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Abstract The health financing schemes is the foundation for the nation’s health
care system, and the health insurance is a main one of some options for financing
health care. This article compares two health care financing schemes in urban
areas before and after the health reform, and targets at the impacts facing
coverage groups, the financing methods, decision-making power or financial
management (i.e. the distribution of responsibility and rights between the central
government and local governments), payment arrangement and cost containment
of health care financing mechanisms. Prior to reform, the equal access and
universal coverage of health care services were implemented through the
employment-based health insurance in a state-controlled economy with
guaranteed full employment and central control in general. The decentralization
reforms of fiscal system and tax sharing reforms disrupts the past economic
foundation, the rebuilding health insurance system which still benefits the
employed bring the limited coverage. The next trend is to make transition from
health insurance covering only part of the employed population to what are in
effect national health services covering the whole population in urban areas.
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1 Introduction

The Chinese government’s newly adopted financing schemes for the health care
system have been implemented to ensure the universal and equal access to
reasonable health services, affordable health care expenditures and effective use
of resources. These goals have been achieved and are aimed to provide a solid
foundation for the nation’s health care system in the decades ahead (Dunlop and
Martins, 1995; Dixon, 2006).

China’s health care system reforms are part of a wider socioeconomic reform
started in 1978. However, urban health care reforms did not gain momentum
until the late 1990s and therefore was about 20 years lagged behind the overall
reform. They were devised as a middle way between government intervention
and free market competition. Prior to the health reforms, the Labor Insurance
Schemes (LIS) and the Government Insurance Schemes (GIS), initiated in the
early 1950s, played a vital role in providing services for the employed and
contributed greatly to the improvement of health care for the Chinese urban
population pre-1990 (Liu and Zhao, 2006). By the end of the 1970s, the LIS
covered all the employees in state-owned enterprises and most employees in the
collective-owned enterprises (Yuan and Tang, 1995).

Economic and administrative reforms have had a profound impact not only on
the establishment of the health insurance schemes in the past but also the current
reforms. In 1998, the new Urban Employees’ Basic Health Insurance system
(EBHI) was established and gradually replaced the past LIS-GIS. By the end of
2006, the new insurance programs covered approximately 180 million people,
including 64 percent of the urban employed population, i.e. 31 percent of the
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urban population and about 13 percent of the total population in China.'

The new health financing reforms were characterized by a reduction in direct
government financing and an introduction of official user charges. These reforms
have substantially changed the financing structure of the health care sector and
contributed to the dire state of health care in China’s urban areas. Issues
concerning this are a health care cost inflation way above general inflation,
limited availability and quality of services provided, as well as problems with
population coverage. As a result of EBHI, access to health services is highly
inequitable, with those from low-income groups and those from rural locations
but living in the cities being particularly at a disadvantage.

The Chinese Academy of Social Sciences’ (CASS) surveys on social problems
in 2006 indicated that 58 percent of the surveyed population believed the most
serious problems with current health services are insufficient coverage,
inequitable access and cost inflation (Ru et al., 2006). Poverty caused by
catastrophic health expenditure in 2003 was estimated at 25 percent of the urban
poor population, compared to only 4.5 percent in 1998.> This indicates that the
severity of the health care issues faced by China’s urban population is escalating
at a rapid pace, which is also reflected by policy-makers’ recently boomed
interest in urban health reforms.

This article compares the health financing schemes in urban areas before and
after the health reforms and analyses the impacts on different coverage groups,
financing methods, decision-making powers and governmental financial
management, i.e. the distribution of responsibilities and rights between the
central government and local governments, provider payment arrangements and
the effect on cost. Following the comparison of the health financing reforms and
their effects, we explore the rationale for universal coverage before the reforms,
indicate the impetus behind the reforming process, and make recommendations
for future reforms of health financing in China’s urban areas.

2 Comparison of health financing arrangements in urban
China before and after the reforms of the late 1990s

The historic LIS covered all employees in state-owned enterprises and most
workers in collective-owned enterprises. The beneficiaries were the employees
and retirees, while dependents (children, spouses and/or parents who do not
have proper employment related health insurance) only had partial coverage

! Ministry of Health of the People’s Republic of China, 1992-2007, “Labor and social security
undertakings statistical bulletin:1992-2006".

2 Center for Health Statistics and Information, MOH(ed.), “An Analysis Report of National
Health Services Survey in 2003”, Peking Union Medical College Press, 2004.
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(Xu et al.,, 2007). The GIS was designed for government staff, veterans,
educators, and college/university students. GIS did not provide coverage for
dependents.

The new Urban Employees’ Basic Health Insurance system (EBHI), which
replaced the LIS-GIS schemes in 1998, is a social health insurance program for
urban employees and acts as an occupationally based health insurance system.
This scheme covers all employees and retirees of the government, universities or
colleges, state and private-owned enterprises, collective enterprises, and
joint-venture enterprises. The participation of the self-employed and rural
industry workers is voluntary rather than mandatory and is decided by the local
government. By the end of 2006, EBHI coverage percentage was 30.4%, at the
same time GIS-LIS coverage percentage decreased from 38.9% to 8.6% (See
Table 1).

Table 1 Percentage of urban population with health insurance before and after the health
reforms

1998 2003
Government Insurance Schemes (GIS) 16 4
Labor Insurance Schemes (LIS) 22.9 4.6
Employment-based Health Insurance (EBHI) 0 304
Cooperative insurance 2.7 6.6
Other form of insurance 10.9 2.2
Commercial, voluntary health insurance 33 5.6
Out-of-pocket 441 44.8
Total with pre-financed insurance 100 100

Source: Center For Health Statistics and Information, MOH(ed.), An Analysis Report of
National Health Services Survey in 2003. Beijing: Peking Union Medical College
Press, 2004.

A common feature of the LIS-GIS and the EBHI is that they cover all
government staffs and urban enterprise employees. Like the GIS, the EBHI does
not cover dependents. At first glance, the two schemes seem like
employment-based health insurance; in fact there are marked differences between
the pre- and post-reform schemes both in their financing base and in their
operations.

2.1 Financing arrangements

In the LIS system the individual enterprise had the responsibility to make
contributions to welfare funds (Xu et al., 2007). Annually, each enterprise set
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aside about 3 percent of total wages as a welfare fund, which was budgeted to
finance health expenditure owned by LIS beneficiaries of that work unit and
was defined as part of the production costs. Some collectively owned and
private enterprises also followed the LIS policy on providing full or partial
healthcare benefits for their employees.” GIS, the public-funded medical care
system, was financed largely by government appropriation from general
revenue, specifically from funds appropriated to the health sector from the
Ministry of Finance (Ho, 1995; Yuan and Tang, 1995; Hindle, 2000; Liu, 2002;
Xu et al., 2007).

The EBHI system is financed by premium contributions from employees (2
percent of annual wage/salary) and employers (up to 6 percent of employee’s
wage/salary) (Xu et al., 2007). Retired workers are exempt from premium
contributions; with the cost of their contributions borne by their former
employers (Liu, 2002). The new scheme’s funds are divided into two accounts:
Individual Health Savings Account (IHSA) and Social Pooling Fund (SPF). The
IHSA is financed by a contribution of 2 percent of each employee’s salary, and
1.8 percent is contributed by the employer, whose enrollees are only able to use
for outpatient expenses. The IHSA funds (including corpus and interests) which
are unspent at the end of the year are carried over to the next year and transferred
to relatives at the end of a person’s life. The SPF is financed by a contribution
from each employer, set at 4.2 percent of its employees’ wages, and used to cover
main medical expense (i.e. inpatient expenses). The SPF is a risk pool within
cities and the fund deficits are burdened by local government’s fiscal revenues.
The percentage could be adjusted, relying on local economic development and as
such the employer’s contribution ratio may be diverse among cities. For example,
the employers’ contribution can be as high as 10 percent as is the case in
Shanghai (Xu et al., 2007). From 1999 to 2006, the EBHI average annual
increase rate was 62%, the expenditure and ending balance increasing rate were
56% and 66% respectively at the same period (See Fig. 1).

Unlike LIS-GIS financed by individual enterprise and local governments, the
new schemes are financed by joint contributions between employers and
employees, coupled with some local government subsidies, out-of-pocket spending
(co-payments by employees) and private health insurance or supplementary
insurance pools.

3 The Government Administration Council, 1951, “Regulation for the Labor Insurance
Schemes of the People’s Republic of China”, http://news.xinhuanet.com/ziliao/2004-12/17/co-
ntent_2347271.htm.
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Fig. 1 EBHI income, expenditure and ending balance (100 Million)

Source: Ministry of Health of the People’s Republic of China, “Labor and social security
undertakings statistical bulletin: 1999-2007".

2.2 Decision-making power or financial management: Central government,
local government and individual enterprise

Decision-making powers with regards to financial management were delegated
to each enterprise under LIS and to each provincial government under GIS,
(Grogan, 1995). Under LIS, each enterprise operated an insurance pool
exclusively for its own employees. Under GIS, each local government also
operated a pool for its own staff. The longstanding weakness in LIS-GIS schemes
was the small individual enterprise risk pooling capacity and the connection of
benefits to financial situations of employers and economic prosperity of regions,
(Liu et al., 1999; Hu et al., 1999; Xu et al., 2007; Liu, 2002).

However, the challenge coming from the poor capacity of risk pooling is just
on the surface of the phenomena. Prior to economic reform, all state-owned and
collective enterprises were under centrally determined rules and regulations set
by central and local governments respectively. The government budget, in
particular the central government budget, often served as a last resort to absorb
payment debts of all state-owned enterprises. Although individual enterprises
afforded health care expenditure on the surface, LIS-GIS systems were actually
the whole country risk pool and financed finally by the central government.

The EBHI system is managed by insurance management agencies attached in
the central government and local governments. The new scheme has two
management levels, the Ministry of Labor and Social Security (MOLSS), which



Comparison of health care financing schemes before and after market reforms 179

was newly established in 1998, and the Municipal Social Insurance Bureau (SIB),
which was established gradually by each level of government, (including
province, city and county).4 The bureaucratic charge is burdened by fiscal
budgets of the corresponding level of governments. The MOLSS has
responsibility for all types of employment-related social services including
pensions and unemployment benefits (Hindle, 2000). Their daily operational
responsibilities have been devolved to municipal governments. Each SIB must
manage an insurance pool (called the SPF) for the entire employed population
within its jurisdiction. SIBs, working with health authorities, are responsible for
collecting premium (according to the local government’s discretion, this task may
be assigned to tax collection agencies), contracting with a set of healthcare
providers (including outpatient clinics, pharmacies, and hospitals), and paying for
health services. The central government requires that, as a minimum, the risks are
to be pooled at the city level and local governments are responsible for making up
any deficit (Liu, 2002). However, there is no risk pooling among cities.

Prior to reform, the central government collected all revenues and allocated a
portion to provincial governments (Walder, 1992; Wong, 1990). Under the old
fiscal system the first financing was assigned to individual enterprises and each
provincial government in LIS-GIS. The final financial responsibility was
transferred to the central government via individual enterprises transferring their
health financing responsibility to local governments, and then local governments
transferring it to the central government budget. Being different from the
LIS-GIS, the EBHI is subject to local management, divides most of the
responsibilities between local governments and individual employees, and
diminishes the enterprise role greatly. Within the national policy framework,
local governments have the autonomy for setting up rules for collecting and
allocating funds, and operating the scheme (Tang and Meng, 2004).

As a result of health reform, the relative scale of government health
expenditure as well as social health expenditure (which includes expenses of
state-owned enterprises) decreased drastically (i.e. from 32.2% and 47.4% in
1978 to 18% and 29.8% in 2005), while private out-of-pocket expenses has

* There are three levels of government: central government, provincial government and
city/county government. But in this paper, the local government means the provincial and
city/county government together. The central government is responsible for the general system
design and for formulating policy and reform programs. The central government does not
perform any direct reallocation of tax revenues, but there is some element of vertical transfers
of funds to provinces in need of extra resources for their health care programs. The scale of
these funds is based on a bargaining procedure between the central government and the
provinces. The provincial governments collect their own tax revenues and administer the
health care plans. They further share the responsibility with the city government for providing
the services. However, it is quite normal in provinces with very heterogeneous conditions to
arrange the social pooling at a city level.
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increased significantly (i.e. from 20.4% in 1978 to 52.5% in 2005) over a period
of 28 years, between1978-2006 (See Fig. 2). The central government plays a
limited role in health financing in connection with China’s health reform. The
role of the central and regional governments in the new health insurance system
needs to be re-examined (Liu, 2002).
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Fig. 2 The rate of health expenditure: Government, social and personal

Source: Ministry of Health (ed.), Chinese Health Statistical Yearbook 2007. Beijing: Peking
Union Medical College Press, 2007.
Note: Enterprise (especially to state-owned enterprises) health expenditures constitute the main
percentage of the social health expenditures. This paper considers the social health
expenditure and the enterprise health expenditure equally.

2.3 Payment arrangement

In GIS-LIS, there was almost a total refund for medical care provided, with the
exclusion of some expensive drugs and meal fees for inpatients. Beneficiaries
could receive largely free outpatient and inpatient services, except for dependent
beneficiaries, who were reimbursed at a rate of 50 percent. The LIS-GIS fund is
regarded as a non-coinsurance system since the employer’s contributions to the
insurance premium are not thought as a subtraction from workers’ salaries or
wages (Hu, 1984).

The EBHI has established deductibles, co-payment arrangements and ceilings.
In the new scheme, an insured person is expected to pay all outpatient medical
expenses and ambulatory health services from the IHSA until the funds have
been depleted. When the IHSA is exhausted, enrollees have to pay outpatient
expenditure as out-of-pocket expenses. When an enrollee incurs inpatient
hospital expenses, he must use the remaining IHSA and/or out-of-pocket
expenses to firstly pay a deductible that equals 10 percent of his annual wage.
Expenditures exceeding this deductible are paid by the SPF. In using the SPF, the
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progressive co-payment percentage between the insurance agency and the insured
individual is established, although the coinsurance percentage is decided by local
governments. A cost ceiling for the SPF is limited at a rate four times the average
annual income of workers in that city for each enrollee, beyond which all medical
costs are borne by the insured individual until the next financial year (Liu, 2002;
Xu et al., 2007; Wang, 2005). Above the ceiling, expenses can be covered by
supplementary health insurance, the subsidy for large amounts of medical
expenditure or private health insurance can be paid by the patient out-of-pocket.
The government and some enterprises provide supplementary insurance coverage
for their employees. The premium contributions by the employer are free duty
below a rate of 4 percent of their total wage.

Compared with the old LIS-GIS system, it is expected that employees under
the new systems will take out commercial insurance or pay considerable
additional out-of-pocket expenses to cover the deductibles, the number above the
ceiling and co-payment arrangements. However, the new system may be a
benefit loss for some people, one of the major reasons for the public
dissatisfaction with the new system.

2.4 Cost containment mechanisms

In the GIS-LIS system there was little restriction on the types of health care
services and prescriptions provided. The absence of mechanisms to control moral
hazard behavior by both suppliers and users also meant escalating costs (Xu et al.,
2007). The employers, who had no incentive to seek the most cost-effective
health care, only played as a passive role, and simply paid health care bills on the
assumption they were for necessary and appropriate care. The health care
providers were usually reimbursed on a fee-for-service (FFS) basis according to a
government’s fee schedule (Liu, 2002).

In EBHI, the design of the IHSA, deductibles, co-payment arrangements and
ceilings plays a cost-containment role although the ceiling reduces the health
insurance ability to minimize risks. Health care providers are subjected to the
approval of their service contracts by the city Social Insurance Bureau (SIB) and
are managed to include the types of services and drugs that can be
reimbursed/covered. Any service or drug that is not listed in the fee schedules,
contracting and drug formularies have to be paid by the individual concerned.
Hospitals and doctors are paid primarily on a fee-for-service (FFS) basis following
some pre-determined fee schedules varying with the level and type of provider.
Table 2 shows that the ratio of health expenditure to the total expenditure in urban
area decreased from 23.9% to 9.1%, and the ratio of average health expenditure to
the total expenditure in urban area decreased from 19.1% to 9.1%.

The cost control mechanism in the new EBHI is more useful than in LIS-GIS.
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The out-of-pocket inflation decided the whole health cost inflation mainly and is
the key reason about “expensive on medical treatment”.

Table 2  Average increasing percentage of health expenditures in urban area

Pre-reform: Post-reform:
1990-1997 LIS-GIS 1998-2005 EBHI

Health expenditure in urban areas (Unit: yuan) 969 3 542
Ratio of h'ealth 'expendlture to the total 23.9% 18.7%

expenditure in urban area
Average health expenditure in urban areas 322 033

(Unit: yuan)
Ratio of average health expenditure to the

19.1% 9.1%

total expenditure in urban area

Source: Based on China’s Health Statistics 2007, Ministry of Health of the People’s Republic
of China.

Table 3 compares the beneficiaries, method of financing, decision-making
power, payment arrangement, universal coverage, equal access and so on
between LIS-GIS and EBHI, and evaluates effectiveness, efficiency and equity
before and after health financing reforms. Before reforms, LIS-GIS depended
fiscal financing, had the whole country risk pooling, and achieved the health
insurance universal coverage, the equal access and the progressive health
financing. After reforms, the health financing in EBHI depended tax partly,
arranged the co-payment between the employer and employee and reduced the
risk pooling to single city. This insurance scheme causes the low level of
coverage, relative unequal access and the regressive health financing system.
However, the efficiency of the EBHI is higher than LIS-GIS (See Table 3).

Table 3 Introduction and assessment of health financing of LIS-GIS and EBHI

LIS-GIS EBHI
Beneficiaries The employees, the retirees and The employees, the retirees
enterprises’ employees
dependents
Method of financing LIS: 3% of total wages Two accounts: IHSA (1.8% of

GIS: local government revenues  employer, 2% of employee
wages); SPF (4.2% of

employer)

Decision-making power  LIS: each enterprise Central and local government

GIS: local government agencies: the MOLSS and

SIBs

Payment arrangement Non-coinsurance, total refund ~ Deductible, co-payment and

for care provided ceiling
Out-of-pocket No High (above 50%, 2006)
Tax financing Yes Partly, only for the civil servants

(To be continued)
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(Continued)
LIS-GIS EBHI
Risk pooling (surface) Each enterprise and  Each city
local government; (final) the  has not between cities
whole country risk pooling

Universal coverage Yes No

Equal access High Low

Equality in financing High, progressive Low, regressive
Central government budget High Low

Efficient use of resource  Low Moderate

3 Government budget financing and full employment policy
ensured universal and equal coverage before market reforms

The equal access and universal coverage of health care services were
implemented through the employment-based health insurance in a
state-controlled economy with guaranteed life-time and full employment, strict
migration controls, soft budget constrains and central control in general.

3.1 Government budget base

In a planned economy the fiscal systems were featured by unified revenue and
expenditure, which were included in the central government budget. The central
government concentrated the authority to dispose of government revenue and
expenditure. Prior to economic reforms there was the soft budget constraint in
China’s fiscal schemes (Kornai, 1986; Liu et al., 2003). The central and local
government not only possesses state-owned enterprises, but manages its
production. Governments appoint factory directors, decide workers’ salaries, plan
annual output and control exclusive selling rights. On the other hand, enterprises
hand in all earnings and receive appropriate funds to cover the workers’ salary
and the welfare expenditures, including house, education (their children) and
health care. Governments pay off the deficit of state-owned enterprises, make
additional direct investment, increase the loan amount, reduce the taxation and
provide fiscal subsidy.

On the surface, more challenging thing is the small risk pooling, which is
financed by individual enterprises in the LIS system. But, in fact, all state-owned
and collective enterprises are under centrally determined rules and regulations as
set by the central and local government respectively. The government budget,
especially the central government budget often serves as the final resort to resolve
the payment debt of all state-owned enterprises. The individual enterprises afford
health care expenditures initially, but the government budget finances the whole
expenditures finally because of the soft budget constraint. LIS and GIS had
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virtually the whole country risk pooling. But EBHI, the similar employment-based
character, is very different from LIS, as it is not supported by taxation or
government budget, after reforms of fiscal systems and state-owned enterprises.

3.2 The full employment situation

The full and life-time employment policies let the government guarantee almost
everyone basic care at free or minimal cost for the urban resident under the
employment-based health insurance systems (Dong, 2003). The central and local
government planned the population in their public sectors and guaranteed
everyone a life-time job. The employer had no power to fire any employee and
employees also had little freedom to choose and change their position. By the
end of the 1970s, LIS covered all employees in state-owned enterprises and most
workers in collective-owned enterprises (Yuan and Tang, 1995).

The universal coverage in LIS-GIS schemes relied on underlying rules such as
soft budget constraints and inefficient life-time employment. As such, it lacked
stabilization and persistence. Marketization reforms changed the foundation of
LIS-GIS and simultaneously destroyed universal coverage. The different
economic prosperity between regions and enterprises varies in service coverage.
Although the expenses are financed by government budget, the benefits provided
by LIS-GIS were indirectly or potentially tied to financial situations of the
employers, so there was a lack of measures to control costs of the comprehensive
benefit packages (Liu, 2002). Temporary or permanent insolvency was a frequent
occurrence because the risk was carried by the individual enterprises and most
enterprises were unwilling or unable to protect themselves against fluctuations in
their own business performance and in health care costs (Hu et al., 1999).

4 The real impetus of establishing the Urban Employees’
Basic Health Care Insurance (EBHI): Means and policy

The establishment of an appropriate means for EBHI must take into account the
policy inertia of the past LIS-GIS, and how it will operate on the basis of the
existing schemes. Because decisions on financing and insurance benefit design
are assigned to each enterprise under LIS and to each provincial government
under GIS, economic reforms that affect the control of each province and
enterprise and their financial viability, have important implications for these
health insurance schemes (Grogan, 1995). The decentralization reforms of the
fiscal system, including tax sharing reforms and state-owned enterprise reforms
taking responsibility for their own profit and loss, and diversification of the labor
force policy, which are part of the whole economic reforms, disrupt the
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foundation of LIS-GIS systems and have driven the current rebuilding of new
health insurance systems. The real impetus of establishing EBHI is passive and
precipitate.

4.1 Decentralization of the fiscal system and centralization of the administration

(1) Decentralization of the fiscal system

Before 1978, China had adopted a fiscal system of highly centralized
management in accordance with the centralized and planned economic system
at that time (Yang, 2001). Different from the past fiscal scheme, which was
featured by unified control over revenue and expenditure, the public financing
system began decentralization reforms from the early 1980s. The fiscal
decentralization reforms are the devolution of tax collection responsibility, and
local governments now retain a higher proportion of collected revenues than
what was prior to the reforms (Grogan, 1995). The reforms endow local
governments and state-owned enterprises with more self-determined rights (e.g.
more tax revenues for local government or remaining profits for each
enterprise), and strengthen budget constraints, which are rather different from
the past soft budget constraint systems. Each level of government, receives its
revenues from the area it administrates and from the enterprises it owns directly
(Wong, 1991). Therefore the central government transfers health financing
responsibility to local governments and the past health insurance system is
reformed. Health financing responsibility is burdened by enterprises and the
local governments (Wang, 2005). Some public health responsibilities are
transferred to local governments.

(2) Tax sharing reforms

Fiscal decentralization has greatly decreased budgetary revenues of the central
government in respect to the local government fiscal revenues and the Gross
Domestic Product (GDP). In order to depart from the worst financial crisis in late
1980s and early 1990s, the tax sharing reform was implemented by the central
government in 1994. The tax-sharing system divided the tax revenue into both
the central and local governments and involved the combination of decreasing
local financial resources and increasing the central government financial
revenues.

These conflicting regulations force local governments to make the awkward
choice between heavy responsibility and weak ability in health financing.
Although the fiscal decentralization reforms strengthen the health financing
responsibility of each local government (e.g. transferring more health financial
responsibility to county budget), the tax sharing reforms weaken the health
system’s financial ability of individual local governments. In order to unload this
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heavy financial burden, most local governments approve of the introduction of
competition into the health care market. This is similar to “the Suqian health care
reforms models” in Jiangsu province, the Suqian city government disposed of all
the public hospital to the private sector and let the out-of-pocket payments
increase alone in 2000.’

(3) Centralization of the administration

The new health insurance system is the result of a combination of the
decentralization of the fiscal system and centralization of the administration,
while administration system reforms lag behind economic system reforms. The
centralization of political administration always coexists with the
decentralization reforms of many economic relationships in China. This
distinguishing feature encourages government officials of all levels to have
superstitious perceptions to their higher supervisors, who appoint their position
and decide their treatments. The evaluation criterion for government officials’
achievements focuses on economic performance, so local governments neglect
health care responsibility (Liu, 2005). Local governments share the responsibility
of health care financing, but they actually have no ability and no desire to
implement it.

4.2 Reforms of state-owned enterprises

Reforms on state-owned enterprise are of paramount concerns to China’s
economic reform. The reforms introduce market competition, abandon the
guaranteed life-long employment scheme and drive the state-owned enterprises
to become modern enterprises. They make decisions concerning output quantities
and prices without government intervention. In addition to this, they could make
independent choices in their operation and management, in allocating profits and
making up for the losses, and are free to negotiate and sign the terms of contracts
(Li, 2006). For example, the taxation system of state-owned enterprises, which
should transfer any surpluses to the state via profit remittance, was replaced by a
direct taxation of enterprise profits in 1984: a statutory 55 percent enterprise tax
rate was imposed. Keeping up with this goal, the central government has, since
1986, allowed governments at all levels to enter into tax contracts with the
enterprises they own (Grogan, 1995).

In post-reform era, both decision-making and financial self-recovery
responsibilities are largely decentralized down to each individual firm, and
meanwhile the intrinsic heavy fiscal burden is alleviated from each level of

> China Centre of Economic Research, Peking University, 2006, “Reports of Sugian health
care system reforms”, China Youth Daily, the 3™ March.
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government, in particular the central government. Reforms on state-owned
enterprises end the soft budget constraint and destroy final central government
budget financing and national risk pooling. The past LIS-GIS failed to reimburse
employee beneficiaries for their medical expenditures and rendered those
individuals effectively uninsured if an enterprise was running a deficit. As a
result, a significant portion of sate-owned enterprises ended up with little
capacity to reimburse medical bills for their employees, who thus had to pay
significant out-of-pocket expenses for healthcare (Henderson et al., 1995, 1998;
Hu et al., 1999).

4.3 Reforms of labor force policy

Economic reform has created a more diversified labor force and a relatively
greater migrant population. The previous population registration system that
classified people according to their geographical and individual work unit
location, changed in accordance with labor market reforms. In pre-reform days,
there was little freedom for people to change their job or their location of
residence. People were expected to take what the State decided to provide for
them. With the market reforms of 1979 and accelerated reforms in more recent
years, the concept of “free job mobility” has become a reality (Ho, 1995).
Governments have increased state-owned enterprises’ and managers’ staffing
power, permitting them to hire, discipline and dismiss workers. In 1983, the
labor contract system was introduced, which allows enterprises to treat new
workers differently from permanent employees. For example, increasing
numbers of staffs have been employed on short-term contracts (Xu et al.,
2007).

The universal coverage in the past LIS-GIS disappeared while labor groups
diversified and migrated. Self-employed urban groups, temporary rural migrant
workers who do not have permanent residency, other floating labor, staff
employed on short-term contracts and the unemployed are not privileged with the
social welfare benefits offered by the state and the access to health insurance for
this population is not available. The diversification of urban laborers drives the
functioning of the new EBHI.

5 Recommendations for the next health financing reforms

Comparison of the situation before and after economic reform indicates that
government tolerated some degree of social inequality in order to the rapid
economic growth. The government has no ability and no desire to finance health
care services, allowing the out-of-pocket spending by individual citizens to
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increase rapidly. Although China has some good reasons in the short term for
using employment-based insurance, including weakness in its taxation system,
there are some significant disadvantages. Therefore the central government must
take a greater level of financial responsibility to help establish a more stable and
equitable health insurance system, that includes the establishment of a larger risk
pooling.

The connection of EBHI to employment results in limited coverage and is
likely to create an unequal access to the types of health benefits offered by
different firms and in different geographic areas. A mobile or temporary working
population is typically uninsured or under-insured. Although enterprises are
required to participate in BHIS, participation is not compulsive. Some indebted
enterprises and/or some enterprises have chosen to stay away from the new
scheme and mainly employ young workers. As the mainstream health insurance
scheme for urban areas, EBHI does not cover the self-employed, short-contracted
workers, migrant workers and the unemployed.

The migrant workers, who are short-contracted and considered a floating
population, typically come from rural areas although they are employed in urban
areas. This particular group is comprised of nearly 200 million people, which
accounts for about 27 percent of the rural population.® Concerned with the
existence of such a large uninsured population, the Chinese government is trying
to change the situation, with an aim to cover all migrant workers under the EBHI
scheme. In 2007 there were just over 26 million migrant workers (13 percent of
all migrant workers) with health care insurance.’

5.1 Transfer of risk between different areas: City risk pooling

In the new EBHI, the burden of financial responsibility lies on local governments
and budgetary units are cities and counties. The individual and social accounts
are city or region specific. Huge regional differences and the decentralization of
the fiscal system create diverse financial methods and payment arrangements
among different areas. Each city’s labor bureau has to manage its own insurance
pool for the entire employed population within its jurisdiction (Social Pooling
Fund, or SPF). Therefore, payment mechanisms for out- and in-patient care may
differ between cities. There is no risk pooling between cities.

There are relatively small national risk pooling and different compensatory,

8 The writing team of Chinese migrant workers report (2006). The research report of Chinese
migrant workers. Reform, 5: 1-22.

" Ministry of Labor and Social Security, 2007, Report of labor and social security work
development and implement, http://www.molss.gov.cn/gb/zwxx/2007-09/07/content_195514.
htm.
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limit transfer payments and reinsurance mechanisms. For example, migrant
workers are hesitant to receive health insurance because of the limited
transference and reinsurance problems among urban areas or/and between rural
and urban areas. Obviously this is a severe problem for the growing migrant
workers. An approach to the health insurance system and risk pooling by whole
country is the future direction.

5.2 The new planning: Urban Citizens’ Basic Health Care Insurance (CBHI)

The next trend is to make a transition from health insurance covering only parts
of the employed population to what are in effect national health services covering
the whole urban population. The Chinese government has decided to go ahead by
this way.

A new urban health insurance system, Urban Citizens’ Basic Health Care
Insurance (CBHI), is aimed at the entire urban population. National
implementation is expected to be accomplished by 2010. This will include
insurance coverage for the unemployed population who are currently uncovered
under EBHI. At the end of 2007, almost 40.7 million urban unemployed people
had basic medical care coverage during the CBHI experiments.8 However, this
system 1is still based on city risk pooling and financed by local government
budgets. The central government only assumes part of the financial responsibility
for poor regions. As is the same with EBHI, CBHI still establishes deductibles,
co-payment arrangements and ceilings and largely pays for the inpatient
expenditures and catastrophic expenditures. In effect, the CBHI system’s design
has made significant efforts to achieve universal coverage in urban areas and to
perfect the urban health insurance system. However, financial problems still exist,
including a deficient central government financing responsibility, risk pooling
carried out only on city levels and a limited capacity to transfer and the reinsured
across different regions.
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