government covered any revenue shortfall through flexible budget

appropriations (Liu, Liu, and Chen 2000). When government budgetary subsidies

were fixed in the early 1980s and providers were made residual claimants, prices

were gradually increased. Regulations were used to keep most prices below costs

to ensure access, but providers were allowed to offset the shortfall through high-

er prices for technology-intensive procedures and diagnostic tests such as X-rays,

CT scans, and MRI, and by adding a margin to drug sales (15 percent for western

medicines and 25 percent for Chinese medicines). To further promote access, the

central government proposed implementation of price discounts or exemptions

for the poor, but the impact of that effort appears to have been limited (Meng,

Sun, and Hearst 2002).. 
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incentives, however, as long as government subsidies filled any financing
gap and as long as providers were not allowed to retain any financial sur-
pluses. This changed in the early 1980s, when providers were allowed
(and sometimes encouraged) to generate—and retain—revenue through
charges for drugs and services (Liu, Xu, and Wang 1996).52
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Box 6.1 (Continued)

Recently, efforts have been made to reform price regulation. In 2000, the gov-

ernment sought to reduce price-schedule distortions by better aligning prices

and costs, and by moving to a system of price ceilings to encourage competition

(State Development and Planning Commission and MOH 2000).53 For nonbasic

medical services by nonprofit providers and all services by for-profit hospitals,

prices are to be market-determined. The new policy also allows price differences

across levels of health facility, and even doctors with different professional titles.

By the middle of 2003, most provincial governments had adjusted their fee sched-

ules, covering around 4,000 items (MOH 2004a). As of yet, there is little evidence

on the impact of reforms on the growth and structure of medical expenditure or

on access to care. A study in Shaanxi found that the reforms had indeed resulted

in the desired shift in outlays from high technologies to basic professional servic-

es and in lower expenditure growth rates for secondary and tertiary hospitals,

 using four diseases as tracers (Jin, Wang, and Peng 2002). However, a study in the

provinces of Beijing, Gansu, Shandong, and Henan concluded that high tech-

nologies are still extremely profitable, encouraging hospitals to acquire expensive

new equipment (Bian et al. 2002; Meng et al. 2002; Sun et al. 2005).

Drug price regulation was also reformed in 2000, moving away from control-

ling the prices for all pharmaceuticals to setting only guiding prices for selected

products (China State Commission of Planning and Development 2000). All drug

producers and sellers, including all medical institutions, are bound by the list. Cur-

rently, approximately 10 percent of drugs (accounting for 40 percent of revenues)

are subject to price regulation. In addition, some drug prices are regulated by

 local governments. These measures were expected to reduce drug prices through

a combination of increased competitive pressure and more-effective procure-

ment. However, a recent study—albeit based on a small sample—found that the

new pricing policy did not control expenditures, because hospitals could main-

tain high pharmaceutical revenues by increasing drug utilization and shifting

from medicines whose prices had been reduced to those that were priced higher

(Meng et al. 2005).



The upshot of these changes was that health service prices and vol-
umes directly affected providers’ bottom lines. As providers began to look
more carefully at the relationship between costs and revenues of differ-
ent types of services and drugs, the system of price regulation began to
matter for incentives. Although the regulated prices were updated several
times during the 1980s, bringing them closer to costs (Du and Du 1999),
most services remain priced below cost, and providers are expected to
make up the shortfall through high-tech services with a positive profit
margin and through drug sales.54 The financial incentives from this pric-
ing structure are clear: limit provision of “unprofitable” basic services and
expand provision of high-tech services and drug sales. Hence the problem
of overprovision of care and drugs is hardly surprising.

While the system of price regulation creates strong incentives for
providers to deliver more drugs and sophisticated services, few incentives
are given to deliver simple and cost-effective clinical and public health
interventions. Not only are the prices of most basic services set below
cost; providers at the township and village level often are expected to
undertake population-based interventions such as health promotion,
school health, and water and sanitation improvement for free. 

It is true that providers receive some budgetary subsidies from govern-
ment. Ostensibly, these subsidies are paid at least in part to compensate
providers for the difference between regulated prices and actual costs,
and to support public health functions. In practice, however, allocations
tend to be based on criteria such as numbers of staff and retirees or the
number of beds, with little or no regard to specific objectives or perform-
ance standards. Moreover, government subsidies account for a small and
decreasing share of provider financing—ranging from just over 10 percent
for township health centers to less than 5 percent for county hospitals
(MOH 2004b). Hence, on the margin, government subsidies do little to
encourage hospitals, township health centers, and village clinics to make
public health and basic services a priority.

Finally, current financing arrangements do not promote an appropriate
“division of labor” across different levels of the health system. The current
pricing structure makes the provision of drugs and at least some prof-
itable services essential for survival, creating a disincentive to refer com-
plex cases (which are more likely to be income generating) to higher
levels. This explains the strong desire for township health centers to invest
in inpatient and high-tech capabilities. 

Clearly, new ways must be found to finance health care provision. A
reformed system should give stronger incentives for cost-consciousness
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and appropriateness of care. It should also prioritize basic but highly cost-
effective care and interventions, and promote a clearer and more suitable
division of responsibilities between different levels of providers. This will
require coordinated reforms of how insurers pay providers, the broader
system of price regulation, and the system for financing and organizing
public health functions.

Promoting Cost-Consciousness through New Payment Methods
The key feature of fee-for-service payment is that providers get reim-
bursed for each specific item-of-service, affording doctors full discretion
over the level and mix of services and treatment options. Although often
popular with providers, fee-for-service payment does not create any
incentive for providers to find the most cost-effective combination of
services to address a particular patient’s need.55

One option for addressing the adverse incentives of fee-for-service
would be to revert to a model in which services are provided by budget-
ary units, fully financed and operated by the public sector. In this arrange-
ment, the government exercises direct control over the provider by
focusing on inputs and process—that is, through the budget process and
through administrative rules and regulations. As a result, hospital and
clinic managers have few incentives to increase efficiency and improve
quality. Moreover, the budget process often becomes historically driven,
contributing to misallocation of resources and unproductive competition
between providers to increase their budgets over time. Because of the
weak incentives for efficiency and responsiveness, many health systems
have moved away from this integrated model of service delivery.

An arguably better option is to find alternative payment methods that
reduce the incentive for overservicing and reward efficiency. One way to
do so is to bundle different service items (and sometimes drugs) into a
single fixed payment (key features of different payment methods are
summarized in box 6.2). For inpatient care, an increasingly popular
approach is to pay providers by the number of cases, with different reim-
bursement levels for different types of cases. The most prominent exam-
ples of this approach are the diagnosis-related groups developed in the
US Medicare system in the early 1980s (Newhouse 2002). Subsequently,
case-based payment systems have been developed, sometimes under dif-
ferent names, in a wide range of countries (Bitran and Yip 1998; Docteur
and OECD 2004; Velasco-Garrido et al. 2005; Wagstaff 2007a).56

Under case-based payments, standard costs are calculated for dif-
ferent types of cases and are used to determine the level of provider
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Box 6.2

International Experience with Provider Payment Reforms

In recent decades, case-based payment methods have been introduced in a wide

variety of health systems. Evaluating the impact of provider payment reforms

poses considerable methodological challenges, however, related to the multiple

financing sources of providers, quality measurement, and so on. As a result, most

of the rigorous evidence on the impact of reforms comes from the OECD. Studies

in the United States have found substantial cost savings from reductions in

length-of-stay and the use of inputs (Chalkley and Malcomson 2000). The avail-

able evidence does not suggest that these cost-savings have been achieved at

the expense of quality. Similarly, following the introduction of an all-inclusive per

diem reimbursement rate that bundled services, drugs, and lab tests for geriatric

hospitals in Japan, costs of medications fell by one-third, and costs of lab tests fell

to one-tenth of their previous level (Ikegami and Campbell 1999; Imai 2002). Korea

has also introduced a diagnosis-related group payment system for inpatient care,

covering nine disease categories (25 codes), which together accounted for 25

percent of inpatient cases (Kwon 2003b). The pilot, which was voluntary, led to a

14 percent reduction in cost, a 6 percent reduction in average length of stay, and

movement toward substitution of inpatient with outpatient care. No adverse

 effects on quality were found. 

However, reforms toward case-based payment also have created incentives to

expand volume. Indeed, in Sweden (Gerdtham, Rehnberg, and Tambour 1999)

and many of the countries in Central and Eastern Europe and the Commonwealth

of Independent States (Langenbrunner and Wiley 2002; Velasco-Garrido, Borowitz

et al. 2005), the introduction of case-based or per diem payment has been asso-

ciated with rapid volume growth. Taiwan, China, which recently phased in a DRG

system for the 50 most common diseases, has had similar problems. Studies of

two of the covered procedures found that DRGs reduced both cost per case and

length of stay, but increased volume—so much so that total payments for the

two procedures rose (Eggleston and Hsieh 2004). Another problem with diagno-

sis-related groups is that they provide an incentive to providers to “game” the sys-

tem. This can take many forms, including dumping of patients that are likely to be

unprofitable for the provider (Newhouse and Byrne 1988; Rodrigues 1989),

“upcoding” of cases (DRG creep) to more-profitable categories (Coulam and

Gaumer 1991), and cost shifting to patients or services that are reimbursed

through other methods (Eldenburg and Kallapur 1997). 

(continued)



reimbursement.57 In the simplest application, a fixed payment per inpa-
tient day is set, treating all cases the same. The attraction of payment per
case or inpatient day is that the method transfers some financial risk to the
provider, thus creating incentives for efficiency and cost-consciousness. A
growing body of international evidence indicates that moving from cost-
reimbursement to case-based payment indeed can contribute to cost con-
trol (see box 6.2). However, case-based payment reforms have not been
problem-free—they introduce incentives to increase volume, skimp on
quality, and potentially to “game” the payment system. Therefore, adequate
systems and procedures to control volume, quality, and other potential
problems must accompany introduction of the payment reforms. Many
health systems also adopt a mixed payment approach to balance the com-
peting incentives of each method. For example, in response to the
increased volume of inpatient care after introduction of case-based pay-
ment, some countries have shifted to a mix of global budgets—in which
providers are paid a fixed amount to cover aggregate expenditures and
given flexibility in how the budget is spent—and case-based payment. 

In outpatient care, the most commonly used alternatives to fee-for-
service are for physicians to be salaried or for providers to be paid by the
number of patients that they are expected to serve (capitation). Payment
by salary has the merit of not creating adverse incentives to reduce quality,
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Box 6.2 (Continued)

For outpatient care, governments and insurers in most OECD countries pay

primary care providers using a combination of either capitation or salary pay-

ments with FFS for preventive care and specialist services. This is also increasingly

the pattern in Central and Eastern Europe and the Commonwealth of Independ-

ent States, where many countries have seen a shift to private primary care, com-

bined with the introduction of capitation payment and FFS for priority preventive

services (in some countries) (Velasco-Garrido, Borowitz et al. 2005). There is little

systematic evidence on how different forms of provider payment impact quality,

costs, and efficiency in the provision of outpatient care. However, a review of sev-

eral studies of primary care physicians in OECD countries found that, relative to

capitation and salary, FFS was associated with higher volume of care, at least in

part reflecting the provision of unnecessary care (Gosden et al. 2003). In some

countries, such as Thailand, capitation, complemented with separate payments

for high-cost cases, has been used to pay for inpatient care (Mills et al. 2000).



deny access, or provide unnecessary care, but also carries the disadvantage
of not stimulating effort and efficiency. Payment by capitation, in con-
trast, creates incentives to reduce costs per patient. While this can help
constrain unnecessary care, it risks underprovision. Again, many countries
opt for a mixed system, using salary or capitation to reduce provision of
unnecessary care but using fee-for-service or bonus systems to create
incentives for priority services.

International evidence provides a strong case for moving away from
fee-for-service payment. But are these experiences relevant to China? In
fact, as described in chapter 3, some experimentation with alternative
forms of provider payment already has begun. These experiments began
in urban areas. More recently, some local NRCMS schemes also have
adopted alternative provider payment methods.58 These experiences sug-
gest that provider payment reforms are both feasible and relevant in the
Chinese context. But reforms to date have had limitations. They typically
have been introduced as local initiatives, and the design and implementa-
tion have suffered from lack of capacity. Moreover, their impact will
 inevitably be muted without the support of a broader set of complemen-
tary reforms. Expansion of the NRCMS and the current openness to
broader health system reforms create opportunities to address these limi-
tations. So what should be done differently?

NRCMS Provider Payment Reforms 
The preceding discussion has shown that no perfect way of paying
providers exists—all methods have advantages and disadvantages. It also has
suggested that the adverse incentives of most provider payment methods
can be managed, but systems and capacity are required that take time to
develop. Thus, provider payment reforms should not be seen as a discrete
shift from one method to another, but rather as a continuous process of
search, evaluation, refinement, and capacity-strengthening. It also means
that the appropriate approach to and pace of reform will vary considerably
across China. Nonetheless, there is a strong case for introducing prospective
payment methods by the NRCMS for both inpatient and outpatient care.

For inpatient care, a new provider payment approach most likely
should entail some form of case-based payment or global budgets based
on volume and case-mix data. Some may argue that payment reform for
inpatient services is an overly complex issue for the NRCMS to handle.
While the technical and implementation challenges are undeniable, a
large share of the NRCMS budget is absorbed by inpatient care at the
county level and above (box 6.3) so action is needed. Even if the benefit
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Box 6.3

The Importance of Inpatient Care for NRCMS

In examining health challenges and reform in rural China, this report has identi-

fied the need for improved access to basic curative and public health interven-

tions and the key role that NRCMS should play. Does this relegate the question

of inpatient care to secondary importance? The 2005 NRCMS study undertaken

in preparation for this report shows clearly that the answer is no. In fact, the bulk

of NRCMS reimbursement (at least as of 2005) is for inpatient expenses (see chart

below). In counties that implement the Inpatient Mode of the NRCMS, all funds

are used for inpatient payment. But even in modes that cover outpatient

 expenses, most of the NRCMS reimbursement budget goes to inpatient care.

Most inpatient reimbursement—ranging between 70 percent and 90 percent

across the different modes—is for care delivered at county or provincial hospi-

tals. Of course, these reimbursement patterns should not be taken as given.

Chapter 3 argued for a benefit package that balances basic and catastrophic care.

However, even if outpatient care receives greater emphasis, inpatient services

will continue to absorb a large share of the NRCMS budget.

NRCMS Budgetary Impact of Inpatient Reimbursement

Source: Authors’ tabulations from data collected through a Government of China–World Bank 2005
 survey of NRCMS programs.
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package is tweaked, inpatient care is likely to account for a large share of
future costs, and the potential savings from greater efficiency and a reduc-
tion in unnecessary care can improve NRCMS finances significantly.

Better cost control at the level of primary care providers (village
clinics/township health centers) calls for a shift from fee-for-service to cap-
itation or salary payment (or a mix of the two), with explicit incentives—
either through performance bonuses or fee-for-service payment—for key
preventive services (see chapter 7).

Accepting this general direction raises a number of practical questions.
Should all covered inpatient services be remunerated on a case basis?
How should fee rates and capitation payments be set? What information
and capacity will be needed at the local level to design and implement
these payment schemes? 

Some case-based payment systems are very complex, taking years to
develop and covering hundreds or even thousands of different services.
But far simpler approaches are possible. Indeed, many payment reforms
start by introducing case-based payment for a few services only, while fee-
for-service continues to be used for other services. The range of services
covered by the case-based payment system can then be expanded over
time.59 If payment reform focuses on high-cost or high-volume cases, the
impact on overall costs still can be substantial. 

It is, however, important to design reforms to avoid undesirable side
effects. For example, if the NRCMS introduces new case-based payment
rates for some services while continuing to pay providers regulated,
below-cost fees for other services, the providers will have a strong incen-
tive to focus on the services paid by case. Conversely, if new case-based
rates are set low to control costs, providers may try to avoid delivering
those services, focusing instead on the few high-tech services for which
profits can still be earned. Hence, even if case-based payment methods
are confined only to some services, the prices or payment rates for all cov-
ered services need to be reviewed and revised. 

Whether providers are paid by capitation, case basis, or global budget,
reimbursement rates will need to be determined. Ideally, payment rates
should be set using the estimated cost of providing good care—namely,
care that is consistent with clinical practice guidelines and that is pro-
vided efficiently. This provides sufficient resources for quality care while
also generating incentives for efficiency. In practice, however, it may be
necessary to start with reimbursement rates that are closer to actual costs
(budget neutral) to avoid resistance and service disruptions. Indeed, when
DRGs were developed in Korea, reimbursement rates built in generous
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margins over fee-for-service to overcome provider opposition. Outlier
payment features were also built in to reduce skimping on quality. In
the development of reimbursement rates, one must also consider what
service inputs to cover. Many countries have excluded capital costs for
reasons of practicality and the desire to retain control over capital
investments in the health sector. Some countries also have excluded
pharmaceuticals. This clearly simplifies the system and reduces the
need for updating reimbursement rates over time, but at a high cost in
terms of incentives to reduce costs. Following this route in China would
probably be a mistake, given the unusually high share of drug outlays in
overall health spending.

Recent reforms in both the BMI and NRCMS demonstrate that pay-
ment reforms are feasible in China, but the experience shows that cities
and counties typically have limited technical and managerial capacity in
relevant areas. Hence, beyond making decisions about payment methods
and rates, investment is needed in capacity and systems to support reforms.
For example, regardless of how comprehensive the payment rates are, fee-
setting depends on more detailed and accurate cost data than are cur-
rently available. Filling the gap will require strengthening of both capacity
for cost analysis and of systems for provider cost reporting. Similar chal-
lenges arise in other areas, such as developing case classification systems,
contracting with providers, or monitoring costs and performance over
time. Some of the capacity for these tasks needs to be present at the local
level. However, local agencies cannot reasonably be expected to design
and implement reforms on their own—provincial and central agencies
have an important supporting role to play. 

Beyond Payment Reform: The NRCMS Role in Defining and Enforcing
Higher Service Delivery Standards
The introduction of performance-oriented provider payment methods
often has gone hand-in-hand with clearer demarcation between “pur-
chaser” and provider and with a more explicit use of contracts to govern
the relationship between the two parties (Docteur and Oxley 2003). At
the most basic level, contracts stipulate the range and volume of services
that the provider is expected to provide and the purchaser’s payment
terms—for example, a block payment, or payment by volume or case.
Some contracts also set limits on overall reimbursements or volumes in
an effort to control costs. However, purchasers also can use contracts to
promote quality and other goals (Velasco-Garrido et al. 2005). This can
be done by establishing minimum provider standards for eligibility, by
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including quality targets and standards as performance criteria in the con-
tract, by monitoring provider performance and using rewards or sanctions
to promote quality, and by using information about quality and other
aspects of performance in reviewing and renegotiating contracts. 

Some use of contracts and “strategic purchasing” has, in fact, already
occurred in China. Provider payment reforms often have employed
contracts to define explicit performance criteria relating to quality or
volume. Some BMI schemes have set up independent quality reviews by
expert panels or mandated routine monitoring of high-tech services.
Most NRCMS schemes also have established contracts with providers,
specifying the package of services to be delivered, payment methods,
quality standards, drug lists, and other criteria. Some contracts with
providers have included provisions for terminating the contract if, for
example, patients were not charged in accordance with the established
price schedule.

As with payment reforms, however, these initiatives frequently have
suffered from a lack of capacity and supporting structures. Yet they pro-
vide a starting point for strengthening the role and capacity of the NRCMS
in holding providers accountable for performance. For example, as the
NRCMS expands, it will be in a strong position to establish minimum stan-
dards for staff qualifications and infrastructure. NRCMS can define mini-
mum standards or criteria for providers to be eligible for contracts. But the
NRCMS also can establish service-specific standards whereby providers
are reimbursed for a particular service only if it is performed by adequately
qualified staff. At a minimum, such standards can protect patient safety.
But they also can create incentives to reorganize service delivery arrange-
ments to better match provision with capabilities. This has been the logic
of purchasing reforms in many countries, which have tried to improve
quality and efficiency by transferring services from one type of provider to
another (Sibbald et al. 2006). For example, the United Kingdom has seen
an increasing tendency for some specialist services, such as diabetes care
and minor surgery, to be delivered in a primary care setting. In China, effi-
ciency may be improved by locating more primary care at the township
health center level. Conversely, township heath centers may be playing too
large a role in surgery and other specialist care. International experience
suggests no hard-and-fast rules that can be applied in defining the “task
profiles” of different types of providers—the cost-effectiveness of different
approaches is likely to vary considerably across contexts. This means that
local NRCMS agencies, drawing on experiences from other parts of the
country, will have to develop their own standards. 
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The NRCMS can also promote cost control and quality improvement
by requiring adherence to drug lists and clinical protocols.60 As with pay-
ment reforms, effective purchasing requires considerable capacity and
sophisticated monitoring and information systems. Technical support is
also needed from higher-level government on issues such as clinical pro-
tocols and appropriate quality standards.

Raising Standards: The Role of Government Regulation
The NRCMS has an important role in defining and enforcing quality
standards, but it cannot do the job alone. For example, the government
may not want to leave the definition of standards to local schemes.
Moreover, the influence of the NRCMS only extends to providers with
which it contracts, and the safety of patients opting to go to other
providers needs to be safeguarded. 

This is where accreditation and licensing become important. Generally
speaking, licensing of facilities is meant to ensure that minimum stan-
dards are in place before a facility opens for business. This safeguards
patients against providers with inadequate qualifications or infrastructure.
Similarly, licensure of individual health professionals is a key tool for
ensuring that practitioners have the skills and qualifications needed to ful-
fill their tasks competently. Accreditation is different, at least in principle,
in that it is typically voluntary, aims beyond minimum standards, and tries
to provide information and incentives for continuous quality improve-
ment.61 An effective accreditation process also provides valuable informa-
tion for patients and insurers, putting them in a stronger position to make
informed choices. 

Hospital accreditation has a long history in China, dating back to the
hospital grading system established by the MOH in 1989.62 Although
ostensibly concerned with quality, the accreditation system at first
focused primarily on hospital infrastructure and equipment. The accred-
itation system was not actively used and updated during the 1990s. In
2005, the hospital accreditation system was revived and overhauled. The
structure of grades and levels is similar to the earlier process, but the new
system moves away from a focus on infrastructure and equipment, with
the local evaluation committee now rating hospitals according to a wide
range of criteria that includes “scientific management,” patient safety, and
service quality. At least in principle, the grading and evaluation system is
combined with a system of rewards (such as government budgetary sub-
sidies) and sanctions (such as fines or risk of closure). Some policies
already are in place for licensure of individual health professionals. For
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example, in 1999 the Law on Physicians raised the training requirements
for licenses to practice medicine and for some professional categories.
Similarly, the Village Doctor Practice Regulation that took effect in 2005
requires village doctors to be certified as physicians or assistant physicians
before being licensed.

These developments hold much promise, but the current systems have
important limitations. National accreditation guidelines give substantial
discretion to local government in operationalizing and implementing the
accreditation process. As a result, many provinces do not include the pri-
vate sector. Similarly, with some exceptions, the accreditation system tends
to exclude township health centers and village clinics. Local discretion also
hampers comparability across localities, and is likely to undermine system
credibility. At a minimum, increasing standardization in the accreditation
system across the country would be desirable, along with ensuring that
township health centers and village clinics are included in the process. A
strong case also can be made for introducing and strengthening the imple-
mentation of a national accreditation system that references the numerous
international accreditation standards that are available. 

Dealing with Uncovered Services, Extra Billing, and Other Insurers
So far, the discussion has focused on how the NRCMS can help drive
improvements in service delivery. But since providers will continue to
receive revenues from other sources, the NRCMS cannot unilaterally
determine the incentives for decision making by hospitals and other
health care suppliers. Indeed, in implementing payment reforms in the
NRCMS, the current fragmentation of financing sources in China creates
considerable challenges. Some patients in hospitals and health centers are
covered by the BMI; some may be covered by other forms of health insur-
ance. Other patients may be paying for services themselves, either
because the patients lack NRCMS or BMI coverage or because the drugs
or services are not covered by insurance. 

This fragmentation matters because providers, in deciding who to
treat and how to treat them, will take into account the expected costs
and revenues from a particular patient or service. Hence, if the NRCMS
tries to control expenditures by setting fees for covered services based on
standard costs while providers can continue to make a profit on uncov-
ered high-tech services and drugs, the chances are that providers will
emphasize the latter. Consequently, NRCMS expenditures may be kept
under control, while patients end up paying for a lot of unnecessary care
and drugs. Similarly, differences across insurers in reimbursement rates
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for the same procedures are likely to lead providers to favor some
patients over others.

To avoid cost shifting or adverse impact on access on uncovered
patients or on access to uncovered services, the prices for uncovered serv-
ices and for self-paying patients need to be aligned with costs. In part, this
can be achieved by requiring that self-paying patients are charged using
the same fee schedule as insured patients, but challenges will remain for
services uncovered by insurance, and those that continue to be paid for
on a fee-for-service basis. Two complementary approaches address these
challenges. First, the system of price regulation will need to be over-
hauled, reducing or eliminating disparities between costs and prices and
establishing a process for regular updating. This task is challenging, but
experiences from other countries show it to be doable. Japan, for exam-
ple, provides several important lessons: regularly reviewing each item
rather than instituting across-the-board proportionate changes, selectively
reducing fees for procedures that show “inappropriate” volume expan-
sion, pricing high-tech care below cost and basic ambulatory care above
cost (the exact opposite of China’s current practice), keeping tight con-
trol of fee increases, and increasingly bundling items together (box 6.4). 

China also will need to take a stance on extra billing. Some countries
permit—or have permitted—providers to charge patients for the differ-
ence between the provider’s “own” fees and those allowable under the fee
schedule operated by the insurer or government (box 6.5). This extra
billing might be because the patient has had a longer consultation with a
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Box 6.4

Setting Health Sector Prices in Japan

Despite more than four decades of universal health insurance, Japan still relies

largely on FFS to reimburse health care providers. The process and its outcomes

are noteworthy, especially for China. Japan revises its fee schedule every two

years, and alters each of the 3,000 items individually rather than raising all by the

same proportion in line with general inflation (Ikegami and Campbell 1999). The

authorities reduce the fees for procedures that show “inappropriately” large vol-

ume jumps, and raise the fees for procedures whose usage is considered to be

too low or to be rising too slowly. The Japanese also have sought to dampen

costs by increasingly bundling items together under one heading. 

(continued)
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Box 6.5

Approaches to Extra Billing 

Canada took steps to reduce extra billing in 1984: the federal government now

reduces its cash transfers to a province in proportion to the amount of extra

billing going on there (Rocher and Smith 2002). In France, where extra billing

is still common in ambulatory care, private insurance emerged in part to cover

this practice as well as to cover copayments more generally. Unsurprisingly, this

placed low-income households, who were less able to afford complementary

private insurance coverage, at a disadvantage, and they ended up paying more

out of pocket than the better off. In 2000, the French government sought to

 reduce this inequity. Complementary private insurance coverage was extended

at the taxpayer’s expense to low-income households, and providers delivering

services to low-income households were banned from extra billing. Japan has

taken the altogether cleaner and simpler approach of strictly prohibiting extra

billing except for nine specific areas (such as having a hospital bed with better

amenities), although this decision has recently been the subject of some contro-

versy (Ikegami and Campbell 1995; Imai 2002).

Box 6.4 (Continued)

This process has produced some interesting results. Fees for many high-tech

services have been set below cost, while fees for ordinary ambulatory consulta-

tions have been set above cost. Fees for lab tests and diagnostic imaging have

fallen over time. Despite the fact that high-tech care in Japan—unlike in

 China—is unprofitable, hospitals nonetheless deliver it. This may be because a

reputation for delivery of high-tech care helps attract all types of patients and

because doctors find the delivery of high-tech care to be professionally reward-

ing. The Japanese fee system is also noteworthy in that all facilities are governed

by the same schedule regardless of a hospital’s size, however well it is equipped,

and indeed whether the treatment setting is a physician’s office and not a

 hospital at all. 

The Japanese approach to fee setting—selectively reducing fees for proce-

dures that show “inappropriate” volume expansion, underpricing high-tech

care, and keeping a tight control on fee increases—is cited as a major reason for

the country’s quarter century of success in reining in the growth of health

spending.



doctor, even though the same medicines, tests, and other care are dis-
pensed. Or it might be because the doctor is highly specialized. Where this
extra billing is permitted, patients typically are supposed to have a free
choice of provider, making these costs theoretically avoidable. But some-
times the costs are unavoidable. In Korea, for example, specialists in hospi-
tals are entitled to extra-bill for being a specialist; but because most doctors
in tertiary hospitals are classified as specialists, most tertiary hospital
patients end up being extra-billed for specialist services (Kwon 2005). The
main problem with extra billing is that it creates uncertainty about the
eventual price of medical care and leaves people at risk for out-of-pocket
expenses. In short, it seriously undermines the aims of health insurance. It
also creates considerable scope for inequity. The Japanese approach to extra
billing—outright prohibition with a very few well-defined exceptions—
has much to commend it.

For BMI, the government will need to ensure that payment methods
and reimbursement schedules are consistent with those of the NRCMS.
Given the capacity and system needs required to design, operate, and
monitor payment arrangements, collaboration and coordination between
the BMI and NRCMS makes eminent sense. Depending on China’s deci-
sions about voluntary health insurance, coordinating payment rates of dif-
ferent insurers may become considerably more challenging. 

Incentivizing Providers to Deliver Public Health Interventions
So far, this chapter has been concerned primarily with payment for clin-
ical services. But health care providers also play an important role in
public health. Hospitals and other providers arguably are best placed to
deliver personal public health services such as immunizations and dis-
ease screening. And providers at the village and township level are well
suited to delivering population-based public health interventions such as
health education and promotion, school health and behavior change
around water use and sanitation, among others. Yet, as we have seen, cur-
rent financing and payment arrangements do little to stimulate health
care providers to deliver immunizations and other public health services,
or to engage in the broader determinants of health in the community.
How can this be changed?

If providers are expected to deliver preventive services free of charge
or at a nominal fee, they must be compensated, either by government or
a third-party payer such as the NRCMS or BMI, and held accountable for
actually delivering the services. The most direct way of doing so is to pay
for preventive services on a fee-for-service basis. Although fee-for-service
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payment generally risks overprovision of services, preventive services that
are clearly defined by content and timing of care are less susceptible to
that pitfall. Preventive services also can be included in the package of
services that is delivered by salaried primary care workers or is remuner-
ated on a capitation basis. 

While moving toward fair payment for preventive care would be an
important step, a case may be made for going even further. Increasingly
many health systems are using financial incentives to stimulate provision
of specific preventive services. Relatively generous fee rates can be set, as
is the case in Japan (Campbell and Ikegami 1998); or bonuses can be used
to reward providers that achieve coverage or improvement targets. For
example, primary care physicians in the United Kingdom receive a grada-
tional bonus payment on reaching immunization coverage rates of 70 and
90 percent. Similarly, various pay-for-performance schemes have been
introduced in the U.S. health system, many of which focus on provision
of preventive care such as cancer screening, prenatal care, and cholesterol
screening (Rosenthal et al. 2005). 

What of collective or population-based public health interventions
delivered by township health centers and village clinics? Here, too, current
arrangements do little to encourage providers to deliver at the appropriate
scale and quality. One option is to make those responsible for public health
programs at the township level and below into salaried staff of county pub-
lic health institutions. This can have many benefits, but may not be feasi-
ble for the village level. An alternative, possibly complementary, approach
is to make more effective use of contracts with township health centers
and village clinics to perform defined public health activities. The health
care providers would be compensated fairly, and their performance would
be monitored. Some localities in China are already experimenting with this
approach, and experiences from other countries suggest that contracting
public health interventions—such as malaria control, nutrition, and repro-
ductive health programs—is feasible (WHO 2000).

Who should be responsible for ensuring that public health services and
interventions are financed and that providers are paid appropriately?
Chapter 7 argues that a dedicated public health agency at the county
level—most likely a reformed Center for Disease Control—working in
close coordination with the Bureau of Health, should have the overarching
responsibility. It would coordinate with providers and other organizations
to deliver both collective and personal public health interventions, while
also being directly involved in areas such as disease surveillance and
enforcement of public health legislation. The Center for Disease Control
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could contract with and monitor providers directly. Alternatively, this could
be the responsibility of the NRCMS office or the Bureau of Health, which
arguably have stronger capacity and systems to perform this function. There
is, however, a strong case for keeping the budget for public health programs
within dedicated public health institutions—both to shelter this budget
from cuts and to put resources in the hands of agencies with the requisite
technical capacity and mandate to promote public health. 

While this model could be made to work, the problem is that public
health responsibility today is fragmented across multiple institutions at
the central and local levels. Moreover, local technical capacity is often lim-
ited, and the accountability and support systems at higher governmental
levels are weak. These issues—discussed in detail in chapter 7—go a long
way toward explaining why public health is currently low on the agenda
of health care providers in China. 

Enabling Providers to Respond to New Incentives

The set of reforms outlined above all aim at rewarding efficiency, cost-
consciousness, and quality. But will they be enough to resolve the service
delivery problems in China’s health sector? The answer is most likely no,
simply because providers currently lack the flexibility—and sometimes
capacity—to respond effectively to new incentives.

Hospitals and Township Health Centers: Finding the Right Mix 
of Autonomy and Constraints
Consider what a hospital or health center might want to do if the NRCMS
were to introduce new provider payment methods and stronger perform-
ance standards and monitoring, and if price regulation were reformed so
that reimbursement for drugs and services is brought close to costs. Pro -
viders most likely would want to adjust the size and composition of their
workforces. They also might want to adjust scale and capacity in other
ways, particularly targeting bed numbers, equipment, and infrastructure.
The hospital or health center director may want to enact new internal
management systems and incentives that align staff motivation with those
of the organization. For example, if the NRCMS pays for inpatient care on
a case basis, it makes little sense for a hospital to reward its staff for pre-
scribing more tests and drugs. The new payment regime calls for finding
new ways of monitoring and rewarding staff performance. 

At the moment, most health care providers at the township level and
above lack the managerial autonomy to make many of these changes.
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Most providers at these levels are government-owned public services
units (PSUs).63 As such, they fall under an administrative and regu -
latory regime that applies similarly across all sectors of government.
Consequently, hospital and township health center managers have little
control over hiring, firing, promotion, and compensation of staff. The
quota for permanent or formal staff in public services units is based on
administrative decisions by the local government, with involvement
from the planning department (on the number of positions), the person-
nel bureau (on transfers and promotions), and the Bureau of Health (for
sectoral management responsibilities), and often with little attention to
need.64 In contrast, the hiring institution has full autonomy over hiring
and firing of contract staff, but also is responsible for paying their salaries
and benefits. The rigid rules governing permanent staff prevent hospital
managers from making key operational decisions about scale and skill-
mix in the workforce, resulting in mismatches between staffing needs
and patterns. Hospital and health center managers also have limited
ability to reward or discipline part of the workforce. More generally, the
duality in the personnel system creates inevitable frictions between
“insiders” and “outsiders.”

Hospital and township health center managers also are constrained
from adjusting scale and capacity in other areas as the need arises. The
government still establishes bed standards for providers and finances (or
partially finances) many investments in both infrastructure and equip-
ment. Weaknesses in the planning process sometimes have resulted in
excess capacity and bed numbers—a problem highlighted in chapter 2. At
the same time, hospitals and health centers are able to retain operational
surpluses, and have considerable discretion over their use.65 In part, sur-
pluses finance staff bonuses, but they can also be used to support invest-
ments in equipment or infrastructure. 

In other areas, providers have more autonomy. For example, hospital
and health center managers can determine their organizational structure
and internal management processes, and local experimentation in hospi-
tal management has been widespread.66

How Much Autonomy Should Hospitals and Township Health 
Centers Have?
This study has argued that providers, at least in some areas, have insuffi-
cient autonomy to respond to new incentives. There is a strong case for
increasing their autonomy in human resources, at least over hiring and fir-
ing, promotion, and disciplinary action. Recent reforms have tried to shift
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the system in this direction. For example, guidelines from MOH (2000)
have given providers the right to fire workers, provided alternative
employment could be found, and have encouraged providers to use open
and competitive recruitment processes and expand the variety of con-
tracts used for different types of workers. 

These reforms have had limited impact in practice, presumably because
of the inherent challenges in structural change. Ultimately, however, a
compromise will need to be found that breaks current rigidities in the
service delivery system while being acceptable to the health workforce.
Reforms most likely will have be accompanied by development of sys-
tems to safeguard the interests of current employees, as well as those of
retirees who currently account for 15–20 percent of the payroll in many
health institutions. This calls for a gradual approach—one that involves
opportunities and possibly financial support for retraining and reemploy-
ment in other sectors, and unemployment insurance or pensions for those
who are too old or are unable to find new work. 

In other areas, it is less clear that management autonomy is always a
force for good. Take the case of surpluses. Many countries restrict auton-
omy in the use of surpluses by requiring their investment in facility
improvements rather than use for staff bonuses. This approach—normally
a requirement for nonprofit status—softens the financial incentives of
providers and reduces the risk of excessive “entrepreneurialism.” But this
requirement is difficult to implement because it requires backup from
strong accounting, financial management, and audit systems, as well as the
imposition of appropriate penalties on transgressors. Restricting use of
financial surpluses can be an aim for the medium to long term. In the
meantime, fixing price regulation and payment methods along the lines
previously suggested would mean that surpluses are increasingly the result
of efficiency and cost control rather than simply being products of higher
volume. Consequently, the retention of surpluses would be less problem-
atic. Following this course would forestall the need for more extreme
measures such as a complete separation of revenues and expenditures.

Similarly, management autonomy in capital investments and service
mix can bring benefits, but also entails risks. At least in principle, auton-
omy can help align investment in capacity with demand. On the other
hand, information asymmetry makes it difficult for both insurers and the
public to judge the appropriateness and benefits of different health care
interventions, and providers may overinvest in capacity to signify quality
and attract patients. Investments also may be made in capacity to deliver
services that are of little therapeutic benefit to patients but are profitable
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for the provider. Although hard evidence is difficult to come by, both
problems are likely present in China’s health system. 

As earlier chapters have suggested, some of these risks can be managed
through better purchasing. Insurers are likely to be more knowledgeable
than patients, thus mitigating information asymmetry. And with better
payment methods and more careful monitoring of quality, the scope for
unnecessary care—and hence the profitability of investments in some
high-tech equipment—is reduced. Nonetheless, most health systems also
feature more direct controls over capital investments—both through reg-
ulation that requires providers to seek government permission prior to
expanding capacity (for example, via certificate-of-need regulation) and
through direct budgetary financing of investments in the health sector. 

Government intervention in capital spending through regulation and
direct financing can improve matters. However, government shortcom-
ings arguably have been as important as market failure in creating the
problems of excess capacity in China highlighted in chapter 2. Hence, if
government opts to retain control over capital investments and capacity
in the health sector, action is needed to ensure that government interven-
tion does indeed improve efficiency and equity. 

As a first step, government can address some existing inefficiencies. An
adjustment in capacity can be facilitated by reviewing bed and staffing
standards, for instance. But efforts also will be required to consolidate
existing service delivery capacity. Overlapping services by Maternal and
Child Health Centers, county hospitals, Family Planning Centers, and the
multiple hospitals and health centers run by different “sponsors” may con-
tribute to excess capacity. The challenge of fragmentation and excess
capacity is not new, of course. Many local governments have made
progress in integrating hospitals and public health agencies, and attempts
through strengthened regional health planning have been made to
address the consequences of both horizontal and vertical fragmentation.67

Yet much work remains to be done. 
Looking forward, the government will need to put in place planning,

financial, and regulatory tools that promote efficiency and equity in new
investments. This is a challenging task. Patient preferences and choices
need to be taken into account, and must be considered in conjunction with
information about the cost, quality, and equity implications of various
service delivery models. This raises questions not only about the number
and location of different types of providers, but also about how the refer-
ral system works and what outreach service role higher-level providers
might play in meeting specialist needs in rural areas.68 Available informa-
tion does not permit an assessment of whether investment planning and
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financing in China are indeed improving efficiency and equity. This is cer-
tainly an issue that merits further attention as efforts to rationalize the
delivery system are sustained and deepened.

Finding the Right Balance: Reforming Government Providers or 
Privatizing?
As in other health systems, China faces the challenge of finding an appro-
priate balance between the discipline, organizational autonomy, and pro-
ductive efficiency associated with the market on the one hand, and the
need to control the tendency toward unnecessary care and cost escalation
on the other. This chapter has argued that the right balance currently is
not being struck, and has suggested that hospitals and health centers
should be given more autonomy over their human resources. At the same
time, greater restrictions on their capital investments, service mix, and, at
least in the longer term, on their use of operational surpluses are needed
to manage the risks of excessive entrepreneurialism. 

What does this mean for how service delivery should be organized?
This question has received a lot of attention in China in recent years.
Debates about public services unit reform have tried to determine the
appropriate role for public and private provision with reference to the con-
cept of “public benefit”69 (Cheng 2000; Project Team on “Reform” 2004;
Project Team of DRC 2005). For the health sector, the government has
called for a mixed delivery system, albeit with at least one government-
owned township health center in each area (Central Committee and State
Council 1997; Central Committee 2002). A hospital classification scheme,
accompanied by policies on government subsidies, taxation, and price set-
ting, has been introduced that categorizes hospitals as either for-profit or
nonprofit, with a distinction between government-owned and nongovern-
mental nonprofits (State Council 2000). Meanwhile experiments with pri-
vatization have been widespread. As in international experience, results
have been mixed, reflecting the considerable diversity in reform design and
the fact that ownership conversions often have made little difference to
providers’ autonomy in key dimensions (box 6.6).

The problem with couching the debate about service delivery reform
in terms of ownership and profit status is that these labels—often ideo-
logically laden—tend to get in the way of thinking about changes in
provider autonomy. Privatization and changes in profit status can be a
means to achieve organizational change, but, as box 6.6 shows, these
changes are by no means automatic. By the same token, substantial
changes in autonomy can be achieved without changing either ownership
or profit status. 
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Box 6.6

Impact of Ownership and Profit Status on Performance in
China and Abroad

The evidence on the effects of ownership and profit-status conversions in China

is mixed.70 A few studies have found that THC privatization has been associated

with a reduction in cost (Li 2000; Wang, Xu, and Li 2002). However, other studies

have suggested that these cost reductions may be the result of scaling back pre-

ventive and public health activities. There are cases, for example, in which public

health functions were separated from the THC after it was transformed, thus sev-

ering the institutional link between primary curative care and public health, and

underming the financing of preventive services (Li 2001; Wang 2002; Wang, Liu,

and Zhong 2002; and Xu 2003). Partly from these challenges and possibly in

 response to government policy, some localities have reconverted privatized THCs

to public ownership. Evidence from ownership conversions in urban China also

have found limited impact on quality and mixed evidence on efficiency (Wang,

Liu, and Zhong 2002; Xiong and Zhu 2003). In part, the ambiguous evidence on

privatization may reflect the fact that even where privatization has been pursued,

real organizational reform and restructuring have proven elusive. For example,

where THCs have been privatized, staffing and other management issues have

 remained largely under the control of the county or township government

(Shang, Yuan, and Chen 2001; Jiang 2003). Even in the case of full privatizations

(buy out), autonomy has been circumscribed in some areas, in particular human

resources—for example, the new THC owners may be required to guarantee

 employment for most or all of the existing staff (Shang, Yuan, and Chen 2001;

Wang, Liu, and Zhong 2002).

The issue of public- and private-sector performance has generated consider-

able debate and literature internationally. Much of the literature has focused on

differences between the public and private sector on costs, efficiency, and quality;

but specific aspects of provider behavior—for example, service mix, charging

practices and pricing, activity shifting, and patient dumping—have also received

attention. 

Despite extensive efforts, the literature offers little in terms of general conclu-

sions (Marsteller, Bovbjerg, and Nichols 1998; Donaldson and Currie 2000; Rein-

hardt 2000; and Sloan 2000). In part, this is due to the methodological problems

with which the empirical literature on hospital cost and efficiency must contend.

This includes controlling for the number of cases seen (economies of scale), and 

(continued)
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Box 6.6 (Continued)

the composition of cases seen (economies of scope), case mix, and severity mix

or case complexity. This is a tall order, and many of the differences in results across

studies can be accounted for by differences in assumptions and analytical

 approaches (Shen et al. 2005).

With these caveats in mind, reviews of the evidence (mainly from the United

States) suggest that for-profit hospitals generate more revenue and greater prof-

its than nonprofit hospitals, although differences are small, and that there is little

difference in cost and efficiency across ownership and profit status (Sloan 2000;

Shen et al. 2005). On balance, for-profit hospitals seem to have worse technical

quality and higher mortality than nonprofits (Devereaux et al. 2002; Picone, Chou,

and Sloan 2002), but the evidence is far from consistent across studies (Sloan

2000). While many studies have focused on differences between for-profit and

nonprofit hospitals, there is less evidence on the differences related specifically to

ownership. Some studies suggest that public hospitals perform worse than pri-

vate ones, but this may simply reflect their status as “providers of last resort”

whereby they are forced to handle more complex cases. 

Some studies have focused on specific hospital behaviors. They suggest that

private providers respond to incentives and tend to “game” the system if possible.

This can be seen in many areas—for example, creative cost accounting and

charging to increase profits (Chan et al. 1997; Maher and Marais 1998), systematic

upcoding in response to DRG payment (Silverman and Skinner 2001), price

 responses to monopoly power (Duggan 2000), and activity shifting in response to

outdated price schedules (Imai, Jacobzone, and Lenain 2000). Interestingly, the

U.S. literature suggests that nonprofits and for-profit hospitals respond in very

similar ways to changes in incentives, and game the system equally (Chan et al.

1997; Duggan 2000; Silverman and Skinner 2001). In other words, although insti-

tutional arrangements should ensure that nonprofits have “softer” incentives, the

institutional constraints on their behavior seem to have little impact, at least in

highly competitive environments.

Along these lines, China can achieve the changes in autonomy outlined
above within both the public and private sectors. If hospitals and health
centers are retained as government-owned public services units, the
administrative and regulatory regime that governs what public services
unit managers can and cannot do will have to be reformed. Alternatively,
providers can be transformed into private entities—in principle either for-
profit or nonprofit. Privatized providers would fall under private law and
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regulations, and the government would need to ensure that the legal and
regulatory framework and systems do indeed create an appropriate mix
of autonomy and constraint. Many countries have found that—with the
exceptions of primary care providers and niche markets—this is more dif-
ficult to achieve in the case of for-profit providers, which face stronger
financial incentives. However, if adequate oversight arrangements are put
in place—an issue addressed below—government and private nonprofit
providers can be very similar in terms of managerial autonomy and finan-
cial incentives. In fact, within the OECD, the distinction between public
and private provision is becoming increasingly blurred. 

Of course, there are risks and practical concerns with both options.
Retaining providers as government public services units has benefits. It
gives the government a more direct role in monitoring and enforcing safe-
guards, making it responsible for reforming established administrative
and regulatory systems, and putting in place adequate governance arrange-
ments for autonomous providers (box 6.7). Yet this approach also has

Box 6.7

Governance of Autonomous Public Sector Providers

When government providers have independence and autonomy, the govern-

ment does not exercise direct administrative control, and other mechanisms

must be found to promote equity and quality, safeguard public health, and pre-

vent malfeasance. In many countries, hospital or health boards are playing an

 increasingly important role as the “voice of ownership” in relation to hospital or

health center managers. Generally speaking, boards are responsible for strategic

leadership and direction, performance monitoring, clinical quality assurance,

budgeting, and examination of finances, while the manager is responsible for

 implementation. The institutional arrangements and practice of board gover-

nance vary considerably across countries, however. While large hospitals can

have a dedicated board, some health systems have used regional boards to over-

see the activities of many smaller providers. Countries also vary in how the board

is appointed, its size and composition, its specific responsibilities and procedures,

its power in relation to the hospital manager, and other characteristics. Although

clear principles of good board governance exist (Pointer and Orlikoff 1999; Taylor

2000), there is no obvious blueprint for how hospitals should be governed, and

international experience shows that implementing a good system of board gov-

ernance is far from easy (Ditzel, Strach, and Pirozek 2006).



downsides. Government may be torn in two directions—on the one hand,
wanting to monitor and enforce safeguards geared toward better popu-
lation health, and on the other, tempted to use its power as owner of
health facilities to pursue nonhealth goals. Some of the goals may be well-
intentioned (for example, keeping retired doctors on the payroll in the
absence of a proper pension system), while others may not be (for exam-
ple, an official appointing an inadequately qualified friend or relative to a
permanent position in a hospital). In contrast, the second option involving
nonprofit providers inevitably loosens government control. Government
can impose oversight requirements through legislation and regulation,
but direct control will be limited (for example, to representation on the
provider’s supervisory board). Since the institutional framework and reg-
ulatory capacity for nonprofits are both weak, a rapid expansion of non-
profit provision entails significant risks (box 6.8). Yet this still may be an
attractive model if privatization is the only way for government to imple-
ment difficult and politically sensitive reforms. 

Transforming Village Providers
The challenges in improving service delivery at the village level are dif-
ferent. As for hospitals and township health centers, the NRCMS can
improve incentives by introducing better payment methods and more
explicit contracting requirements at the village level, and by restricting
the range of reimbursable services and drugs. County government can put
in place mechanisms for ensuring that public health interventions are
reimbursed adequately. This would create incentives to improve quality,
increase the focus on primary care, and strengthen referrals. However, as
with hospitals and township health centers, changing incentives is only
part of the story.

Currently, most village clinics are operated as small businesses, although
the actual facilities may be owned by the government or collective. Village
providers are at least formally covered by licensing and certification require-
ments, and are bound by the regulated price schedule. But they are other-
wise free of many of the administrative and regulatory constraints that
higher-level providers face. 

The main challenge at the village level is the weak technical capacity of
providers. A recent study in the Beijing area found that only 65 percent of
randomly selected village doctors had a secondary technical school degree
or equivalent training, while the remainder had no medical training or
qualifications beyond high school (You 2003). A similar study of 46 poor
counties in the western provinces found that 70 percent of village doctors
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Box 6.8

Issues in the Legislation and Regulation of Nonprofit 
Organizations

Nonprofit organizations are essentially companies without shares. The principle

of nondistribution of profits is the most important legal distinction between

NPOs and for-profit organizations. In most countries, the regulatory framework for

NPOs comprises not a single law but a series of laws and regulations, many of

which are not specific to the health sector. 

Most countries have defined procedures and criteria for establishment of NPOs.

These include clear “public benefit” criteria for organizations that apply to be estab-

lished as nonprofit service providers. For example, for a health care organization to

qualify for nonprofit status in the United States, it must meet a “community bene-

fit standard” that requires it to show that nonemergency care is provided to all who

can pay and that emergency care is provided to anyone, regardless of ability to

pay. Once established, an NPO tends to be treated as a “legal person,” with all the

relevant rights (to rent, lease, buy, and form contracts) and subject to the same

regulations as other legal persons. 

NPOs also tend to be subject to laws concerning governing documents, such

as charters, that establish the organization’s purpose, its governance structure,

the powers of its governing bodies, and transparency and public-disclosure rules.

When NPOs are involved in service provision, the government also might impose

restrictions on dissolution and liquidation, to protect public interests. Other NPO

legislation may concern outside economic activities, tax treatment, financial

 reporting, and fiduciary requirements, and so on. 

Aside from establishing the legal and regulatory framework, the government

also plays a role in monitoring and, if necessary, sanctioning organizations once

they have been established. This means that careful consideration must be given

to what level of government (local or central) and what part(s) of government

(ministry, judiciary, or other state body) should have jurisdiction over the registra-

tion and oversight of NPOs.

had no more than a high school education and had received an average of
only 20 months of medical training (Wang, Xu, and Jiang 2003). These sta-
tistics perhaps are unsurprising, given the continuing practice of many for-
mer barefoot doctors. Still, they pose a real challenge for reforms that aim
to raise standards in health care. 

Some local governments have shown that change is possible. For exam-
ple, one county in Jiangsu required all village health workers to take and
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pass a technical exam to continue to operate (Zheng 1998). Another
county health bureau fired 80 village health workers who failed to pass a
skills assessment, and temporarily reassigned township health center
health workers to serve at the village level (Yang et al. 1998). But local
reforms may need to be complemented by central and provincial systems
to support structural change. Unqualified village doctors must be given
opportunities and support to meet new demands. This will require not
only financial input from government, but also a system for ensuring that
training funds are well used. Retirement arrangements also must be
devised for health workers that are either too old or are unable to be
retrained. And the government will need to facilitate the entry of quali-
fied health professionals into establishment of village-level practices. At a
minimum, this will mean minimizing administrative barriers, but the gov-
ernment also can facilitate access to credit for initial investments. 

Another challenge facing NRCMS is monitoring and managing its
relationship with numerous and dispersed village clinics. Perhaps the
best option is to vertically integrate village clinics with township health
centers—that is, the township health centers become owners of the vil-
lage clinics. Some counties already are doing this. The stated aim of the
reforms has been to improve quality of care by controlling drug quality
and staff competence, often in the hope that such improvements would
increase township health center utilization and revenues. These reforms
have taken different shapes, often including a consolidation and rehabil-
itation of village clinics, increased control by county authorities or town-
ship health centers over allocation and supervision of village health
workers, and strengthened technical guidance from the township health
centers (Wang, Feng, and Gong 1999; Liang and He 2003; Pan and Yan
2004; Qianyang Health Bureau 2004).71 The reforms have been expected
to increase efficiency, improve quality and referrals, and strengthen the
focus on prevention. While the evidence is currently thin, vertical inte-
gration of township health centers and village clinics may be an impor-
tant way of strengthening quality control and improving performance of
primary health services in some parts of the country. 

Reform Priorities, Sequencing, and Capacity

The reform ideas set out in this chapter make for a challenging agenda.
They call for organizational reforms, and for strengthened capacity in gov-
ernment, insurers, and providers. They most likely would result in sub-
stantial structural change in service delivery systems, with far-reaching
implications for the health workforce. This agenda, then, has to be seen



as targeted for the medium and long term. That being the case, it is worth
thinking about how a reform process might proceed, and what capacity
needs and resistance are likely to arise along the way.

• NRCMS must become a strong “purchaser.” The proposed reforms are
premised on a strong and capable NRCMS, acting in the interest of the
population it services. As highlighted in chapter 5, NRCMS already
has come a long way, yet there is still much work to do—not only in
building systems and capacity, but also in creating organizational and
institutional arrangements that make the NRCMS a responsive and
accountable agent for the covered population. 

• Local purchasing initiatives can be expanded. While efforts to strengthen
the NRCMS will take time, some local schemes have already shown that
payment reforms and simple steps toward “strategic purchasing” are pos-
sible. If local NRCMS agencies can be provided with increased technical
support and guidance from the provincial and central levels, these local
initiatives can be expanded. 

• There is a need to evaluate and learn from early reformers. As there is
not—and, given China’s diversity, probably never will be—a blueprint
for reform, there is a strong case for testing and evaluating different
 reform options. This will allow NRCMS agencies at all levels of govern-
ment to learn important lessons, and to improve the design of reforms
over time. In some parts of the country where capacity is less of a con-
straint, more sophisticated purchasing reforms can be introduced with-
out much delay. This could include comprehensive payment systems
based on careful cost analysis, explicit quality and performance stan-
dards, computerized monitoring systems, and so forth. Again, evalua-
tion will be important so that the experiences of early adopters can
 inform the expansion of reforms to other parts of China. 

• Purchasing reforms need to go hand-in-hand with complementary
service delivery reforms. A central tenet of the chapter is that these
payment and purchasing reforms may well come to naught if they are
not accompanied by a number of complementary reforms: overhaul-
ing the price regulation system, increasing provider autonomy over
human resources, strengthening systems of government regulation and
capital investment financing, and putting in place a public health
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agency that has the resources and capacity to contract for key public
health interventions. 

• Reforming price regulation and increasing provider autonomy will be
essential—these are difficult steps to take, but the government has
made a start. Without price reform, even the best efforts by NRCMS
to reform payment systems will not remove the distortions in provider
incentives. And providers cannot reasonably be expected to improve
performance if government regulations or planning systems block the
way. Fortunately, the government has made a start in both areas. Reg-
ulated prices have been edging closer to costs in recent years, although
there is still some way to go. And MOH guidelines have pushed for
 expanded flexibility in hiring and firing, and in contractual arrange-
ments for staff. These efforts will need to be deepened, however. Both
cases will involve technical challenges. For example, the cost analysis
that underpins pricing needs to be strengthened; more transparent in-
stitutional arrangements for reviewing and updating price schedules
will be needed; and detailed regulations and oversight arrangements
for providers will need to be worked out. 

• There will be a need to manage the interests of different stakeholders
in the reform process. Perhaps the most important constraint to
 reforms lies in the resistance that they are likely to meet. Patient
groups, providers, and the pharmaceutical industry are all likely to
 object to a new approach to price regulation, albeit for different rea-
sons. And increased provider autonomy on hiring and firing inevitably
will be resisted by “insiders,” who see job security and remuneration
threatened. The interests of these parties cannot be ignored, but at the
same time they cannot be allowed to stand in the way of reforms that
have the potential of bringing widespread benefits. Progress will
 depend on building broad-based consensus on the need for reforms,
and on finding ways of compensating “losers.” Fortunately, China has a
long tradition of managing these kinds of difficult reforms. 
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While some differences of opinion may exist over the precise meaning
and boundaries of public health (box 7.1), for many years China was
indisputably a world leader in the field. Even before the establishment of
the People’s Republic of China, the People’s Liberation Army mounted
effective disease prevention campaigns. In 1954, epidemic prevention sta-
tions (EPSs)—fully funded by government—began to be established, ini-
tially at the provincial level and eventually at the prefecture, city, and
county levels (Sidel and Sidel 1982; Du and Tu 1991).72 In addition, a
number of disease-specific institutes were set up, focusing, for example,
on plague, leprosy, schistosomiasis, TB, malaria, and kala-azar. Below the
county level, prevention was integrated in the activities of township
health centers and village clinics, which were funded either by govern-
ment or by the collective. Disease prevention was also the focus of mass
campaigns, such as “elimination of four pests” and “two controls and five
changes,”73 and social mobilization initiatives (Horn 1971; Sidel and Sidel
1982; and Chen 1985). These public health initiatives—along with estab-
lishment of the cooperative medical scheme—are largely credited for the
spectacular declines in child and maternal mortality that occurred, as well
as the virtual elimination of some infectious diseases. 

C H A P T E R  7

Enhancing Accountability 
and Incentives in Public Health
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Box 7.1

What Is Public Health? 

One approach to defining public health is in terms of interventions and activities.

At the minimum, public health includes collective or population-wide programs

and interventions aimed at addressing risks facing an entire population. Collec-

tive public health interventions may include activities such as vector control, bet-

ter sanitation and water quality, protection against environmental risks, health

education and promotion, legislation and regulation, systematic monitoring of

health and health risks, and so on. All these interventions can be considered pub-

lic goods—that is, they generate benefits for the community as a whole rather

than for specific individuals. This provides a rationale for making such interven-

tions free of charge through government financing. Governments commonly

provide as well as finance public goods because the quality of provision often is

hard to monitor, making contracting with private providers problematic. 

Public health also covers a variety of activities and interventions that are deliv-

ered to individuals but benefit the wider community. Perhaps the most promi-

nent example is immunization, which, by preventing a person from contracting a

disease, protects the community. In the language of economics, immunizations

have an external benefit for the community as a whole. But there are also other

personal, or individual, interventions that have community-wide benefits. For

 example, early detection and treatment of communicable diseases such as TB,

HIV/AIDS, and sexually transmitted diseases not only has benefits for the infected

person but may also, through various mechanisms, reduce the risks of others

 becoming infected. Increasingly, screening programs for noncommunicable dis-

eases, such as cancer, are considered to be public health activities.74 People will

overlook the external benefit associated with personal public health interven-

tions and will focus on their own returns when deciding how much of these serv-

ices to demand. This calls for governments to subsidize such interventions, if not

make them available free of charge. Contracting with private providers often is

feasible for such interventions, so government financing of these services need

not end up in government delivery. 

Another approach to defining public health is in terms of functions. A variety

of possible functions have been proposed, but common elements in “core” public

health functions include prevention and control of disease and injuries, protec-

tion against environmental hazards and other health risks unrelated to disease,

and public health disaster preparedness and response. Public health functions 

(continued)



China has made important public health gains in recent times, too. For
example, the reduction in TB since 1990 appears to stem from the adop-
tion of DOTS in 1991 (Dye et al. 2000; China Tuberculosis Control
Collaboration 2004). However, such successes have been accompanied by
new challenges. The SARS epidemic of 2003 not only put a new disease
on the map, it also exposed weaknesses in the rural public health system.
Communicable disease mortality from some causes has been increasing.
And where it has been falling, the rate has been slower than in several
neighboring countries. China’s rate of reduction of child mortality—while
enough to put China on track to hit the MDG target—looks less impres-
sive when set in the context of rapid national economic growth and the
achievements of slower-growing economies in the region. Moreover,
apparently large socioeconomic inequalities in child mortality and in
maternal mortality show no sign of diminishing. And China is facing new
public health challenges both from emerging and reemerging communi-
cable diseases and a rapid epidemiological transition.

These challenges have not gone unnoticed. Chapter 3 described a
number of important public health policy developments and institutional
reforms pushed through by government in the 2000s. It also showed a
decades-long, consistent government commitment to prevention and
public health, reflected in steadily increasing budget allocations. Indeed,
government spending on public health as a share of GDP is relatively
high by international standards. Nonetheless, despite considerable
progress on the policy and institutional fronts, and steadily rising spend-
ing, international experts point to continued weaknesses in China’s pub-
lic health system. These are summarized in table 7.1, grouped around
core public health activities. 

This chapter analyzes the causes of these weaknesses and outlines some
reform options. The analysis draws on material prepared for this study,
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sometimes are defined more expansively to include quality control and assur-

ance, equity, and human resources, for example (Public Health Functions Steering

Committee 1994; Bettcher, Sapirie, and Goon 1998; PAHO 2002; and World Bank

2002b). While a case can be made for government intervention, addressing these

concerns is arguably a function of the health system as a whole and not specifi-

cally a public health function.
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Table 7.1  Key Weaknesses in the Public Health System 

Activities Issues and weaknesses

Monitor and analyze
health status and health
problems of population
to guide policy and 
program development

• Poor data quality from administrative systems
• Information gaps for important population groups (e.g., 

floating population) and health problems (e.g., NCDs)
• Data inadequately analyzed, and findings and analysis not 

effectively communicated to policy makers and other
stakeholders at different levels

• Disconnect between priority health problems and investment
in services that actually address those problems 

Disease surveillance, case
detection and investiga-
tion, and preparation 
for and management 
of disease outbreaks 
and other public health
disasters

• Poor data quality: delays, under- and misreporting, limited 
coverage (effective coverage of surveillance often limited to
urban centers and some township capitals) 

• Limited data sharing across institutions and levels of 
government, and persistent problems in reporting standards,
communication systems, and cross-agency coordination 

• Limited and fragmented technical capacity in surveillance, field
epidemiology, and laboratory testing, resulting in weak 
capacity in early recognition of suspect cases and notification 
of authorities

• Weak cross-sector coordination for emergency planning
• No system or mechanism for emergency projection or alert,

and lack of simulations or drills
Health promotion and 

education
• Local health promotion and education activities not always

closely linked with County Framework for Health Education
and Promotion Plan developed by the MOH; very little focus
on NCDs 

• Lack of local systematic assessment of needs and 
opportunities for health promotion and education

Preventive medical 
services

• Access to many preventive health care services restricted to 
urban areas, and poor coverage of many interventions in rural
and remote areas 

• Preventive and screening services not always free of charge

Design and enforcement
of public health legisla-
tion and regulations and
other health protection
measures

• Emphasis on administrative licensing rather than health 
inspections and law enforcement 

• Tendency to focus on larger and profitable firms/industries in
public health inspection and licensing activities, rather than on
high-risk ones

• Limited work to protect communities against environmental
health risks at township and village level; insufficient incentives
for THCs and village clinics to contribute to health protection
efforts

Sources: Claeson, Wang, and Hu 2004 and Koplan et al. 2005.



including two assessments (Claeson, Wang, and Hu. 2004; and Koplan
et al. 2005), case studies of the organization and financing of public health
in two counties (China Health Economics Institute 2006; Wang, Sun et al.
2006),75 as well as other research. The weaknesses ultimately can be traced
to problems with incentives and accountability relationships. Without
reforming these, it is argued, the symptoms are likely to persist.

The Misalignment of Incentives and Accountability 

Behind every item in table 7.1 lurks the question: Why? Why are the data
from administrative systems of poor quality? Why is there a disconnect
between priority health problems and investment in services that actu-
ally address those problems? Ultimately, the sources for these and the
other identified weaknesses can be found in the incentives and accounta-
bility relationships arising from the systems for financing and delivering
public health. 

Local governments (counties) in China are largely left to their own
devices to finance and deliver public health. The budgets for public health
are set at the county level, largely from county government revenues,
which means that local government in the poorest parts of the country
spend the least on public health despite facing the toughest challenges.
Resources from higher levels of government help, but the flow is small and
typically comes with few strings attached (transfers for preventing and
treating TB are currently an exception). As a result, local governments
have considerable latitude to choose their own health priorities and, within
these, their public health priorities. The risk is that inappropriate choices
will be made. For example, some local officials may attach too little impor-
tance to “jurisdictional spillovers”—the fact that their county’s public
health preparedness affects the chances of a neighboring county being hit
by a public health outbreak. 

Partly because of their limited resources, local governments have relied
on a network of providers and institutions that are largely financially
autonomous to deliver public health interventions. The network includes
the Center for Disease Control, the maternal-child health center, the
family planning agency, and other agencies with targeted mandates
(referred to here as public health institutions, or PHIs), as well as regular
health providers such as village doctors, township health centers, and
county hospitals. The precise mix of public health activities in a given
county thus depends largely on what these providers and agencies decide
to deliver, which in turn depends at least in part on their incentives. Local
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governments provide some of the actors with a budget to cover the costs
of public health activities, and in the process may appoint staff to the
institution. Typically, the budget and the appointments come with a let-
ter of responsibility (LOR) that specifies priorities and performance tar-
gets. But in practice these are hard to enforce because of the difficulties
of monitoring performance in many public health activities, particularly
the population-based ones. For example, a local government cannot eas-
ily monitor the efforts and effectiveness of a public health institution’s
surveillance efforts. 

Much of the revenue of public health institutions—except for the fam-
ily planning agency, which is fully funded out of general revenues—comes
from user charges. Such fees often are encouraged by local governments
because they reduce the financial drag from public health institutions and
health care providers—indeed, some local governments even set revenue
targets for these institutions. These charges, which are used in part to pay
staff bonuses, are sometimes for public health activities (for example,
individuals being charged for out-of-plan immunization or institutions
being charged for hygiene inspections) but are often for activities and
interventions not related to public health (for example, liver function
tests for TB patients). Perfectly rationally, at least from their perspective,
public health institutions and health care providers tend to focus on the
incentives at the margin, emphasizing public health activities that are
more profitable and ignoring those that are not. The winnowing is further
tightened by public health institutions’ tendency to embrace profitable
nonpublic health activities, provided that such delivery does not risk
withdrawal of a future contract with the local government and that avail-
able staff (including those appointed by the local government) can deliver
the interventions. The relatively general training of public health profes-
sionals in China makes the latter easier. 

How is this mismatch of incentives with accountability related to the
weaknesses summarized in table 7.1? Public health data from administra-
tive systems are of poor quality because local governments do not prior-
itize data collection and data analysis. In fact, the incentives in some
respects encourage poor quality data. For example, evidence (from a case
reported more fully below) shows that data for the numerator and
denominator of immunization rates are of low quality. In part, the short-
coming of the numerator likely reflects the incentive to providers to exag-
gerate their immunization activity to show they are taking their public
health mandate seriously. Similar reasoning explains the disconnect
between priority health problems and investment in services to solve
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them. What is seen as a priority by an international expert or by someone
looking at the larger picture may not seem so to a local government offi-
cial whose job and promotion prospects may depend on more tangible
factors than preventing an outbreak of, say, avian influenza. And even if
the services that the international expert sees as a priority are listed as pri-
orities by the government in the LOR, public health institutions are
unlikely to focus on them if larger profits can be made by delivering other
services. The next section looks in greater detail at the role decentraliza-
tion plays in the mismatch of incentives and priorities, and explores pos-
sible improvements.

Geographic Disparities in Spending 

In part, the weaknesses of China’s public health system reflect its high
degree of decentralization. As noted, local governments are left largely to
their own devices to finance and deliver public health activities—the
financial transfers from higher-level governments are small and seldom
earmarked for public health. The result is substantial disparities in public
health spending, with counties facing the toughest public health chal-
lenges spending the least. Of course, decentralization per se is not a villain
to be universally resisted. When it comes to public health, however, there
are good reasons—as the experiences of other countries have shown—to
be wary of decentralizing too much (box 7.2). 
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Box 7.2

The Case for (and against) Decentralization

The division of fiscal, political, and administrative authority across levels of govern-

ment is an issue that has received considerable attention in China and around the

world (World Bank 2002; Shah 2004). A general principle associated with the liter-

ature on “fiscal federalism” argues for public services to be provided by the jurisdic-

tion controlling the smallest geographic area that would internalize the benefits

and costs of such provision (Musgrave 1959; Oates 1972). It is this theoretical prin-

ciple that underpins the more practical notion of subsidiarity, which argues that

taxing, spending, and regulatory functions should be exercised by lower levels of

government unless a convincing case could be made for assigning them to a

higher level. 

(continued)



Geographical Disparities in Public Health Spending 
and the Role of Fiscal Transfers
One risk of giving heavy financing responsibility to county governments
is that spending across counties will vary considerably depending on the
economic development and the fiscal capacity of each county. Results
would not just be inequitable but also inefficient. After all, epidemics
such as TB, SARS, and avian influenza do not respect county or provin-
cial boundaries. Yet the data show a strong positive correlation between
provincial disease control expenditure and provincial GDP per capita
(figure 7.1). At the same time, at least some public health challenges, such
as TB, are greater in the poorer provinces and counties (figure 7.2). 

The disadvantages of having counties rely largely on their own resources
to pay for public health programs are clear in a number of public health
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Box 7.2 (Continued)

The case for decentralization is based on a number of arguments: (a) local

government has better information about local needs and preferences, (b) local

provision allows for variation in service delivery to reflect differences in needs and

preferences, (c) proximity of decision makers and service providers to the local

population may strengthen transparency and accountability, and (d) competition

among local governments can promote efficiency.

On the other hand, decentralization is widely recognized to have downsides

(Prud’homme 1995). For example, local service provision may be inefficient due to

insufficient economies of scale and scope in production or because local govern-

ment lacks technical and management capacity. Local governments may under-

spend on some activities due to spillover of benefits between jurisdictions. Local

accountability mechanisms may be weak and there may be risk of capture by local

elites. Without mechanisms to equalize fiscal resources across localities, outcomes

are likely to be inequitable. These potential downsides are more than merely hypo-

thetical. Some evidence shows that decentralization can lead to reprioritization by

local government, reflecting failure to consider spillover effects, lack of information

and/or technical capacity, and local political dynamics. Examples include a nega-

tive impact on immunization rates from decentralization in middle-income coun-

tries (Khaleghian 2004), a reallocation of resources from public health to personal

health services in Uganda (Akin, J., P. Hutchinson, and K. Strumpf 2001), and a real-

location from primary to secondary care in Nicaragua (Birn, Zimmerman, and

Garfied 2000).
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Figure 7.1  Government Expenditure on Disease Control by Province

Sources: Data on disease control expenditure are from Gong (2003); gross regional product estimates are from
the National Bureau of Statistics’ China Statistical Yearbook 2004. 
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estimates are from the National Bureau of Statistics’ China Statistical Yearbook 2004. 
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areas. Consider the case of TB. Counties have relied largely on their own
resources for TB programs (this is now changing), including the matching
funds for the World Bank–financed DOTS program that spearheaded the
treatment regimen in China. In Shangdong, where the implementation of
TB programs has been studied, poorer counties—despite having a higher
prevalence of tuberculosis—spent less per capita on TB control than richer
ones (Meng et al. 2004). This meant a smaller sum from the World Bank
project because of the matching requirement. Unsurprisingly, case detec-
tion rates were lower in these poorer counties (Zhan, Wang et al. 2004). 

The geographic inequalities in public health spending are to some
degree reduced by earmarked transfers for public health. But such trans-
fers are limited. With the exception of periodic investment programs by
central government, most earmarked transfers are “demand-driven”—
higher levels of government determine the amounts transferred based on
specific requests by local governments and their own fiscal capacity.
These transactions typically require matching funds by local government.
Earmarked transfers for capital investments in institutions with public
health responsibilities are one example of transfers that require matching
funds. There are also earmarked transfers related to specific epidemic dis-
eases or public health programs such as EPI, which tend to be allocated
according to the number of patients to be treated and quotas for preven-
tive care providers, treatment costs, and administrative costs. Some of
these transfers also require local matching funds. 

Although recent public health investments have resulted in a large
injection of funds from the central and provincial levels, very little evi-
dence is available on the actual importance of earmarked fiscal transfers
in that process. However, if the findings from the county case studies are
indicative, the role of upper-level government in financing public health
activities is very limited and confined to a few specific areas. For the two
case-study counties, central and provincial government together account
for only 6 percent of total spending on prevention and public health,
compared to 34 and 35 percent, respectively, by county government
(figure 7.3). In both counties, central and provincial funds are used to
finance immunization programs, HIV/AIDS prevention and treatment,
and other communicable disease programs (figure 7.4). 

Earmarked transfers are not the only mechanism for reducing geo-
graphical disparities in government spending on public health. Central
and provincial governments also use tax-sharing arrangements and gen-
eral fiscal transfers to ensure that local government has adequate financial
resources. General fiscal transfers have been growing in importance in



recent years, and are becoming more equalizing. However, they still leave
large inequalities in fiscal capacity across counties (box 7.3). 

Reducing Geographic Disparities in Public Health Spending
Looking forward, how should disparities in spending on public health
across local governments be addressed? Several options are worth consid-
ering. One is to convert public health institutions into vertically integrated
central or provincial organizations, fully funded by national or provincial
government but with local offices. This is essentially how some public
health agencies in China such as the Food and Drug Administration
(FDA), the Administration of Quality Supervision, Inspection, and
Quarantine (AQSIQ), and other government institutions such as the
national tax authority operate. This may be a suitable model for some insti-
tutions. However, many public health challenges and needs are at least par-
tially local in nature, and there is a strong case for some degree of local
input and control. The vertical model is hence unlikely to be appropriate
across the board. 

The second option is to reduce disparities through the fiscal transfer
system. This could involve strengthening ongoing efforts to target general
transfers more tightly on poorer provinces and counties, or it could involve
expanded and better-targeted earmarked transfers for public health pro-
grams. The targeting of general or earmarked fiscal transfers could be based
not only on local GDP or income, but also on other factors such as mor-
tality, as well as more general indicators of poverty and deprivation. A
famous example of such an approach is the resource-allocation working
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Figure 7.3  Financing of Public Health Activities at the County Level

Source: Public Health County Case Study.

Note: “Rest of world” refers to international development assistance and other financial flows from abroad.

OOP = out-of-pocket.
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Figure 7.4  Central and Provincial Public Health Funds by County Activity

Source: Public Health County Case Study.

Note: NCD = prevention of noncommunicable disease; Occup. = occupational health care; School = school health services; HIV/AIDS = HIV-prevention-and-control-related activities such
as surveillance, intervention among high-risk and vulnerable groups, VCT, etc.; Other = all other miscellaneous public health services; CD = prevention of communicable disease; Immun. =
immunizations; and MCH, FP & C = maternal and child health, and family planning and counseling.
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Box 7.3 

Changing Patterns of Intergovernmental Relations in China

The system of intergovernmental finance has undergone a series of far-reaching

reforms in the past 25 years (Wong 1991; West and Wong 1995; Zhang 1999;

 Ahmad et al. 2002; World Bank 2002a; Wong 2004). Prior to the economic reforms

of the late 1970s, all government revenues formally belonged to the central level,

and local expenditures were financed through a flexible revenue-sharing arrange-

ment that allowed for considerable equalization. Market reforms eroded this

 system; and beginning in 1980, a system of “sharing revenues by specific sources”

was introduced—sometimes referred to as a shift from “unified revenue and uni-

fied expenditure” to “cooking in separate kitchens.” In the period leading up to the

introduction of the Tax Sharing System (TSS) in 1994, central government budg-

etary revenue fell from around 47 percent to 39 percent, and this was mirrored by

a fall in central budgetary expenditure from 51.1 percent to 28.3 percent in 1993

(Zhang 1999). By 1993, provinces collected and spent around two-thirds of

 budgetary resources. 

Another trend during the 1980s was a steady decline in government budget-

ary revenue as a share of GDP—from approximately 28.7 percent of GDP in 1978,

to 12.6 percent in mid-1990.76 The “fiscal contracts” that were introduced in 1988

to stem this decline led to a system of lump-sum provincial remittances to central

government, with remaining revenues being retained by the provinces, which

were left to resolve subprovincial fiscal arrangements. As part of this arrange-

ment, provinces accepted responsibility for meeting expenditure requirements,

thus essentially unlinking revenue sharing from expenditure needs. The fiscal

contracts also contributed to expanding geographical disparities in fiscal

 resources. 

In 1994, the TSS was introduced to increase budgetary revenue as a share of

GDP and central revenues as a share of total revenues through rationalized

 revenue-sharing arrangements, tax modernization, and improved tax administra-

tion. Expenditure assignments remained loosely defined, however, leading to

 duplication and shifting of responsibilities among levels of government. This

limitation aside, the TSS succeeded in increasing the “two ratios”: total budgetary

revenues increased as a share of GDP to over 18 percent in 2002, and the central

government share of total budget revenue rose to around 50 percent. Local gov-

ernment expenditure continued to account for approximately 70 percent of total

expenditure, and the resultant fiscal gap increased the need for central fiscal 

(continued)



party (RAWP) formula that has been used in England since 1976. The
 formula uses a number of indicators to determine allocations to local
health authorities, including mortality rates, disability rates, the fraction of
older people living alone, the number of children living in single-parent
households, and the unemployment rate. The redistributive effect of the
formula is significant, with the most disadvantaged health authority getting
40 percent more per capita than the average, and the most advantaged one
getting 20 percent less per capita (Smith, Rice, and Carr-Hill 2001).

If public health remains largely a local responsibility, which is better—
general or earmarked fiscal transfers? In contexts other than public
health, there is a case for the former, since general equalization transfers
allow the local government to allocate resources in accordance with local
preferences and needs. But general fiscal transfers have limitations when
it comes to public health. Indeed, as the next section shows, good reasons
explain why resource allocation decisions should not be left entirely at
the discretion of local government. 

Roles and Responsibilities across Levels of Government

Reducing geographic disparities in public health spending is just one of
the intergovernmental challenges faced by China’s decentralized public
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Box 7.3 (Continued)

transfers. However, both flat revenue-sharing arrangements and the predomi-

nance of compensatory transfers (fixed subsides and tax rebates) have served to

maintain or even exacerbate regional fiscal disparities, which are reproduced at

the subprovincial level. 

Although recent developments—the declining importance of tax rebates, the

introduction of new equalizing transfers, and growing emphasis on equalization

at the subprovincial level—are promising, the trends in the fiscal system have had

profound implications for the health system. First, it has been widely argued that

the transfer system has not adequately filled the vertical fiscal gap that was

opened by centralization of revenues while expanding expenditure responsibili-

ties at lower levels of government, thereby undermining the capacity of local

governments to deliver services. Second, the growing geographical disparities

between and within provinces are arguably highly inequitable and, insofar as

they prevent local governments from performing functions with benefit spillover,

inefficient (West and Wong 1995; World Bank 2002a).



health system. As mentioned previously, not only are transfers from
higher levels of government small, but the transfers have relatively few
conditions attached, and the ones that are attached are not strongly
enforced. This gives local governments considerable latitude to choose
their own health priorities and, within these, their public health priorities. 

The risk is that local officials will choose priorities that reflect narrow
rather than broader concerns. Local populations have limited influence on
decision making by local government officials, who may be more attuned
to special interests with vested concerns such as the pharmaceutical and
tobacco industries, health providers, and so on. And local officials preoccu-
pied with their own affairs may overlook how their decisions affect neigh-
boring counties and the country as a whole. The recent experience with
SARS was a powerful reminder that communicable diseases do not respect
county, provincial, or national borders—failure to detect and control a dis-
ease outbreak in one locality has profound implications for China as a
whole, as well as for other countries. But because county governments nat-
urally will tend to prioritize local benefits in deciding how much to spend
on disease control activities, even jurisdictions with less binding resource
constraints will tend to “underspend” on public health.

This section reviews the relevant evidence. It discusses how higher-
level governments influence lower-level governments. It then asks
whether lower-level governments set the wrong priorities, and concludes
they do. It goes on to suggest some reform options. 

Higher-Level Government’s Limited Influence on Local Priority Setting 
With limited financial leverage over lower-level governments, higher-level
governments have resorted to other mechanisms to promote public
health goals (figure 7.5). For policy and technical direction, MOH devel-
ops annual work plans that are disseminated to provinces and municipal-
ities at an annual National Health Conference, and then further
disseminated to local government through local work-planning meetings.
This planning process is meant to provide overall direction for public
health activities at the local level, although no formal mechanism exists
for ensuring that plans actually are implemented. MOH also has issued
standards for the organization and activities of CDC/EPS, including
staffing guidelines, organizational structure, and operating protocols that
specify the tasks, monitoring arrangements, division of labor, and so forth.
Similar, albeit less detailed, standards have been issued for other institu-
tions with public health responsibilities. These standards form the basis
for performance assessment by local health bureaus. There are also a
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number of program- or disease-specific performance management mech-
anisms. For example, the system of government official performance
assessment, which determines the promotion prospects of local politi-
cians and officials, includes indicators relating to family planning, EPI,
HIV/AIDS, and preparedness for avian influenza. National priority pro-
grams also have program-specific monitoring, supervision, and training
arrangements. 

These vertical performance management arrangements in turn shape
how county governments finance and organize public health activities.
While the allocation of budgetary subsidies to public health institutions
and health care providers with public health responsibilities essentially is
historically and norm based,77 most counties rely on letters of responsibil-
ity to set out priorities and performance targets. These are signed between
the health bureau and institutions such as the Centers for Disease
Control, maternal-child health centers, county hospitals, and township
health centers. Performance is scored at the end of the year, with impli-
cations for the promotion prospects of directors and staff. Letters of
responsibility also can extend to village clinics. For example, in one of the
case-study counties, village clinics sign a LOR with the township health
center, which sets out indicators for infectious disease reporting, MCH,

162 Reforming China’s Rural Health System

county government

General
•   MOH Annual work plan
•   standard operational protocols
•   staffing standards

Program or disease specific
•   government performance 

assessment (e.g., family planning 
and EPI included as assessment 
criteria)

•   fiscal transfers and project 
financing

•   supervision, training & TA

public health
institutions

provincial / central government

General
•   appointment of directors
•   budgetary subsidies to 

institutions
•   letters of responsibility

Program or disease specific
•   letters of responsibility
•   supervision (TB, EPI, etc.)
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and clinical services. The township health center monitors clinic activities,
and license renewals are conditional on a satisfactory performance review
against the indicators in a clinic’s LOR.

Although a number of mechanisms of vertical control and coordina-
tion are in place, the performance management system is undermined by
important weaknesses. First, the roles and responsibilities of institutions
at different levels of government remain unclear. In particular, higher-
level public health institutions, such as the provincial or city Center for
Disease Control, have little incentive to provide technical assistance and
training to lower-level institutions (Wang and Cai 2003). Second, per-
formance data from lower levels of government are weak, reflecting
incentives and inadequate systems of quality control. For example, a
recent report on immunization data (Deming 2002) found unclear and
conflicting information on both the population of immunizable children
(denominator) and the number of children actually vaccinated (numera-
tor). This makes program assessment and improvement impossible,
impedes planning and resource allocation, and reinforces a weak system
with false perceptions of performance. Third, higher-level government
has limited means to influence the incentives of lower-level government
and to enforce established standards or targets. Financial leverage through
transfer systems already has been shown to be limited. Moreover, institu-
tions at a higher level exercise no direct administrative or legal control
over institutions at lower levels. For example, the local health bureau
rather than the city or provincial Center for Disease Control has the for-
mal responsibility to appoint the director, make staffing decisions, oversee
the budget process, and set performance targets for a county-level CDC. 

These weaknesses are, indeed, reflected in seemingly inappropriate
local priorities. The two-county case study for this report (China
Health Economics Institute 2006; and Wang, Sun et al. 2006) suggests
that despite national plans and policies, virtually nothing was spent on
noncommunicable diseases—for example, on behavior change inter-
ventions or other prevention—in either of the two counties (figure
7.6). The study also found that in the epidemic and prevention stations
in both counties, the number of staff for disease prevention and con-
trol is only half of the mandated number.78 Among township health
centers, only one out of eight investigated met MOH requirements
that 30–50 percent of township health center staff work on disease
prevention and control and MCH, and most of the public health staff
had no formal training in public health. Similar problems have been
found in other studies (Zhang 2005). 
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Realigning Roles and Responsibilities Across Different 
Levels of Government 
The outcomes above suggest the desirability of having higher-level gov-
ernments exercise more responsibility in setting priorities and financing
and delivering public health at the local level. Vertical integration is a pos-
sibility, permitting direct hierarchical control along the lines of the FDA
and the AQSIQ. But for the reasons cited earlier, this model may be
unsuitable for the public health system. An alternative would combine
better-targeted fiscal transfer earmarks with stronger accountability in
public health relations across different levels of government. 

In part, the task ahead is to encourage lower levels of government—
through carrot-and-stick incentives—to choose priorities that reflect wider
provincial and national concerns while delivering services of appropriate
quality. But the challenge is also to ensure that higher-level governments
provide local governments not just the financial resources, but also the
human and technical resources needed to perform high-priority public
health functions. Public health requires highly specialized technical skills,
some of which are inefficient to generate and maintain locally. Higher-level
governments can provide these skills—whether through analysis of sur-
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veillance data and other routine technical functions or by lending pub-
lic health staff to county governments during disease outbreaks. 

Higher-level institutions should be given more explicit responsibilities,
incentives, and mandates to provide technical support and guidance to
lower-level institutions. Coherent public health standards and targets that
reflect national policies and priorities should be established for county gov-
ernments. This process might usefully start with a reevaluation of how pub-
lic health priorities are currently set—a difficult exercise for which there
are no quick fixes and no right answers, but for which better data and
clearer guidelines are increasingly available (box 7.4). Such standards and
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Box 7.4

Cost-Effectiveness and the Challenge of Prioritization

Widely agreed-upon key goals for any public health system include prevention

and control of injuries and disease, population protection against environmental

hazards and other health risks, and preparation for and response to public health

disasters. Meeting these goals involves a wide range of strategies and practices—

monitoring of the population’s health status; systems for disease surveillance, case

detection, and outbreak control; health promotion and education; preventive

medical services; design and enforcement of public health legislation; and so on.

With limited resources, the government faces difficult choices about allocat-

ing its money. Which preventive health services should be prioritized? Which

health issues should be the focus of health promotion campaigns, and how

should those campaigns be undertaken? How much money should go into the

surveillance system? And perhaps the most fundamental question of all, what

 basis should be used in making these decisions?

An obvious way to meet the challenge of prioritization is to weigh and com-

pare the costs and health benefits of different courses of action. This is essentially

what generalized cost-effectiveness studies do—that is, they ask how many life-

years (adjusting for disability or quality in more sophisticated analysis) would be

saved by spending an extra dollar on different interventions. For example, the

childhood vaccinations traditionally included in national immunizations pro-

grams (for TB, diphtheria, tetanus, pertussis, poliomyelitis, and measles) have been

shown to be highly cost-effective in most contexts. Similarly, a number of other

public health interventions—for example, promotion of breast-feeding and 

(continued)
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Box 7.4 (Continued)

other  healthy behaviors, prevention of respiratory infections and diarrhea in

children, and prevention and treatment of TB and possibly HIV/AIDS—are rou-

tinely considered essential public health services because of their relative cost-

effectiveness (World Bank 1993; WHO 2000; and Jha and Mills 2002).

Notwithstanding the conceptual appeal of this approach, a recent study of

OECD public health systems (Allin et al. 2004) found that “none of the eight

countries has explicit, systematic procedures for making decisions affecting

public health or setting priorities among different public health interventions.”

Burden of disease and the scope for prevention certainly were considered in

decision making, but the study found that political negotiations, interest group

pressure, and other factors also played a role. Inherent methodological chal-

lenges also explain why cost-effectiveness analysis often has been downplayed

in prioritization exercises (Kenkel 2000). For example, how should the nonmon-

etary costs of public health interventions—such as changing behaviors—be

taken into account? Considering that the results of prevention often are seen

only over the longer term, how should future costs and benefits be discounted?

To what extent can evidence from one country or context be generalized to

 another? And what about equity considerations? 

While many of these challenges remain, cost-effectiveness evidence has

gained importance and acceptance in recent years. As seen in a recent study

(Jamison et al. 2006), the evidence base is expanding rapidly. Many countries are

investing in research programs and institutions to strengthen and consolidate

the evidence on best practices in public health—for example, NICE in the United

Kingdom, the CDC Guide to Community Preventive Services and the Preventive

Services Task Force in the United States, and the Cochrane Collaboration

 Reviews.79 In all of these efforts, economic evaluation plays an important role. 

But even if governments now can access better and more comprehensive

 evidence on cost-effectiveness in public health, this evidence inevitably will con-

tinue to be a partial guide. Cost-effectiveness is, after all, only one of many rele-

vant criteria for prioritization. And the data on cost-effectiveness is likely to  

remain elusive in some areas of public health. Consider, for example, what it

would take to determine the number of life-years saved from investments in dis-

ease surveillance. Undoubtedly the human and economic costs of a disease out-

break can be enormous, but to determine the role of surveillance in preventing

or reducing those costs clearly would be a Herculean task. Similar challenges arise

in other areas of public health, such as disaster preparedness, monitoring and

(continued)
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Box 7.4 (Continued)

analysis of health problems, and so on. The randomized controlled trials that

would be needed are hard even to imagine. 

So how do health systems deal with prioritization, given highly imperfect

 information and multiple criteria? As previously mentioned, countries are

 increasingly investing in systems to strengthen the evidence base for policy

making, and many countries have put in place institutions and agencies that

routinely scrutinize public health practice in light of available evidence. In some

areas, cost-effectiveness cannot be a guide. Instead, decisions about the scope

of activities such as surveillance will need to be based on an assessment of the

relative importance of different risks and challenges, and the capacity to address

them through specific activities or interventions. Striking the right balance is not

easy, particularly considering how quickly challenges and opportunities can

change. This has led Canada (Health Canada 2003) and the United Kingdom

(Wanless 2004) to undertake in-depth reviews and consultations on public

health goals and priorities. Similar exercises have been undertaken in other

countries. This might be an opportune time for China to do the same.

targets must go hand-in-hand with systems of performance accountability.
Those systems depend on reliable information and on effective incentives—
through fiscal transfer operations, as well as rewards and sanctions for
government officials and managers working in public health. 

Instituting these changes will depend not only on reforming the man-
date and incentives of institutions with public health responsibilities at the
central, provincial, and city levels, but it also has implications for the gov-
ernmentwide system of performance management. While the reforms
would be far-reaching and difficult, China has experiences on which to
build. For example, the new Centers for Health Inspection and Supervision
(CHIS) receive full funding from government, and higher-level centers
have a legally defined role to supervise law enforcement and review staff
qualifications of the lower-level institutions. China can also learn from
other countries. Many nations leave the responsibility for public health to
local governments, but also maintain a variety of fiscal, legal, and organiza-
tional arrangements to exercise some degree of vertical control (see box
7.5). This toolkit of options includes earmarked fiscal transfers, legal provi-
sions that mandate minimum standards by local government, performance
targets and monitoring, technical guidance and support, and so on. These
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Box 7.5

Public Health in a Decentralized Context: How Do Other
Countries Do It?

Most countries make public health primarily a local responsibility. However, cen-

tral and provincial/state governments often retain important roles. This reflects

the importance of specialized technical expertise in some areas of public health,

the need to safeguard equity goals and other national interests (for example, to

conduct surveillance for and combat outbreaks of communicable disease), and

the comparative advantage of national government to provide “public goods”

such as research and public health evidence. 

Focusing on the United Kingdom, Canada, and the United States, the table

below provides an overview of the organization of public health at different lev-

els of government, and of the financial and institutional mechanisms that higher

levels of government employ to guide and strengthen local public health

 activities. Despite important differences across the three countries, there are also

important similarities. First, local responsibility for public health tends to lie with a

single agency or organization, facilitating coordination and prioritization. Second,

financing of local public health programs and activities primarily comes from

higher-level government. Third, higher-level institutions primarily play a techni-

cal, coordinating, and oversight role, and work in close collaboration with lower-

level organizations. Fourth, higher-level governments employ a wide range of

mechanisms to influence the resource allocation and activities of local govern-

ment, including regulated minimum standards, performance targets, fiscal levers,

deployment of higher-level staff, and training, among others.

United Kingdom Canada United States

Local public 
health 
responsibility

Primary Care Trusts
(PCTs) have the
main respon sibility
for primary and
community health
(covering popula-
tions ranging from
60,000 to 380,000).

In most provinces/
territories, Regional
Health Authorities
or Boards play the
leading role in
 implementing
 public health pro-
grams (covering
populations ranging
from 600,000 to 
2.4 million).

In most states, 
county or municipal
health departments
have primary
 responsibility for
 implementing public
health programs
(usually covering a
population of less
than 25,000).

(continued)
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United Kingdom Canada United States

Higher-level
agencies

Twenty-eight 
Strategic Health
Authorities are
responsible for per-
formance manage-
ment; nine Public
Health Observatories
monitor and report
on health and disease
trends; the national
Health Protection
Agency (HPA) is
responsible for sur-
veillance and health
protection; the
National Institute of
Clinical Excellence
develops and main-
tains evidence base
for public health; the
Commission for
Healthcare Audit and
Inspection (CHAI)
monitors perform-
ance and value for
money.

Public health branch
of provincial govern-
ment is responsible
for policy, priority
setting, financing,
and oversight. New
Public Health
Agency of Canada
was established in
2004 to provide fed-
eral leadership on
public health, and
facilitate coordina-
tion with provinces/
territories. Other
federal agencies
include federal labo-
ratories and the
Canadian Food
Inspection Agency.
New Pan-Canadian
Public Health 
Network has been
established to
strengthen
 coordination and
collaboration. 

State public health
departments,
sometimes com-
bined with Medi-
caid offices, are
responsible for pol-
icy making, priority
setting, data collec-
tion and analysis,
financing, and
oversight. Federal
government,
through the
Department of
Health and Human
Services (DHHS),
has regulatory
authority and con-
tributes financial
resources. Other
federal agencies
include the Center
for Disease Control,
Food and Drug
Administration,
Administration of
Children and
 Families, etc.

Financing Overall funding to 
PCT is determined by
a formula that takes
into account health
needs.

Limited use of con-
ditional transfers by
federal government.
Provincial govern-
ment partially funds
local public health
 programs through
conditional transfers.

Federal matching 
grants make up
50–85 percent of
state public health
budgets. State 
also contributes
funds for public
health. Local
responsibility 
is primarily through
a matching 
requirement.

(continued)

Box 7.5 (Continued)
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United Kingdom Canada United States

Vertical 
perform-
ance man-
agement
mecha-
nisms

Annual Local Delivery
Plans for PCTs set out
33 targets, 11 of
which relate to public
health; CHAI periodi-
cally assesses value for
money and ensures
that public health
standards are met;
surveillance is a
national responsibility,
but implemented by
HPA in collaboration
with PCTs. 

Provinces define 
mandatory pro-
grams linked to
funding, regulation,
and monitoring
mechanisms. Provin-
cial Chief Medical
Officer can inter-
vene at local level.
Local medical offi-
cers are sometimes
provincial employ-
ees. Composition of
local health boards
is legally defined.
Pan-Canadian Public
Health Network
coordinates on stan-
dards for informa-
tion collection and
reporting, dissemi-
nation of best prac-
tices in public
health, and provides
support in the event
of emergencies.

The DHHS strategy 
Healthy People
2010 lays out quan-
tifiable national
public health
objectives and
monitoring strate-
gies. The National
Public Health Per-
formance Stan-
dards Program,
administered by
CDC, defines and
monitors perform-
ance standards for
local public health
agencies. Some
CDC staff are
posted to state
health depart-
ments. CDC pro-
vides training in
surveillance and
field epidemiology,
and provides finan -
cial and technical
support to pro-
mote the standardi-
zation, coordina-
tion, and per -
formance of sur-
veillance systems at
the local level.

Sources: Health Canada 2003, Wanless 2004, and Wall 1998.

Box 7.5 (Continued)

country examples feature a common theme: the relative roles and capaci-
ties of institutions at different levels with public health responsibilities
always are defined clearly, and duplication across levels is limited. This, in
turn, has implications for skill mixes and technical capabilities (of labora-
tories, for example) at different levels of the system. 



Clarifying Responsibilities and Financial Incentives 
at the County Level 

As noted earlier, it is not just the decentralized nature of China’s public
health system that is problematic. The incentives and accountability rela-
tions at each level of government are also an issue, especially at the local
level, where services are delivered and providers paid. Local governments
rely on a network of financially autonomous institutions with public
health responsibilities, as well as health care providers, for the delivery of
public health interventions. These institutions and providers receive some
budgetary support for public health activities, but can earn additional rev-
enues through charging patients and institutions for public health—and
other—activities and interventions. The result is fragmentation and dupli-
cation, mission creep, underprovision of some public health interventions,
and oversupply of others. 

A Fragmented System 
The public health actors in a typical county include the bureau of
health, the Center for Disease Control, the family planning institute,
the maternal-child health center, disease-specific public health insti-
tutes, the Center for Health Inspection and Supervision, the FDA, the
Environmental Protection Bureau, county hospitals, township health
centers, and village clinics. To date, there has been little information on
the relative importance (in terms of expenditure) of these different
institutions. The county case studies suggest that township health cen-
ters and the CDC epidemic prevention station account for most of the
spending on prevention and public health (71 and 65 percent, respec-
tively, in the two counties, as shown in figure 7.7). The case studies
also clearly, reveal considerable overlap in the types of public spend-
ing by different health institutions (figure 7.8). Matters are likely to
be even more complicated in counties where the new Centers for
Health Inspection and Supervision have been established and counties
where there may be other disease-specific institutions. In recent years,
some formal integration of different institutions has occurred in some
localities—for example, MCH centers and family planning institutions
at the county level or township health centers and family planning
institutions at the township level. These experiences show that integra-
tion is possible when there is strong local government leadership; with-
out it, fragmentation is likely to persist, and even with it, the process
is likely to be slow. 
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The current fragmentation of the public health system is problematic
for many reasons. It undermines the development of comprehensive and
coherent public health strategies by restricting information sharing and
coordination. It also results in inefficient and costly duplication and com-
petition. For example, there are multiple laboratories in the two case-study
counties—in the epidemic prevention stations, hospitals, and in other
agencies such as FDA, EPA, and AQSIQ. All these laboratories operate
independently, with little information exchange and coordination.80

Similarly, considerable overlap occurs in the services provided by the
MCH center, the county hospital, and the county family planning centers,
with similar duplications frequently reproduced at the township level. The
result is not only inefficiency and redundant capacity; by undermining
integrated and coordinated care, it also has implications for quality of care. 

Financing Woes: Mission Creep, Profit-Seeking, and 
Demand Inducement
The 1980s brought a series of reforms that gave institutions with public
health responsibilities—including both public health institutions and
health care providers—considerable latitude to generate business
income.81 As with health care providers, the Centers for Disease Control
and other institutions also have been given discretion over the use of
business revenues. The result has been bonus schemes that link bonuses
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County A

county hospitals
11%

THCs
30%

village clinics
2%

EPS
41%

SDPI
7%

MCH 3%

FPI
6%

County B

county
hospitals 13%

THCs
26%

village clinics
1%

EPS
39%

SDPI 0%

FPI
12%

MCH
9%

Figure 7.7  Accounting for Public Health Spending by Institutional Type

Source: Public Health County Case Study.

Note: THC = township health center; EPS = epidemic prevention station (CDC); MCH = maternal and child health
centers; SDPI = skin disease prevention institute; and FPI = family planning institute.
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Figure 7.8  Service Overlap across Institutions with Public Health Responsibilities

Source: Public Health County Case Study.

Note: NCD = prevention of noncommunicable disease; Occup. = occupational health care; School = school health services; Other = all other miscellaneous public health services; CD =
prevention of communicable disease; MCH, FP & C = maternal and child health, and family planning and counseling; THC = township health center; EPS = epidemic prevention station;
MCH = maternal and child health facility; SDPI = skin disease prevention institute; and FPI = family planning institute.
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to the facility’s financial performance. These changes have produced a
steady expansion of business income, despite increasing government sub-
sidies. They have also made China somewhat unusual in its heavy
reliance on household out-of-pocket spending to finance public health
programs. In most countries, public health spending is financed mainly
by government or by social health insurance programs. Private financing
sometimes plays an important role, reflecting high corporate spending on
mandatory occupational health checks, screening, or workplace safety
(such as in Germany, Hungary, Japan, and Poland), or an important role
by nongovernmental organizations in prevention and public health activ-
ities (as in Switzerland and Bangladesh). In contrast, a large share of
public health spending in China is financed by direct household expen-
ditures. It is difficult to get comparable estimates for the financing mix
for China, but evidence from the county case study suggest that govern-
ment financing only accounts for 40–50 percent of expenditures for pre-
vention and public health, with out-of-pocket payments accounting for
much of the rest (figure 7.9).

What public health programs or activities is out-of-pocket financing
actually paying for? In the two case study counties, out-of-plan immu-
nization is the largest single item of household out-of-pocket expenditure
on preventive public health services (figure 7.10). This includes vaccina-
tions against encephalitis B, typhoid fever and hepatitis A, which are tar-
geted at the better-off population as a way for providers to generate
income. Even planned immunization, supposedly free of charge, accounts
for 5–10 percent of household out-of-pocket spending. TB treatment, also
supposedly free under DOTS, accounts for another 10 percent or so.
Family planning also absorbs a fairly large share in both counties. Of
course, there may be a legitimate case for charging for some of these serv-
ices. For example, they may not be deemed cost-effective enough to be
included in a core package of services, but the government may opt to
make the services available on cost-sharing basis. However, the problems
arise because current financing arrangements give public health institu-
tions and health care providers an incentive at the margin to deliver these
services, possibly at the expense of cost-effective services that should be
provided free of charge to patients. 

In part, the heavy reliance on business income rather than government
budgetary subsidies to finance institutions with public health responsibil-
ities reflects a steady mission creep, whereby these institutions have
expanded their activities into areas other than public health that have
revenue-generation potential. In both of the case-study counties, MCH
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Figure 7.9  Financing Sources for Prevention and Public Health

Sources: Orosz and Morgan (2004), OECD Health Data, Bangladesh National Health Accounts (2003), Sri Lanka 
National Health Accounts (2001), MOH (2005b), and World Development Indicators. Data for China is from NHA
background study by CHEI (2006). Estimates are based on functional classification of expenditures, and exclude
deliveries. For China, estimates for out-of-pocket financing of PPH are based on county case studies.

Note: China* refers to county A, and China** refers to county B. In both cases, data are for 2003 and, as for the
other countries, exclude deliveries and capital formation.

centers increasingly were operating as small hospitals focused on mater-
nity care and pediatrics, with less than 10 percent of staff was working
on MCH services. The MCH center in one of the case-study counties
was planning to open pediatric wards and a swimming pool for children,
and to charge for services such as screening for gynecological conditions
and reproductive tract infections, and early childhood development
monitoring.82

Another segment of revenue growth represents a shift in focus from
public health interventions with low profit margins to ones with higher
profit margins. For example, the Center for Disease Control, maternal-child
health centers, and township health centers increasingly have focused on
profitable public health services such as selling vaccinations outside the
EPI plan,83 licensing food producers and restaurants, and providing



“supplementary” services (for example, caesarian sections for childbirth or
liver function tests for TB patients). 

There is a third—and more worrying—source of revenue growth,
namely demand inducement. Sometimes this simply involves delivering
more of an intervention than is medically necessary. For example, in the
border regions of Yunnan and the mountainous regions of Hainan where
malaria remains endemic, overprescription of antimalarials is an acknowl-
edged problem (Government of China 2006). The local, poorly educated
minority population has limited knowledge of preventive health matters,
and providers take advantage of this, the result being that some of China’s
poorest citizens end up paying unnecessarily for and contribute to anti-
malarial resistance, creating a vicious circle. In other cases, providers shift
demand from public health interventions with low profit margins to ones
with higher profit margins. For example, as discussed in chapter 2, the
DOTS program has seen examples of providers exploiting their greater
knowledge and the fact that they control access to free drugs to make
money from patients by insisting that they have additional care to that in
the free DOTS package.

Clarifying Public Health Responsibilities and Changing 
Financing Rules
The obvious way to strengthen coordination and improve local perform-
ance would be to consolidate the overarching responsibility for public
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Figure 7.10  Where Do Out-of-Pocket Expenditures on Prevention and 
Public Health Go?

Source: Public Health County Case Study.

Note: MCH = maternal and child health facility; FPS = family planning station.



health in a single institution—or at least fewer institutions. This could be
done, for example, by expanding the mandate of the Center for Disease
Control to include MCH-related functions, family planning and repro-
ductive health, and potentially other functions now performed by sepa-
rate county-level institutions, and by strengthening the collaboration and
coordination between the Center for Disease Control and the county
health bureau. Integration at the local level does not necessarily imply
that public health agencies at higher levels should be integrated. Indeed,
as higher-level institutions focus more on providing technical support,
guidance, and supervision to lower levels of government, institutional
separation with clear mandates and responsibilities may be an advantage. 

Another key step would be to ensure that the expanded Center for
Disease Control or new public health agency is funded fully by govern-
ment. Insofar as the Center for Disease Control is allowed to deliver serv-
ices and undertake activities for which charges are levied, these fees
should be considered general nontax revenue, not revenue of the CDC—
that is, separation of revenue and expenditure within the agency needs to
be strictly enforced. To combat the problem of underutilization of public
health interventions because of cost recovery, all key public health inter-
ventions ought to be made available to individuals free of charge. To elim-
inate any tendency toward mission creep, it would make sense simply to
bar the CDC from engaging in any activity involving a charge. 

“Overarching responsibility” means that the reformed CDC would
plan, support, and oversee all public health activities in the county. Its pri-
orities would be dictated by the local government, but it would have
responsibility for ensuring that local government has the information
needed to make decisions, and that priorities are in fact met. The CDC
would not be responsible for delivering personal public health interven-
tions such as immunizations and screening—these are delivered most
appropriately by health care providers such as county hospitals, township
health centers, and village clinics. This not only avoids duplication, but
also supports an integrated model of primary care. The reformed CDC
would, however, perform or deliver many population-based public health
functions and activities: the analysis of public health needs and identifi-
cation of appropriate responses; the compilation, communication of, and
response to surveillance data; the organization and implementation of
population-based public health interventions such as media campaigns
and vector control; and so forth. 

The CDC also would support and oversee population-based interven-
tions by other institutions or organizations in the county. In delivering
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some population-based interventions and activities—for example, school
health programs, general health education and promotion, feeding and
breastfeeding counseling, vector control, improvement of water and
sanitation—the CDC would look to regular health care providers (espe-
cially township health centers and village clinics). It may also look to
nongovernmental organizations, charities, and other private organiza-
tions, especially to service hard-to-reach target groups. In both cases, the
CDC would play a leading role in identifying needs, providing techni-
cal guidance and support, and monitoring performance.84 Similarly, the
CDC would collaborate and coordinate with other organizations or spe-
cialized agencies outside the health sector—on issues such as road
safety, school programs, environmental risks, and food standards, among
others. Such issues increasingly are recognized to be both extremely
important as well as very difficult to resolve (see box 7.6). 

As discussed in detail in chapter 6, methods for compensating health
care providers and other organizations for delivering public health serv-
ices need to be changed. Positive incentives must be given to deliver serv-
ices in appropriate quantities with adequate quality. This includes
preventive services such as immunization and TB screening. But at lower
township and village levels, providers also need incentives to engage in
collective public health activities such as health promotion and informa-
tion dissemination, vector control, water and sanitation inspection and
improvement, and environmental risk assessments. Chapter 6 argued that
the most direct way of compensating providers for personal public health
services is on a fee-for-service (FFS) basis. For population-based public
health activities at the township and village level, other financing arrange-
ments must be found, either by posting salaried public health staff to
township health care providers or by contracting more effectively with
township health centers and village clinics to carry out defined actions. 

What would these proposals mean in practical terms for county health
systems? For one thing, restructuring would be required, with responsi-
bilities for disease prevention and control, maternal and child health,
occupational health, disaster preparedness, enforcement of public health
legislation and regulation, and perhaps family planning being brought
under one roof. Given current arrangements, an expanded CDC that
integrates the expertise and resources of other institutions, is an obvious
candidate for this role. The institutional links and collaboration between
the Center for Disease Control and the Bureau of Health would need to
be strengthened so that the bureau’s policy development, planning,
resource allocation, management of health insurance programs, and other
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Box 7.6

The Challenge of Intersectoral Public Health Coordination 

A central premise of public health practice is to focus on the wider determinants

of health. As a result, public health interventions tend to span a broad range of

 actors and stakeholders. Consider, for example, the question of road safety.

 Injuries from traffic accidents are estimated to account for the loss of more than

three million potentially productive life years in China, which amounts to an esti-

mated US$3 billion annual economic cost (Zhou et al. 2003). Effective measures

are available, including better road construction, reduced high-risk behaviors,

and stronger legislation and regulation. Clearly, many such measures lie beyond

the mandate of the health sector and require collaboration with the transpor -

tation, law enforcement, and education sectors. Despite the heavy human and

economic toll from road crashes, progress on official safety targets, monitoring,

and regular analysis of road safety has been slow (Bliss 2003).

Effective action to reduce smoking-related morbidity and mortality also

 depends on multisectoral coordination. WHO estimates that China has 350 million

smokers, nearly one-third of the estimated total worldwide. Research has shown

that smoking caused nearly one million premature deaths in 2000 (Liu, Peto, and

Chen 1998). In addition, smoking-related illness accounts for a sizable share of over-

all health care costs. One approach to reducing smoking is to increase the cost of

cigarettes through taxation. But increased tobacco taxes would have substantial

economic consequences—more than four million Chinese households are

 dependent on tobacco for their income; over 500,000 people are employed by the

cigarette manufacturing industry; and the state-owned tobacco company gener-

ated nearly US$2 billion in profits and taxes for the government in 2003 (Hu et al.

2006). So far, the requisite coordination among the MOH, institutions with public

health responsibilities, and the ministries of Agriculture, Finance, and Economics

and Trade has proved elusive (Kin, et al. 2002). Many other potentially effective inter-

ventions—such as workplace programs, health promotion and mass media cam-

paigns, and advertising regulation—are also multisectoral. 

The expanding HIV/AIDS epidemic also poses a multisectoral challenge.

 According to official estimates, China had 650,000 infected individuals in 2005,

70,000 of whom were infected in that year alone. When the first cases were dis-

covered in 1989, HIV/AIDS was seen as a health problem affecting specific popu-

lation groups. However, the broad socioeconomic ramifications of the epidemic

now are recognized widely. The multisectoral dimensions of HIV/AIDS prevention 

(continued)
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Box 7.6 (Continued)

programs also have become apparent. Thus, programs targeted at intravenous

drug users (for example, methadone replacement therapy) or at commercial sex

workers and their clients have depended on close collaboration between health

agencies and the Ministry of Public Security. Recognizing this fact, a State Coun-

cil Working Group on HIV/AIDS was established in 2003 to better coordinate the

national response to the disease. 

Multisectoral action also is needed in other areas, such as environmental

health risks, indoor air pollution, and water and sanitation. In areas like these, a

failure to coordinate is likely to result in inefficient resource allocation, policy and

program duplication and incoherency, and inadequate learning and information

exchange. However, while the importance of coordination and collaboration

 between sectors and between governmental and nongovernmental actors is

clear, effective coordination is difficult to achieve in practice. Strategies have

 varied across countries. A common approach is to develop multisectoral

strategies and plans, sometimes linked to the formation of networks, coalitions,

partnerships, or coordinating bodies. For example in the United Kingdom,

 primary care trusts at the local level have established partnerships with local

government to address issues like teenage pregnancy, drugs and crime, promo-

tion of physical conditioning, and so forth. Invariably, the challenge in these

efforts is to ensure that funding streams and accountability frameworks both

enable and reward coordination. 

Another approach is to establish a single body with overarching responsibility

for public health. For example, Canada recently created a federal Public Health

Agency to facilitate coordination. Similarly, the United Kingdom has created the

post of Minister of Public Health in the Department of Health. However, some

 observers, pointing to the profoundly intersectoral nature of public health, have

questioned locating the position within the Department of Health, and argued

for the appointment of a Commission for Public Health that reports to Parliament

or even for establishment of a new Ministerial Department of Public Health.

responsibilities are effectively supported by and fully consistent with the
work of CDC.

The proposals also would mean that the CDC (and all other public
health institutions folded into it) would stop providing personal pub-
lic health interventions such as immunizations, and concentrate on
defining, supporting, monitoring, and financing a range of personal and



population-based public health interventions by county hospitals,
township health centers, and village clinics.85 In financing personal
public health interventions, the CDC could delegate responsibility for
contracting and monitoring of providers to the NRCMS or the Bureau
of Health to exploit their existing systems for these tasks. At the same
time, provided that the CDC retains some control over resource allo-
cation for public health, some problems experienced by other coun-
tries that rely on health insurance schemes to finance public health
services could be avoided. 

Finally, some specific technical functions, laboratory testing in partic-
ular, are needed for both health care and public health. To avoid dupli-
cation and facilitate quality control and information sharing, options for
establishing a single laboratory or a connected laboratory network at the
county level should be explored. Of course, organizational changes
would require new financing arrangements that create appropriate
incentives for both the integrated public health agency and health care
providers, and measures to ensure that the respective organizations have
adequate staff with appropriate skills. These issues are discussed in more
detail below. 

The main challenges in implementing this model concern compensa-
tion and motivation. Currently, bonuses are an important source of staff
remuneration in institutions with public health responsibilities. Bonus
size depends not only on income generation by the institution as a whole,
but on the revenue performance of specific divisions or even individuals.
There is little hard data on bonus payments, but the county case study
findings suggest that bonuses account for between 25 and 30 percent of
the total annual income of a public health worker, with a difference
within an institution between the highest and lowest bonus as large as
Y 300 per month. The transformation of CDCs into fully funded govern-
ment agencies will solve the problem of pay differentials and the diffi-
culty of attracting staff to low-bonus positions. At the same time,
however, without some compensatory measure, the switch will reduce
remuneration across the board. Not only would this be unacceptable to
current workers, it would make public health an increasingly unattractive
career path. That would be a move in the wrong direction since the pub-
lic health system currently has a shortage of staff with vital technical,
management, and planning skills. The county case study found that many
employees in institutions with public health responsibilities lacked formal
training in epidemiology or other disciplines relevant to public health;
and expertise in the behavioral sciences, health promotion, and statistics
was almost completely absent.86
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One option would be to grandfather existing (average) bonuses by
incorporating them into a more generous salary structure. This would
have the benefit of attracting newcomers to the field, and would help
create a sense of professionalism among public health workers. If increas-
ing salaries is problematic because beneficiaries would be put on a higher
salary scale than other public services unit employees, a new (higher)
“clinical PSU” scale could be created for public health (and other health
sector) workers. This practice is not uncommon in countries where
health professionals end up being paid more than civil servants or uni-
versity staff working in nonmedical disciplines. Most likely, some addi-
tional government spending will be required. It is unrealistic to expect
local government to carry the burden, at least in the absence of an
improved system of general fiscal transfers, thus implying a larger financ-
ing role for central or provincial government. Since this policy change
implies a reduction of out-of-pocket spending on public health, house-
holds ought to be willing to see some increase in direct or indirect taxa-
tion to help fund it. 

Priorities, Sequencing, Political Economy, and Skills 

Implementing the reform ideas set out in this chapter will entail exten-
sive organizational change. 

• The creation of a single local public health agency—possibly around
the existing CDC—with overarching responsibility for public health
at the country level—will involve the merger of several existing
institutions. The potential benefits from such rationalization and refo-
cusing are huge, but the path to achieving these rewards will not be
easy. Strong and determined leadership from all levels of government
will be needed. 

• Refocusing responsibility for delivery of personal public health inter-
ventions on regular service providers also will entail some organiza-
tional changes. They should be less complex than the creation of a
single public health agency, however, because regular providers
already are delivering such interventions. The challenge will lie in
persuading the reconstituted public health agency to relinquish its
role in the delivery of personal public health and other health serv-
ices. This should not be insuperable, however: the prize for the pub-
lic health agency is securing overarching responsibility for public
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health, a more challenging workload requiring a highly professional
and skilled staff, a larger budget, and the promise of unchanged—if
not somewhat higher—levels of take-home pay. The issue of pay will
need to be resolved in collaboration with other ministries—MOH
cannot resolve the matter by itself. 

• Organizational changes also will occur across levels of government.
Local governments will lose some autonomy over priority setting but
will gain additional resources; many will get additional financing
through larger (earmarked) fiscal transfers, and all will secure access to
enhanced technical support from higher levels of government. High-
er-level governments will gain some control over priority setting in the
field but will be required to provide additional and better-targeted
 resources—both financial and human. 

In additional to preparing for the organizational changes involved, the
reforms would require careful technical preparation, including careful
study and effective use of international experience. Key areas of technical
work include the following:

• Prioritizing between population and personal public health interven-
tions, as well as within each category 

• Selecting, by the CDC, service delivery providers for personal inter-
ventions, and designing a payment method and schedule for different
interventions 

• Designing a formula for allocating earmarked public health transfers
to local governments 

• Putting together partnership agreements between the CDC and serv-
ice providers to cover the technical and organizational aspects of joint
efforts to deliver population interventions—such as counseling of
groups at risk of contracting HIV/AIDS. 

Substantial upgrading of technical capacity is likely to be required at
the local level, both in the reformed CDC and on the service delivery side.
But a key theme of the chapter has been that local institutions like the
Bureau of Health, the CDC, and service providers ought to be able to
count on greater technical support from higher-level institutions. A rolling
program of support around the province by provincial-level staff and
around the country by national-level staff would be the obvious way for
local institutions to get the initial assistance required. It would also imply
a staged introduction of the reforms that would facilitate evaluation and



readjustment as implementation is rolled out, with later adopters learning
from the experiences of the early adopters. This is in keeping with China’s
piloting tradition in reform. 

How should various elements of the proposed reforms be sequenced?
Two elements are obvious candidates for immediate action. 

• Realignment of responsibilities and roles across levels of government.
Higher-level governments will need to commit early to enhanced
technical support of lower levels of government, but will also need to
secure greater control over prioritization near the outset. 

• Setting up an integrated public health agency. Establishing the agency—
and the associated scaling back if not closing down of other agencies
that the process involves—will entail costs. There is a case for cover-
ing these and other reform-related costs through a one-off expendi-
ture  allocation to counties to expedite matters. Without a fully
financed professional public health agency in place, the other ele-
ments (such as contracting with providers for personal public health
interventions or entering into partnerships for jointly delivered pop-
ulation interventions) cannot be introduced. While the technical
work is being undertaken to finalize these other elements, the public
health agency could make arrangements with service providers to
cover the interim. 

As with the financing reforms, a great deal of work is involved. But
the result would be a sound incentive and accountability environment
that enables China to reclaim its status in the world as a public health
leader. Adding new equipment, upgrading facilities, training new staff,
and other well-intentioned measures will have considerably more
impact if they are introduced into a sound incentive and accountabil-
ity environment; and insofar as these measures precede fundamental
reform, they risk being undermined by the current environment and
having little impact at all. In fact the result may simply be greater
“rents” for public health providers, more mission creep, and more
demand creation. As challenging as the process may be, ultimately
there is no substitute for reforms that incentivize public health offi-
cials to focus on maintaining and improving population health, serv-
ice providers to deliver appropriate preventive interventions, and
local governments to prioritize public health activities in line with
available evidence and in consideration of spillovers to neighboring
jurisdictions. 
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Annex: Case Study of Public Health Financing 
and Organization in Two Counties

While a wealth of routine data and published research is available to shed
light on the financing and operation of health care providers in China,
much less information exists about how public health programs and insti-
tutions with public health responsibilities are financed and organized. To
overcome this constraint, a case study was undertaken.

The background study was undertaken as a collaboration between
the World Bank and the China Health Economics Institute. The study
focused on two counties in Guangxi Province.87 Its aim was to describe
in detail: (a) the public health activities actually undertaken by institu-
tions with public health responsibilities and by health care providers in
the county, (b) the accountability and incentive arrangements for insti-
tutions with public health responsibilities, and (c) expenditures on pub-
lic health. Information on (a) and (b) was collected through literature
reviews, semistructured interviews with key informants, and institu-
tional surveys. 

Expenditure data were collected by source of financing (including
both public and private sources), by function, and by type of provider or
institution. Insofar as possible, the collection and compilation of expendi-
ture data followed the methodology proposed in the OECD System of
National Health Accounts, although in some areas the data collected were
considerably more detailed. The collection involved review of administra-
tive and survey data; in-depth interviews with key informants at the
province and county level; and data from over 75 health institutions in
the two counties, including epidemic prevention stations, maternal-child
health centers, family planning institutes, centers for skin disease preven-
tion, county hospitals, township health centers, township family planning
institutes, and village doctors. 

The public health study was implemented in March 2006. The field
visit took about two weeks. Before the investigation in the two counties
in Guangxi Zhuang Autonomous Region, a pilot study was implemented
in Anding District in Gansu Province to test the feasibility of the
methodology design. After the pilot in Gansu, the investigative tools—
consisting of a master questionnaire for semi-instructed interviews with
key informants and 37 data collection forms—were finalized. Further
information and findings are provided in the study reports (CHEI 2006;
Wang, Sun et al. 2006).
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The further measures outlined in chapters 5–7 would do much to
advance the reform process launched in the mid-2000s. Yet many of these
steps extend beyond the rural system. The reforms proposed for service
delivery and for public health would require changes in the urban health
system as well. Many of the financing reforms are specific to the New
Rural Cooperative Medical Scheme; others have implications for the
urban schemes, too. Thus scaling back supply-side subsidies and redirect-
ing them to the demand side would involve reallocations not just to
NRCMS but also to Basic Medical Insurance (BMI) and the new urban
scheme. Additional steps might even be taken toward joint management—
if not integration—of the rural and urban insurance schemes. Even so, the
health system will still face some unresolved issues, especially in the realm
of financing and purchasing health care. This chapter outlines some unre-
solved issues and suggests how further reforms could address them. This
is, it should be emphasized, a longer-term reform agenda, being less urgent
and requiring more extensive institutional reform.

Limitations of the Emerging Health Insurance Model

The approach outlined in chapter 5 involved building on NRCMS to
make it more effective. Some jurisdictions are likely to take steps toward
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joint management and possibly even integration of NRCMS with the
urban schemes. The overall picture is likely to remain a montage of sepa-
rate contribution-based insurance schemes that cater to particular seg-
ments of the population. In principle, all of these schemes might become
more effective—for example, by acting as purchasers or incentivizing
groups of providers to deliver better care at lower costs. They might all
become more successful in reducing evasion and undercontribution, pos-
sibly even becoming mandatory. Yet the fact remains that different
schemes would still be catering to particular groups, and their financing
would probably remain at least partially based on contributions. This is
precisely where the system as a whole is likely to encounter problems. 

The Problem with Payroll Contributions
Compliance among formal sector workers is likely to remain an issue.
Individual workers and their employers may conspire to underreport the
worker’s earnings to the BMI office. Workers simply may not join the
scheme despite being required to. Or they may informalize their job sta-
tus by entering into a contract or self-employment arrangement with their
employer, thereby reducing their benefit entitlements—but also their con-
tributions (potentially by an even larger amount). Noncompliance and
switching to informal working arrangements may be fueled by a sense of
inequity. Formal sector workers might well argue that they are paying
twice for health insurance—once through their contributions and once
through their (other) taxes (albeit with a better benefit package than those
in the basic health insurance scheme for urban residents). Problems of this
sort are well documented in other social health insurance (SHI) countries
(Wagstaff 2007b). Although evidence is limited, this issue appears likely in
China as well.

There is also a risk that Chinese firms will lose international competi-
tiveness and foreign direct investment to countries that finance relatively
more of their health care through general revenues. Germany—the coun-
try that is the home of social health insurance—believes it has suffered
precisely this fate, and consequently has decided to scale back the share of
payroll taxes in health financing in favor of general revenues. It is true that
payroll-based contribution rates in China’s BMI are lower than in
Germany’s scheme (around 9.5 percent compared to 14 percent, respec-
tively). But BMI rates are higher than those in some neighboring countries
(Vietnam, for example, takes just 3 percent of earnings). Several foreign
companies have reported decisions to locate investments elsewhere in Asia
because of China’s high labor costs, which depend in part on social secu-
rity costs—especially in the accessible coastal region.
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There is a case, then, for gradually reducing the reliance on payroll-
based contributions in health insurance. A recent book by World Bank
staff (Baeza and Packard 2006) urged Latin American countries to do
just this. In Western Europe, the trend has been to reduce the reliance
on payroll taxes in financing health care. In the 1970s and 1980s, several
countries abandoned a contribution-based social health insurance system
in favor of a universal tax-financed system: Denmark (1973), Iceland
(1972),88 Italy (1978),89 Portugal (1979), Greece (1983), and Spain
(1986). Some of the Western European countries that stuck with a social
insurance system have reduced their reliance on contributions during the
1990s. In the Netherlands, social health insurance contributions as a
share of total health spending fell from a high of 69 percent in 1993 to
58 percent in 2003 (the most recent year for which data are available),
while Austria reduced its share from a high of 47 percent in 1995 to 41
percent in 2003.90 In France, where 75 percent of health spending is
financed by social health insurance, a 1998 reform all but eliminated the
employee payroll contribution. It was replaced by a “general social con-
tribution” based on total income and payable by everyone, not just wage
earners. This now accounts for 35 percent of the revenues of the coun-
try’s social health insurance agency.91 There are plans in France to reform
the employer contribution as well. In Germany, the negative effect of
social health insurance contributions on employment is recognized
widely by all political parties; and in 2006 the German health minister
described the exclusive linking of health finance to earnings, rather than
to income more generally, as the Achilles’ heel of the country’s social
insurance system (Schmidt 2006). The Social Democrats favor house-
holds’ paying contributions linked to income from all sources, and the
Christian Democrats favor a flat-rate contribution with subsidies for
low-income households (Schmidt 2006).

One area of the world where social health insurance has advanced in
recent years is central and eastern Europe and the former Soviet Union. Of
the 28 countries that are part of the World Bank’s Europe and Central Asia
region, 18 abandoned tax finance and adopted social health insurance at
some stage between 1990 and 2004. Early adopters (in 1990–92) included
Bosnia and Herzegovina, Estonia, Hungary, Lithuania, Macedonia, and
Slovenia. Some countries did so years later—for example, Bulgaria in 1999.
The experience to date has been mixed. In several countries, the move to
social health insurance paved the way for provider payment and broader
purchasing reforms that might not have happened otherwise; however, gaps
in coverage, negative labor market consequences, and revenue shortfalls
have been common throughout the region (Langenbrunner, Sheiman, and
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Kehler forthcoming). Some countries, in fact, have expressed second
thoughts about adopting social health insurance. In 1999, Hungary
began to reduce its reliance on social health insurance contributions;
and in 1998—only two years after adopting it—Kazakhstan abandoned
social health insurance altogether. The governments of the Ukraine and
Uzbekistan have both postponed plans to switch from tax finance to
social health insurance. Latvia and Lithuania both adopted social health
insurance but decided early on against a traditional payroll tax in favor
of a broader income tax. In 2004, however, Latvia abandoned even this
in favor of broader general revenue financing. Interestingly, though,
Latvia kept its social health insurance agency intact.

The Problem of Fragmented Insurance Schemes 
Strengthening China’s existing government health insurance efforts entails
the drawback of working within the framework of three completely sepa-
rate health insurance schemes, with target groups partly defined by occu-
pation and partly by place of residence. One problem is that the schematic
dividing lines will become increasingly blurred. The categorization of areas
as rural or urban changes over time, in part because of continuous rural-
urban migration. Rural counties also have urban-designated areas within
them. Moreover, the rural-urban distinction is not the only one that sepa-
rates NRCMS and BMI. They also are divided by the occupations and
industries to which they cater. NRCMS focuses specifically on farmers, not
on all rural residents. Many teachers, civil servants, and state enterprise
workers who live in areas currently designated as rural are enrolled in BMI.
These same people could be enrolled with NRCMS through their house-
holds, too, if a spouse happened to be a farmer. The eligibility lines that
separate the schemes inevitably will become less and less clear with the
passage of time.

Differences in the schemes also are reflected by revenues per mem-
ber. As of 2006–07, BMI received on average around Y 1,000 per person
and the NRCMS less than Y 100. Unsurprisingly, coverage also differed
dramatically, with BMI members receiving more expensive care though
not necessarily paying smaller copayments. These inequalities breed
resentment among the rural population, contradicting the ideal of a har-
monious society.

Fragmentation creates inefficiencies as well as inequities. Opportunities
to reap economies of scope and scale in the management of health insur-
ance are lost through operation of separate schemes. Each scheme must
create its own provider payment system, certify its providers, and set up its
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own financial management and auditing systems. Substantial cost savings
could be achieved through consolidated management, which would also
help pave the way for eventual merger. Fragmentation also makes it diffi-
cult to establish provider payment systems that impart consistent and
coherent incentives. Providers may discover that more money is to be
made in treating patients insured with, say, BMI than patients covered by
NRCMS. The idea that providers might skim off BMI patients at the
expense of less-lucrative NRCMS patients could result in patients with
greater needs being sent to the end of the treatment queue. Finally, frag-
mentation may make it harder for a person to move from one job to
another, or from one area of the country to another. Cumulatively, this
may inhibit the labor market mobility that has benefited the country
 economically.

Of course, the differences between the schemes could be narrowed. For
example, a common benefit package could be adopted. Common provider
payment methods and tariffs could eliminate the risk of providers favor-
ing patients from one scheme over patients from others. Such steps would
require that revenues be evened out among schemes. Similarly, tax-
financed subsidies could be increased and then targeted at those with rel-
atively lower revenues and higher risks. A solidarity fund could be set up
(along the lines of the Colombian model) in which BMI enrollees would
pay a solidarity tax to help finance coverage (albeit less comprehensive
than BMI’s) in NRCMS and the new urban scheme. Another option
would be to pool the resources of the three schemes, with each receiving
capitation payments per member weighted by age, gender, and factors
such as location. Whichever option is chosen, consideration needs to be
given to how fast the gaps would be closed. Would the narrowing be
accomplished through a leveling-down of BMI benefits (perhaps with a
complementary private scheme to restore decreased coverage), a leveling-
up of NRCMS benefits, or a combination of the two?

The road toward harmonizing arrangements raises another question.
Does it make sense to keep the schemes separate or to merge them? Some
countries have multiple schemes that coexist without competition. They
offer benefit packages that pay providers similarly and raise contributions
according to similar rules, but they cater to different sections of the popu-
lation as defined by occupation, geography, or some other factor. In gen-
eral, the trend seems to be toward merger. In Korea, which achieved
universal health insurance (UHI) in 1989, 350 separate insurance plans
operated in the social health insurance system during 1989–2000. These
were merged into a single scheme in 2000 (Kwon 2003a). In Japan, where
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UHI was achieved in 1961, there are 5,000 plans in the social health insur-
ance system; unsurprisingly, there has been a debate recently about the
potential benefits of a merger (Ikegami and Campbell 2004). One reason
to resist a merger is that separate schemes may provide demonstration
effects to one another—a scheme that is consistently more expensive to
operate or has consistently poorer treatment outcomes could be investi-
gated by the authorities to remedy those defects, while consistently strong
performers could be allowed to generate lessons for others. 

Competition is another rationale for keeping multiple schemes.
Examples where this actually happens can be found in Belgium,
Germany, Israel, the Netherlands, and Switzerland. A potential benefit is
that competition could help to drive down costs. A potential drawback is
that costs could be reduced by selectively taking on clients who were
“good” risks and shunning the “bad.” To minimize the cost disparity, gov-
ernments have established risk-equalization mechanisms whereby
schemes with high-risk profiles are compensated by those with lower-risk
profiles. Such mechanisms also are used in setups whereby insurers cater
to different sections of the population. In some countries, these devices
are fairly sophisticated (for example, the Netherlands), while in others
(such as Switzerland) they are much less so (van de Ven et al. 2007). A
recent study concluded that although the risk-equalization schemes in
Belgium, Germany, Israel, the Netherlands, and Switzerland have become
more sophisticated, risk selection remains a major problem in all five
countries. Indeed, risk selection has become more pronounced despite the
increasing sophistication of the schemes (van de Ven et al. 2007). Because
of the difficulty of devising a successful policy to minimize risk selection,
the merits of competition among health insurers remains hotly debated. 

A Dual Agenda for Financing Long-Term Reform 

China faces a dual long-term challenge for health financing: to narrow the
gaps between the various schemes (if not ultimately to unify them), and
to shift from a contribution-based system through payroll deductions to
a broader financing base involving general revenues. Any financing system
should be consistent with the importance of local government in financ-
ing of social programs as well as the essential unifying role of central gov-
ernment. That said, China probably will want to allow some limited
diversity in coverage, both between the poorer and richer parts of the
country and, within each area, among people with differing willingness
and ability to pay for health coverage. Full equality of coverage may be
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neither feasible nor desirable. Less inequality, by contrast, is feasible and
is something for which the government is striving. 

Assembling the Elements of a Viable Future Financing System 
The system sketched out below involves a combination of tax-financed
cover and privately financed supplementary cover. There is some varia-
tion in generosity of the former by locality; however, a minimum floor is
guaranteed by central government transfers to local governments. The key
elements of the financing system are the following: 

• All local governments would be required to offer a minimum benefit
package that would be financed entirely by central government. This
nationally financed core package could be funded out of existing cen-
tral government revenue streams, or by reducing rebates and transfers
in the fiscal transfer system (with richer counties losing proportional-
ly more), or by a mixture of the two. The package would include not
only relatively cheap ambulatory care (including key personal public
health interventions) but also some more expensive inpatient care; it
would therefore provide some coverage against the risk of financially
catastrophic health events. 

• Local governments would be encouraged to use their own resources
to expand the package beyond the nationally guaranteed floor. This
local-government-financed supplement to the minimum package
would include some ambulatory care and inpatient care not covered
in the minimum package. The exact amount would likely depend on
the fiscal capacity of each local government (calculated after receipt
of transfers from higher-level governments), with richer governments
being encouraged to offer more generous supplements. Local govern-
ments might select interventions to be included in their supplement
packages, but reasonable consideration should be given to central
government priorities, expected demands for interventions, and the
amount of resources that are available. 

• Even with the supplement to the minimum package, some services
would remain uncovered. Local governments might therefore be
 encouraged to operate a government-run voluntary top-up insurance
scheme to cover a large fraction of what remains uncovered, with
central and local government determining the exact services to be
included. This top-up insurance scheme would be financed entirely

The Longer-Term Reform Agenda 193



through contributions from those who choose to enroll. Enrollment
fees would be flat-rate rather than linked to income. Participation is
likely to be higher among the better off, especially among those cur-
rently enrolled with BMI who would rely on this scheme to main-
tain their coverage close to the level they currently enjoy. A merit
of having the government run the top-up scheme is that interven-
tions easily can be shifted from it to the local government-financed
supplementary package as the economy grows. Furthermore, the
government has a financial  interest in limiting “demand induce-
ment” by providers. 

• Some services would not be covered even by a government-run vol-
untary top-up insurance scheme. These would be financed either in
full through out-of-pocket payments or through supplementary pri-
vate insurance. A reasonable target for the out-of-pocket share might
be 15 percent rather than the 60 percent of spending seen during the
2000s. Private insurance might comprise around 10 percent of total
spending. Some public providers would be allowed to deliver some of
these “uncovered” services, but provider performance would be
closely monitored, and its license to deliver uncovered services would
be revoked if there were evidence of demand inducement or of un-
covered services being delivered at the expense of covered services. 

• The same health financing agency would administer both the
 government-funded schemes and the voluntary top-up insurance
scheme. This ensures that first- and second-level providers are paid
by the same organization and that the organization can achieve
economies of scale by focusing on a large range of services and can
develop consistent ways of paying providers across all services. The
arrangement also ensures seamless transition when the scope of the
government-financed package expands and the voluntary top-up
scheme narrows. 

• The health financing agency would contract with public and private
providers to deliver care under the government-financed and voluntary
top-up insurance schemes. Providers would be paid through methods
that discourage demand inducement and inattention to cost, along the
lines outlined in the medium-term reform section above. Providers
would be governed and regulated as proposed in the short-term reform
section above. 
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The financial flows in the proposed system are shown in figure 8.1.
Tax finance would provide everyone with a basic level of coverage, and
the voluntary contributions would provide deeper coverage for those
paying the contributions. The basic level of coverage could be defined in
terms of the interventions covered: it could exclude specific catastrophic
interventions, or it could exclude certain predictable and relatively inex-
pensive interventions. The alternative (which is also more consistent
with the proposal for the medium-term reforms) would be to define the
basic coverage in terms of cost-sharing arrangements. The supplementary
coverage would then either extend the range of interventions covered or
reduce the amount of cost sharing for which the patient is liable. As
China’s per capita income increases, the size of the basic scheme could
grow. It could also vary from one location to another. Central govern-
ment could finance a core package for everyone, and local governments
could contribute additional funds according to their fiscal capacity to
finance the remainder of the basic package. The latter would be more
generous in areas where local governments have greater fiscal capacity.
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This system differs in three key ways from the one that would be pro-
duced by following the reforms outlined in chapters 5–7. First, there is
no payroll financing, which would lessen concerns over health financing
having negative impact on labor markets, international competitiveness,
and foreign investment. Second, the three schemes are replaced by one.
This would reduce inequities and administrative costs, and probably
overall health care costs. The proposed scheme would allow citizens to
“upgrade” the coverage offered by the regular government insurance
schemes without resorting to out-of-pocket payments or private insur-
ance. This would help China grapple with the inevitable tension
between trying to cater to everyone and the reality that not everyone is
equally willing or able to pay for health care. Dissatisfaction is likely to
be stirred by a public insurance scheme that offers homogeneous cover-
age within geographic areas marked by significant income differences.
This would further push better-off people toward private insurers and
providers, thereby reducing overall political support for the public
scheme. Finally, a voluntary top-up program within the public scheme
would align far better with the government’s vision of a harmonious
society. As a political idea, it is far more acceptable than a private mar-
ket for the “haves” and a public program for the “have-nots.”

Moving to the System Envisioned for the Longer Term
The proposed financing mix is compared with the actual financing mix
(albeit for 2004) in figure 8.2. The proposed mix is illustrative, not defin-
itive. The existing mix is included to show how the mix would change.
Total health spending is held constant at around 4.7 percent of GDP.92 In
thinking about the transition between these two pictures, one should
keep several things in mind:

Medium-term reforms already have changed the system. A number of key
steps toward the long-term vision would have been taken previously
through the medium-term reforms outlined in previous chapters:

• Supply-side subsidies would have been gradually scaled back, and the
monies transferred to one of the health insurance schemes or to the
public health programs (that is, to demand-side subsidies). 

• Existing demand-side subsidies (notably to NRCMS and BMI) would
have increased, and out-of-pocket payments would have fallen. 

• Some social health insurance contributions (notably to NRCMS)
also might have been scaled back, if not eliminated. To further pre-
pare for the abolition of contributions, it would be possible within
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the short-term reform period to hold BMI contributions constant (or
reduce them slightly each year) and use general revenues/voluntary
contributions to plug the revenue gap. 

• Steps toward integration of the insurance schemes also might have oc-
curred during the short-term reform process. As suggested above, the
schemes might have moved toward joint management, if not put un-
der a single agency. 

• Finally, if the proposals for a fairer financing scheme for NRCMS were
adopted, gaps between the schemes also might have shrunk. 

Moving beyond the medium-term reforms will result in further changes.
Further alterations will ensue as the system evolves from the short-term
reforms to the longer-term vision. These changes will be institutional
as well as financial: 

• The three insurance schemes would become one. The experiences of other
countries—including industrialized economies in Asia as well as transi-
tion economies in Europe—might provide useful perspective as China
thinks through an institutional transition from multiple insurance
schemes run by different agencies to a single scheme. The technical and
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management capacity built up in the current schemes and the proposed
new urban scheme will, of course, prove invaluable in the new unitary
health financing agency. 

• The new single scheme would be financed by general revenues, bringing
together what were previously demand- and supply-side subsidies—
including those financed by central and local governments. Contributions
would disappear. As a consequence, wages would rise because employ-
ers would no longer be liable for the employer contribution. Other
taxes would rise, but depending on the balance between direct and in-
direct taxation, after-tax wages might reasonably increase. 

• People wanting deeper cover would top up their coverage through
voluntary contributions to the government-run voluntary scheme. Many
BMI members would probably use much (if not all) of their increased
take-home pay to purchase top-up coverage under the voluntary
scheme. This would be more affordable for the better off because the
top-up payments would be flat-rate and the rise in take-home pay
would be higher for the better off. China would need to establish the
voluntary scheme within the new unitary health financing agency. 

• There clearly would be scope to devise transition arrangements for
those who are adversely affected. For example, the top-up contribu-
tions of BMI enrollees could be subsidized at a rate that tapers grad-
ually as the transition progresses. China has successfully engineered
transitions in the past to reduce the costs of those who lose out
from reforms. 

Getting from Here to There 

The reform ideas outlined above represent a challenging long-term
agenda. Although they are consistent with China’s decentralized system of
government, they would undeniably entail major change. The unification
of health insurance schemes under a single health financing agency and the
switch from a contributions-based system to financing through taxes and
voluntary top-up contributions are both major policy shifts. Yet neither
policy goal need be accomplished overnight. The unification of schemes
is likely to be gradual, beginning with measures that narrow gaps in ben-
efit packages, contribution arrangements, and provider payment methods,
and then move toward joint management. Bringing them together under
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a single agency, establishing a single benefit package and a supplementary
top-up scheme, and scaling back contributions in favor of tax finance can
be implemented in stages. Some parts of the country could proceed
more rapidly than others, providing lesson-learning opportunities for the
provinces that are slower to adopt the new model. This step-by-step
approach would allow progress toward a system that eventually encom-
passes the whole of China, allowing for necessary diversity and without
the pitfalls of a health financing system dependent on a too-narrow tax
base. It would facilitate improved equity and efficiency in health financing
and delivery in a way that is consistent with China’s approach to govern-
ment, and consonant with its vision of a harmonious society.
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Historians will look back on the 2000s as the decade when China shifted
gear from its earlier focus on economic development to its new balanced
approach to development and emphasis on a harmonious society. In the
health sector, the period will be remembered for the public acknowledge-
ment of the many challenges government faced at the start of the new
millennium and the numerous reforms and policy initiatives it began
rolling out to address them. 

The process of health reform is rarely swift and straightforward. In part
this is because, as was once said: “The health care system is like a fabric
woven from many different threads. One cannot work on the fabric one
strand at a time; instead, one must work on the whole cloth.”93 During
the 2000s, China began working intensively and simultaneously on sev-
eral key threads. It introduced a heavily subsidized health insurance
scheme for rural residents, a second insurance scheme for urban residents
not eligible for coverage under the program for formal-sector workers,
and a complementary program to help very poor households cover the
costs of enrollment and copayments in these two new insurance schemes.
It took steps to improve the quality of medical care, and increased spend-
ing for and introduced a variety of programs and institutional reforms in
public health. These measures were a major step forward, and where
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impacts have been estimated, the results have been encouraging. The
rural health insurance scheme, for example, is estimated to have increased
health service utilization at a time when household surveys reported that
the population was being deterred from service usage because of fear of
large out-of-pocket expenses. 

While the health reforms of the 2000s doubtless strengthened the
“fabric” of the health system, it would be naïve to expect that they would
be sufficient to address all the challenges acknowledged at the start of the
millennium. Some threads were worked more vigorously than others,
even though all of them will eventually be necessary to complete a coher-
ent and effective health system. And even those threads that were woven
most vigorously into the emerging fabric are likely to require adjustment
to fit with other threads as a new overall design takes shape. 

This book has outlined a number of further reform ideas for the
medium term. In the case of rural health insurance, there are some solid
foundations in place, and the challenge is to build on these to develop a
system of protection that provides considerably deeper and broader insur-
ance cover than at present. The foundation is less strong for service deliv-
ery and public health, areas where the reforms of the 2000s were more
tentative and less generalized, making further reform more challenging.
The complications are considerable, not least because they involve rewrit-
ing “software” rather than simply replacing “hardware.” The question in
service delivery is less about upgrading facility infrastructure and equip-
ping it with new technology than about designing and enacting an incen-
tive system that encourages providers to deliver medically appropriate
care at a cost that China can afford. The challenge in public health is less
about increased spending and more about ensuring that an improved sys-
tem of accountability and incentives allows existing resources to be used
more wisely. Strengthening these threads will require care and commit-
ment, but doing so will make it easier to weave together a superior health
system. Changes in health delivery must be pursued in tandem to be
mutually reinforcing (personal health care and public health programs
should not be divorced from one another) so that benefits can be maxi-
mized through changes in the health insurance system (the health insurer
is the obvious health system actor to hold providers accountable for the
quality and cost of delivered care). 

Implementing these changes will take time. China’s economy and soci-
ety will continue to evolve as they occur. Cities will grow while the rural
population shrinks. The role of agriculture, and the rural economy in gen-
eral, will likely diminish. New sources of employment will emerge, not
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only in cities but also in the countryside. China’s formal sector will grow,
but many people will be employed informally outside agriculture.
Pressure will grow to narrow the gaps between insurance schemes, partly
from the public, who will see large gaps in coverage as inequitable, partly
from employers, who will try to avoid insurance obligations by switching
workers to informal employment arrangements, and partly from
providers, who will be mired in administering a complex set of reimburse-
ment arrangements for different population groups. A trend to a unified
health financing scheme seems inevitable, and a gradual shift from link-
ing contributions to entitlements seems highly probable. Both have much
to commend them. Also desirable is integration of financing for curative
and preventive health care and public health programs. The longer-term
agenda, therefore, is to move away from the current patchwork of health
financing arrangements toward a more seamless fabric—one in which cit-
izens and providers alike have incentives that encourage prevention and
the early detection of disease, at the lowest feasible cost consistent with
quality care; one in which providers face incentives to refer upwards only
when referral is merited; and one in which China gradually expands the
range and sophistication of the care its people receive as per capita
income grows. 

As China travels the road of health reform, it will doubtless continue
to do things in its own way, grounded in its own experience of what works
well. The step-by-step approach of encouraging local governments to try
out variations on the national approach will continue. China will likely
continue to strive for balanced development and a harmonious society,
while recognizing the inevitability of development and reform proceed-
ing at different rates across different areas within its vast territory. And as
it has done in other sectors, China will likely continue to learn from other
countries that have useful lessons to be learned, and modify what is
learned to suit China’s special circumstances. 

In searching for best practices, China will doubtless feel some frustra-
tion that after decades of reforming their health systems, the OECD
countries—to whom China increasingly looks for ideas—are themselves
seemingly in flux about the merits of alternative approaches. This vacilla-
tion may actually be more apparent than real, since some common
threads are beginning to be woven into all OECD health systems that
China might usefully learn from. These elements include the move away
from overreliance on payroll taxes as the main financing source, the use
of mixed provider payment systems rather than a single payment
method, the use of private as well as public providers to deliver publicly
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financed care, and the use of incentives to encourage primary and second-
ary prevention of noncommunicable diseases. 

China’s health sector challenges in the 2010s will, in short, be to con-
solidate, to build upon, and to add to the health reforms of the 2000s. It
will likely find useful lessons from the OECD and other countries. But
ultimately, as in other areas, China’s reforms will reflect China’s own cir-
cumstances. And if the last three decades are anything to go by, these are
likely to continue to change rapidly for the better, bringing new health
challenges and new expectations, but also a better resourced and stronger
health system “cloth.”
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1. Data are GDP per capita, PPP (constant 2005 international $) and are taken
from the World Development Indicators. 

2. This is the annual rate of growth of GDP per capita, PPP (constant 2005
international $) calculated as the difference in the natural logs of the 2007
and 1980 values, divided by 27. 

3. The next two countries are Bhutan (5.9 percent) and the Republic of Korea
(5.6 percent). 

4. Over the same period, television ownership in the OECD increased to 
98 percent.

5. To put these figures in perspective, under-five mortality in the developing
world in 2007 averaged 74 per 1,000; in South Asia, the figure was 78 per
1,000; and the figure for Sub-Saharan Africa was 148 per 1,000. China’s
income per capita in 1980 was less than one-quarter of South Asia’s income
per capita in 2007, and less than 30 percent of Sub-Saharan Africa’s. Figures
on under-five mortality are from UNICEF, http://www.childinfo.org/mortality
.html. Income per capita figures are GDP per capita at constant 2005 prices.
Data are from the World Bank’s World Development Indicators.

6. The blow of IDA funds stopping has been softened in some sectors (includ-
ing health) as a result of grants from countries such as the United Kingdom.
Funds have been blended with IBRD money so that the final terms mimicked
IDA terms. 
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7. These can be downloaded from www.worldbank.org/chinaruralhealth. One is
also available as a journal article (Eggleston et al. 2008).

8. A journal article written by the entire team (Wagstaff et al. 2009) in English
is also available.

9. These can also be downloaded from www.worldbank.org/chinaruralhealth. 

10. One piece of work (Wagstaff and Yu 2007) which used modern impact eval-
uation methods to assess the benefits of a World Bank health sector project
that had pioneered several ideas subsequently featured prominently in the
government’s national reform agenda, including health insurance reform and
health expense safety-net schemes. Partly to see what lessons were useful for
China, two other papers compared and contrasted two sets of health systems:
those of Japan and the various Asian “Tiger” economies (Wagstaff 2007a), and
those of Hong Kong, China, Taiwan, China, and “mainland” China (Leung et
al. 2008). A further paper (Wagstaff and Lindelow 2008a) analyzed the
impacts on financial risk of China’s urban health insurance scheme, with a
view to learning lessons for the design and rollout of the new rural scheme.

11. The public finance roundtable resulted in a book coedited by the then-current
executive vice minister of finance, which included a chapter on health reform
options written by two Bank economists (Wagstaff and Lindelow 2008b).

12. Data on actual annual average rates of change of child mortality are derived
from UNICEF data at www.childinfo.org. These are the official data used by
the UN agencies in monitoring progress toward the Millennium Development
Goals. The “predicted” figures are based on a regression model, estimated on
data across the entire world for 1960, 1970, 1980, 1990, and 2000. The
model, which includes per capita income and lagged mortality as covariates,
confirms the importance of rising per capita incomes in reducing infant and
child mortality, and the fact that it becomes increasingly hard to reduce mor-
tality further as mortality falls. Thus, China’s low death rates in 1990 made it
harder to further reduce infant mortality and under-five mortality rates. On
the other hand, the rapid economic growth achieved during the 1990s
worked the other way. The “predicted” rates take both factors into account. 

13. Source: http://millenniumindicators.un.org/unsd/mdg/Default.aspx. According
to some, this pattern recently has been reversed, though internationally compa-
rable data were not available at the time of writing. 

14. The table appears in various issues of MOH’s Chinese Health Statistical Digest;
and for some years, it is available online through the Chinese Center for
Disease Control and Prevention at http://www.chinacdc.net.cn/n272562/
n276794/n284075/index.html. 

15. These numbers underlie figure 2.3. See footnote to that chart for data sources
and explanation of methods. 

16. The data are from the MOH maternal and child health surveillance system.
Deaths and births in each of the 110 counties where the surveillance system
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operates were adjusted to reflect the estimated rates of missing births and
deaths in the county’s region using region-specific adjustment factors sup-
plied by the surveillance office. This procedure—while different from that
used by the surveillance office, which aggregates to the region level before
adjusting for missing deaths and births—gives a national mortality rate that is
very close to the surveillance rate, which is also the MOH “official” rate. From
these adjusted data, county rates were computed. Counties were ranked using
GDP per capita from the National Bureau of Statistics. Our thanks go to offi-
cials at MOH’s Department of Maternal and Child Health and staff at the
maternal and child health surveillance system for their help. 

17. In drawing the curves in figure 2.3, known as concentration curves, counties
are ranked on the x-axis in ascending order of income. The cumulative share
of births accounted for by the p percent of poorest counties is then indicated
as each additional county is added, in increasing order of income. For each
cumulative share of births, the corresponding cumulative share of deaths is
graphed on the y-axis. When deaths are equally distributed across the income
or wealth distribution, this curve will be a straight line, known as the line of
equality. A concentration curve above the line of equality indicated inequali-
ties to the disadvantage of the poor. The further the gap between the curve
and the line of equality, the greater the degree of inequality. 

18. The World Bank publishes data comparing health inequalities across “wealth”
or “asset” groups for many developing countries (Gwatkin, Rutstein, Johnson,
Pande, and Wagstaff 2000). The China Health and Nutrition Survey (CHNS)
contains similarly detailed information on assets and housing characteristics, as
well as many of the same health outcome and utilization indicators. Applying
the World Bank inequality study methods to the CHNS produces a distribu-
tion (by wealth) for underweight young children that is the fifth-most-unequal
of the 72 surveys.

19. Data for the OECD countries on both the cost of an inpatient episode (the
numerator) and average per capita household consumption expenditure
(the denominator) are from OECD Health Data and from a 13-country
NHA study (Orosz and Morgan 2004). For other countries, and for Taiwan,
China, and Hong Kong, China, data on household consumption expendi-
ture are from the World Bank’s World Development Indicators database.
Data on the cost of an inpatient episode in China are from the 2003
National Health Survey, from the 2001 Health Interview Survey for
Taiwan, China, and from the 2002 Thematic Household Survey for Hong
Kong, China. Data for Cambodia and Vietnam are from Growing Healthy:
A Review of Vietnam’s Health Sector (World Bank 2001) and refer to 1997
and 1998, respectively. Data for Indonesia are from the 2001 SUSENAS.
Our thanks go to Yoonjoung Choi (Indonesia), Gabriel Leung for Hong
Kong, China, and Jui-fen Rachel Lu and Irene Wong for Taiwan, China, for
providing the relevant cost data. 
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20. The bed occupancy rate and case flow are linked by the bed occupancy con-
straint, which states that, at any time, inpatient days—the product of the
number of cases (N) and the average length of stay (S)—must equal the num-
ber of beds (B) multiplied by 365 times the bed occupancy rate (R). Case
flow (N/B) is thus equal to (1/S) x 365R. 

21. This estimate is based on regression models linking cost per case to beds, inpa-
tients, outpatients, emergency cases, local GDP per capita, and other factors,
which give elasticities of cost per case for the stock of beds equal to 0.543 for
county hospitals, 0.450 for central THCs, and 0.379 for general THCs. These
numbers mean that a 10 percent reduction in the stock of beds in a county
hospital, keeping the number of patients unchanged, reduces cost per case by
5 percent. A 10 percent reduction in the stock of beds at county level would
imply approximately a 10 percent increase in the bed occupancy rate, enough
to take county hospitals from their current 68 percent bed occupancy rate to
75 percent, close to the average in figure 2.7. The models were specified using
a flexible model (Grannemann, Brown, and Pauly 1986) that allows for
economies of scale and scope in inpatient care, outpatient care, and emergency
visits. The data come from the health ministry’s provider database. We used
data from 6,618 county hospitals, 16,089 central THCs, and 47,580 general
THCs located in 15 of China’s 23 provinces and two of its four municipalities.
These provinces and municipalities were the first to implement the New Rural
Cooperative Medical Scheme (NRCMS), the analysis in the chart being a
byproduct of the analysis of the impacts of NRCMS on providers reported in
chapter 3. The sample thus includes all THCs and county hospitals in the
provinces that piloted NRCMS in the first wave. The dependent variable in the
regression was the natural log of cost per case. The independent variables
included numbers of inpatients; number of emergency cases; number of out-
patients; their squares, cubes, and interactions; the log of the stock of beds;
owner; sponsor; and local GDP per capita as well as two-year dummies.
Separate regressions were run for each facility type. Our thanks go to Gao Jun,
Xu Lin, and Qian Juncheng of MOH’s Center for Health Statistics and
Information for their help with these regressions. 

22. Every 10 percent reduction in the stock of beds at the THC level would have
reduced cost per case by around 4 percent. Moving THCs to a bed occupancy
rate of 75 percent would require nearly doubling the rate at the time, equiv-
alent to approximately halving the number of beds. This would have reduced
the cost per case by around 40 percent.

23. The cost increase reflects changes between 2003 and 2005 in 6,618 county
hospitals, 16,089 central THCs, and 47,580 general THCs located in 15
provinces and two municipalities. (China has 23 provinces, five autonomous
regions, and four municipalities.) These provinces and municipalities were
the first to implement the New Rural Cooperative Medical Scheme, the
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analysis in the chart being a byproduct of the analysis of the impacts of
NRCMS on providers reported in chapter 3. The sample thus includes all
THCs and county hospitals in the provinces that piloted NRCMS in the first
wave. The dependent variable in the regression was the natural log of cost per
case. The independent variables included numbers of inpatients; number of
emergency cases; number of outpatients; their squares, cubes, and interac-
tions; (occupied) bed days; the stock of beds; owner; sponsor; local GDP per
capita; as well as two-year dummies (2004 and 2005). The numbers in the
chart are the coefficients on these year dummies. Separate regressions were
run for each facility type. Our thanks to Gao Jun, Xu Lin, and Qian
Juncheng of MOH’s Center for Health Statistics and Information for their
help with these regressions.

24. A positive value on the concentration index indicates that public expenditure
disproportionately benefits the better off; a negative value indicates it dispro-
portionately benefits the poor. 

25. Government health spending covers what is known in China as “government
operating expenses on public health,” which excludes most government out-
lays on social health insurance programs. Data on under-five mortality are
taken from Data Compilation of Provincial Surveillance Network for
Maternal and Child Health in 2002, Department of Primary Health Care and
Maternal and Child Health, MOH, National Office of Maternal-Child Health
Surveillance, December 2003. 

26. The Ministry of Health calls the NRCMS a health security program rather
than a health insurance program. Yet because it has the hallmarks of a health
insurance program (pooling risks, with clearly defined benefits available only
to those in the scheme), albeit an unusual one in being publicly run, volun-
tary, and heavily subsidized, this book uses the term insurance to describe
NRCMS. The Medical Assistance scheme of the Ministry of Civil Affairs dis-
cussed later in box 3.2, more closely resembles a health-expense safety net (or
security) program since it is financed out of general revenues and does not
limit benefits only to its “members.” 

27. Each household’s Y 10 contribution is placed in an account that can be used
only by that household, and only for outpatient care; no coverage is available
beyond the Y 10. 

28. The figure of Y 890 million for 2006 was obtained from the Ministry of Civil
Affairs. 

29. The Te Kun (extreme poverty) program is a fairly new poverty-reduction
effort for less-developed areas that aims to provide regular or temporary cash
assistance to very poor households. Although Te Kun is similar to Di Bao, its
beneficiaries are selected at the discretion of local officials rather than by a
locally defined poverty line.
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30. The Wu Bao program, also known as the Five Guarantees, targets the “three no”
population—no ability to work, no savings or other income, and no relatives—
i.e., the elderly and disabled. The five guarantees are provision of food, clothing,
housing, medical care, and a proper burial. 

31. The new Di Bao program is geared toward poor households, though not nec-
essarily those defined as pinkun. Di Bao provides subsidies and in-kind trans-
fers for people living below a locally determined poverty line. It operates in
urban areas, and increasingly in rural ones, too. Di Bao also is referred to as the
Minimum Living Standard Scheme. 

32. The first center for disease control was created in Shanghai in the late 1990s
when a number of public health institutions were merged into a single
organization and given a new and expanded mandate (Peng et al. 2003).
Subsequently, most local governments have followed suit, and in 2002, the
Chinese Academy of Preventive Medicine was transformed into a national
Center for Disease Control. Recently a National Center for Chronic and
Noncommunicable Disease Control and Prevention was established within
the CDC.

33. This includes food, cosmetics, water, and surgical and medical supplies. The
NCHIS is also concerned with medical waste disposal, occupational health,
and sanitation in public spaces.

34. Data on government subsidies to public health institutions are from China
National Health Accounts Digest (2002) for 1990–94, and from an NHA back-
ground study for 1995–2000. The series are based on classification of expen-
diture by provider rather than function. Data on government operating
expenses on public health and total government expenditure are from MOF’s
Fiscal Yearbook 2004. The series were deflated using the consumer price index
from the National Bureau of Statistics’ China Statistical Yearbook 2004. 

35. The series are based on classification of expenditure by provider rather than
function.

36. Data are from different years for different countries, ranging from 1998 to
2003. Data for China is from the NHA background study by CHEI and
refer to 2002; similarly to other countries, deliveries are excluded. Note:
Government health expenditure estimates include expenditures by social
health insurance schemes and mandated corporate (private) spending on
prevention and public health (PPH), which are important in some OECD
countries. For China, the breakdown between public and private PPH
expenditures is based on national data that includes deliveries. Given that
deliveries are largely privately financed, applying this breakdown to PPH
expenditures excluding deliveries likely overestimates the share of private
financing. The level of government expenditure on public health indicated
in the graph should hence be seen as a conservative estimate.

37. See previous note referring to figure 3.3.
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38. A more detailed analysis is reported in Wagstaff et al. (2009). Both studies—
including both data collection and analysis—were undertaken in close collab-
oration with the Ministry of Health’s Center for Health Statistics and
Information (CHSI).

39. For excellent reviews of the recent impact evaluation literature, see Imbens
(2004); Blundell, Dearden, and Sianesi (2005); and Ravallion (2005). For a
useful practical guide to PSM, see Caliendo and Kopenig (2005). 

40. Some add a third goal—responsiveness. The idea captures the importance of
how well a health system responds to people’s nonmedical expectations con-
cerning things like being treated with dignity. 

41. Such organizations are named differently in different countries—nondepart-
mental public bodies, arm’s-length agencies, subsidiary organizations, founda-
tions, crown entities, and so forth. The process is sometimes referred to as
hospital “autonomization” and “corporatization” (Jakab et al. 2002; Preker and
Harding 2003). Both autonomization and corporatization involve greater
management autonomy and a greater reliance on “marketlike” incentives to
improve provider performance. Corporatization is typically associated with
the establishment of the hospital as a separate legal entity under private law,
and full financial responsibility.

42. In many countries, effective competition is also hampered by political con-
straints that prevent “failing” providers from going bankrupt. These constraints,
which may be perfectly legitimate in the health sector, ultimately limit the
potential role for competition.

43. The Y 850 line is for rural areas in 2002; see Ravallion and Chen (2007) for
details of the line’s construction and for the 2001 poverty rate, which uses the
Y 850 line adjusted for CPI changes between 2001 and 2002. The dollar-a-day
figure is halfway between the estimates for 1999 and 2002, and comes from
the World Bank’s PovCalNet Web site http://iresearch.worldbank.org/
PovcalNet/ jsp/index.jsp. 

44. These inequalities could be reduced by increasing tax-financed subsidies, or
by setting up a solidarity fund into which BMI would pay a solidarity tax that
would help finance coverage in NRCMS and the new urban scheme. A more
radical approach would pool the resources of the three schemes, with each
receiving capitation payments for each member, weighted by age, gender,
location, and other relevant factors. The formula might build in—at least
initially—a more generous capitation payment for the high-revenue
schemes so that convergence in benefit levels (and ultimately a merger of
the schemes) would be achieved over the span of a few years.

45. The source of government figures in this box, unless otherwise stated, is a
letter from then-Minister of Health Gao Qiang to World Bank Vice
President for East Asia and the Pacific Region James W. Adams, dated April
3, 2007. 
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46. The figure of Y 890 million for 2006 was obtained from the Ministry of Civil
Affairs. 

47. Source: previously noted letter of April 3, 2007, from Minister Gao Qiang to
VP James W. Adams. 

48. See Financial Times, July 4, 2006. 

49. Drawn from the case study on public health prepared for this study. 

50. This often is argued to be a problem in France, although the evidence for the
claim appears to be anecdotal. 

51. See http://www.state.gov/g/drl/rls/hrrpt/2004/41755.htm.

52. Under this arrangement, the subsidy system became based on the principle of
“total management, quota subsidy, and residual left for use.” 

53. Price ceilings are determined through local costing exercises. The approach to
costing is determined by central government and is essentially historically
based. As a result, pricing takes costs as given, and beyond relying on compe-
tition, there is no effort to use prices to promote efficiency (for example, by
basing prices on low-cost providers).

54. A study based on cost-accounting methods found that cost-recovery rates of
official fees is very low (16 percent for hospital registration, 25 percent for
hospital bed and board, 30 percent for surgical operations, and 40 percent for
general examinations and treatments), and fees exceeded costs for only 4 per-
cent of assessed services (Liu, Liu, and Chen 2000). 

55. FFS has been associated with rapid cost escalation in many health systems,
with fears that increased expenses are driven at least partly by provision of
unnecessary care (Labelle, Stoddart, and Rice 1994; Bickerdyke et al. 2002).
For example, in the United States, reimbursement of office-based physicians
using a system known as Usual and Customary Rates is estimated to have led
to payment rates for some surgeries that were 60 percent higher than if physi-
cians had been reimbursed at cost (Hsiao et al. 1988). In the Republic of
Korea a similar problem has been noted (Kwon 2005). More generally, a num-
ber of studies have found provider responses to the level and relative value of
fees that are consistent with supplier-induced demand. The payment method
can also impact the evolution of the health system over time (Rice 2006). For
example, Korea has seen a stronger demand for residency training in special-
ties with generous margins such as ophthalmology and dermatology (Kwon
2005). FFS can also contribute to socially wasteful investment in technology,
either because the knowledge of assured service reimbursement creates incen-
tives for development and technology that may be of limited clinical benefit
or because fee schedules may be related to hospital equipment (Lu 2005). 

56. In some countries, DRGs have been used not as a direct unit of reimbursement,
but rather as a volume indicator for setting of global budgets.
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57. Some systems have provisions for outlier payments, whereby providers
receive extra payment to help offset some of the financial losses associated
with treating extremely expensive cases. For example, the U.S. Medicare sys-
tem pays 80 percent of any costs above a threshold established for each case
category. These thresholds are set quite high to capture only extreme cases,
and outlier payments account for only around 5 percent of total DRG pay-
ments under Medicare.

58. For details and references, see Meng (2005).

59. Much experience has accumulated worldwide in designing classifications for
payment purposes, and many classification schemes exist that can be adapted
to local circumstances. The fact that most Chinese hospitals use a variant of
the International Classification of Diseases (ICD-9) for coding diagnoses and
procedures facilitates adaptation. Indeed, small-scale studies indicate that
international case-classification systems can be used effectively to describe
Chinese hospital activity (Huang 1994; Gong et al. 2004). 

60. Clinical protocols or practice guidelines are recommendations for the per-
formance or exclusion of specific procedures or services for specific diseases
or diagnoses, in which the recommendation is derived through a rigorous
methodology that includes a systematic review of the evidence to outline a
preferred practice. A related concept is the integrated care pathway, which is
a task-oriented plan that details essential steps in the care of patients with a
specific clinical problem and describes the patient’s expected clinical course.
These pathways can be encapsulated in a printed form that is used to con-
trol all the care an individual patient receives from the start to the end of a
treatment episode.

61. Accreditation has its roots in medical associations in the United States,
Canada, and Australia that wanted to promote standardization across hos-
pitals. It was initially a voluntary process of periodic external assessment.
There is now greater variation across countries in how accreditation works,
with some systems relying on professional bodies or dedicated third-party
organizations, such as JCAHO in the United States, while other systems
rely on a government body to lead the accreditation process. In the first
group, accreditation tends to be voluntary, although it has sometimes effec-
tively substituted for licensure when accreditation is required for public or
third-party funding. Government-led accreditation systems tend to be
compulsory.

62. This system defines three hospital grades (3, 2, and 1) based on hospital infra-
structure and administrative level, and three within-grade levels (A, B, and C)
determined through a hospital evaluation by a committee established by the
local health bureau. Some studies have reported a substantial impact from
changes in the bonus system for evaluations. For example, a study of the shift
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to a multi-indicator performance bonus system in Bangpu Medical College
Hospital found that unnecessary health care fell, and expenditure per inpa-
tient day decreased from Y 345 to Y 298 after implementation of the new
scheme in 2001.

63. A public services unit (PSU) has been defined by the State Council (State
Council 1998) as a “social service organization established by the state for the
purpose of social public benefit”; it is created “by a state organ or other organ-
ization with state-owned assets” and carries out activities in education, science
and technology, culture, health, or other areas. For a detailed discussion, see
studies by the World Bank (2005) and the OECD (2005a). No firm data spec-
ifies what percentage of health care providers are PSUs. In 2005, around 85
percent of hospitals and nearly all THCs were classified as nonprofits (MOH
2006). The majority of these providers are government-owned, although a siz-
able proportion of hospitals are owned and operated by SOEs. The nonprofit
classification does not overlap perfectly with the PSU classification, however,
as the former includes some private nonprofit providers.

64. In many respects, permanent PSU staff have similar terms and conditions to
civil servants. They have lifetime contracts, and a more generous salary and
benefit package than “contract staff.”

65. For a long time, managers were permitted to distribute operational surpluses
through a “welfare fund” to staff in the form of bonuses based on individual
or departmental contributions to activities or revenues. Then new regulations
in November 1998 required that all expenditures associated with wages,
allowances, and cash bonuses must be explicitly posted as costs (MOF and
MOH 1998). Despite the constraint, in practice, providers continue to exer-
cise considerable latitude in how surpluses are used.

66. This has included making the selection of managers and staff more transpar-
ent and competitive, or relying more on outsourcing of support services such
as facility management, cleaning, food services, security, and supply manage-
ment (Jia 2003; Ye et al. 2003; Xiang and Yang 2004). Other initiatives to
strengthen hospital organization and administration have focused on improv-
ing management information and financial control—for example, through the
establishment of improved health management information systems. There
are also examples of contract management, including by the local health
bureaus in Wuxi City (Yang 2003). To date, very little is known about the
impact of management reforms.

67. These efforts were meant to promote rationalization of health-system
resources and strengthen coordination. Although formally adopted as a health
policy tool, regional health planning has had limited impact on the configura-
tion and organization of health services.

68. A number of studies have shown that outreach can be a cost-effective way of
providing specialist services to rural and remote populations without
adversely affecting quality.
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69. A central feature of the legislation and regulation governing charities and non-
profit organizations in many countries is the distinction that is made between
“public benefit” organizations and “mutual benefit” organizations. The latter
primarily serve the private interests of their members. In contrast, a number
of criteria typically must be met for registration as a public-benefit organiza-
tion and access to the tax privileges and other benefits associated with that
status. Commonly, this includes an organizational mission for the advance-
ment of education, religion, art, science, charity, and the relief of poverty,
health and physical well-being, environmental protection, or another general
social good. Some countries embed specific provisions defining public bene-
fit status in the framework legislation for nonprofits, while other countries
have adopted specific “public benefit” legislation. Considering the interna-
tional usage of the term and the lack of a specific definition in China, it is
unclear how the concept can be helpful in making operational decisions about
service delivery arrangements there.

70. Available studies have important limitations. They focus on a relatively lim-
ited set of outcomes, and the measurement of both cost and quality is often
rudimentary. It is also the case that both ownership status and conversions are
endogenous—that is, they are likely to reflect the local conditions and policy
environment. Therefore, it is difficult to attribute any impact to the conver-
sion or to draw general conclusions about the impact of reforms. Most impor-
tant, perhaps, the extent to which ownership conversions actually have
changed financing arrangements, provider autonomy, and accountability has
varied substantially across contexts.

71. There are, however, examples in which the county government or the THC
bought the assets of the village clinics, and the village doctor was made a
salaried staff member of the THC (Qianyang Health Bureau 2004). As part
of vertical integration, some counties have introduced defined village-level
service packages focusing on infectious disease and maternal and child health
(Wang et al. 1997; Pan and Yan 2004). 

72. This followed the model of Sanitary and Epidemiologic Stations in the Soviet
Union.

73. The two controls target drinking water and human feces, while the five
changes refer to sanitation improvements for wells, toilets, cattle sheds, cook-
ing fires, and living environments.

74. In the absence of government intervention, individuals may underinvest in
prevention—due to inadequate information about risks and preventive meas-
ures or because they do not carry the financial risk associated with illness.

75. A description of these case studies is provided in the appendix to this chapter.

76. However, while budgetary revenues declined steadily during the 1980s as a
share of GDP, extra-budgetary funds (EBF) and extra-establishment funds
(EEF) increased dramatically. These locally driven attempts to compensate for
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the decline in revenues has led some to question whether a fiscal decline
really occurred in the 1980s (Zhang 1999). 

77. The criteria for allocating budget subsidies to institutions with public health
responsibilities vary across counties. For example, one of the case-study coun-
ties financed full salaries of staff on permanent contract, and also paid Y 20,000
for EPI and Y 1,000 per staff member for overhead. The other, and consider-
ably poorer county paid only 80 percent of salaries for permanent staff. In
some cases, supplementary funds may be available for specific purposes.

78. Every county center for disease control should have a ratio of 1.5 disease pre-
vention and disease control staff for every 10,000 people served, and 40–50
percent of staff should be capable of field epidemiological investigation.

79. See http://www.nice.org.uk/guidance/topic, http://www.thecommunityguide
.org/, http://www.ahrq.gov/clinic/uspstfix.htm, and http://www.cochrane.org/
reviews/.

80. Duplication of laboratory capacity is likely to become an even bigger problem
with the establishment of the local CHIS. In principle, the CHIS is supposed
to rely on the EPS/CDC for laboratory testing needed for inspections and law
enforcement. The oversight centers, however, have been reluctant to rely on
the CDC for testing, and have in some cases established their own laborato-
ries (Chen 2002). 

81. In fact, health institutions, at least in some counties, are not just encouraged
to generate revenues but are penalized if they fail to reach revenue growth
targets. This was the case in both randomly selected case-study counties,
where revenue generation (Chuang shou) was an assigned task in the LOR
that the county government signed with health institutions. THCs were set
targets of 20 and 10 percent revenue growth in the two counties, respectively,
with financial implications if the target was not met. Similar targets were
established with the epidemic prevention station and the MCH center.

82. Revenue-driven decisions about service priorities also have implications for
human resource management. Divisions in institutions with public health
responsibilities that can generate revenue have an easier time attracting staff,
and tend to have staff with higher qualifications. For example, in the two case-
study counties, the Disease Prevention and Control Division of the EPS—
charged with responsibilities for disease prevention and control, public health
emergency response, and disease surveillance and reporting—has very few
staff with formal academic training in public health.

83. This includes, for example, immunizations for encephalitis B, typhoid fever,
and HBV.

84. One could conceive a model in which the center for disease control is also in
charge of financing and contracting for public health interventions or activities
by health care providers or other organizations. However, in most cases, it will
probably be more natural for the county Bureau of Health to retain this role.

216 Notes



85. This division of labor between an integrated CDC and health care providers
raises vexing questions about MCH centers, which currently focus primarily
on personal health services. If responsibility for analysis, needs assessment,
technical support, and monitoring of MCH-related issues were to be inte-
grated into a single CDC, should MCH centers become health care providers
operating in parallel with hospitals and clinics or should they be integrated
with county hospitals? Usually integration will make sense, but actual resolu-
tion would have to be determined on a case-by-case basis.

86. Similarly, studies in Hubei and Jiangning city report that 40 percent of
public health staff had no medical or public health-related training (He
2001; and Wang 2001). 

87. Guangxi was selected because previous work on National Health Accounts
had been undertaken in the province, and because the study wanted to shed
light on public health financing and organization in a poor and “lagging” part
of the country.

88. Iceland’s health insurance funds were tax-financed from 1972 onward, but
were not abolished until 1989. See Halldorrsen (2003) at http://www.euro
.who.int/document/e82881.pdf. 

89. The intention of Italy’s 1978 reform was to shift from payroll taxes toward
general revenues, but even in 1999, 44 percent of the funding came from pay-
roll taxes. However, everyone since 1978 has coverage in the National Health
Service, irrespective of whether they paid any payroll taxes. See Donatini
et al. (2001) at http://www.euro.who.int/document/e73096.pdf. 

90. Numbers are from the OECD health database. 

91. See Sandier, Paris, and Polton (2004) at http://www.euro.who.int/document/
e83126.pdf.

92. Data are from the Chinese Health Economics Institute. This figure excludes
government capital spending, and certain items of spending such as family
planning, medical education, other sectors, FDA costs, “other social” spending,
and so forth. It also excludes “other private” spending, which includes extra-
budgetary revenues of facilities, spending by township and village enterprises,
and so forth. If all these items are included, total health spending in China
averages almost Y 600 per capita, or 5.5 percent of GDP. The financing labeled
“supply-side subsidies” includes payments by government to providers in the
form of budget support. Under “demand-side subsidies” are included govern-
ment budgetary expenses (contributions) to BMI (that is, payments by gov-
ernment on behalf of civil servants), subsidies to BMI, budgetary expenses on
GIS/LIS, spending on NRCMS, and the Medical Assistance scheme. Social
health insurance (SHI) contributions include employee and employer contri-
butions to BMI, Labor Insurance Scheme contributions (all by the employer),
and contributions by households to NRCMS. 

93. See The Reforming States Group (1998).
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