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Effects of Public Expenditures on Health Care Cost in China
ZHU Hengpeng"*, YUE Yang” and XU Ji**

(‘a: Institute of Economics, Chinese Academy of Social Sciences; b: School of Economics, and Wang Yanan Institute
for Studies in Economics, Xiamen University; ¢: School of Economics, University of chinese Academy of Social Sciences)
Summary: The Chinese government’s health care expenditure has grown significantly over the past several decades and is
projected to grow in the future. In 2020, the Chinese government spent about 7. 1% of its financial expenditure on health
care, increased from 6. 8% in 2013. The funding to China’s public health care institutions has increased from CNY 489
billion in 2013 to CNY 755 billion by 2020, which account for 52% of total health care expenditures by then. Government
subsidies on China’s public insurance programs were CNY 1. 4 trillion in total from 2016 to 2020. The government spending
on health care systems was supposed to reduce the burden of people’s health care spending. However, the rapid expansion of
government health care spending came with the escalating expenditures of medical care, because of the problems of
supplier-induced demand. Therefore, in this paper, we investigated the effects of different types of government health care
expenditures on health cost and health care market in China.

We first developed a static medical market competition model to investigate the effects of different types of public
health care expenditures on patients” hospital choices, and hospitals” decisions of investment and pricing. In the model, we
assume that a government can invest in public hospitals or subsidize the public insurance program, given the fixed total
health care budget. A fixed number of patients are choosing hospitals by comparing the quality and prices of the hospitals. A
primary public hospital, a tertiary public hospital and a private hospital are competing for patients by investing on beds and
setting price. In the model, government spending on the supply side or demand side can affect health care cost by affecting
the hospitalization rate of each hospital and patients” hospital choices.

The model predicts that the government expenditures on supply sides causes hospitals to invest more in medical
facilities and beds, which lead to more inpatients and higher average medical payment willingness, and further a higher
medical cost. Although the subsidy to the demand side will still increase the investment of hospitals, due to the competitive
pressure between hospitals, the increase of patient burden caused by the demand side is lower than that caused by the
supply side. In addition, due to the asymmetric competitive characteristics of the medical market, increasing the subsidy
ratio of highdevel hospitals will lead to highdevel hospitals occupying the resources and market share of primary hospitals,
thus increasing the average medical expenses.

In the empirical part, we constructed a dataset with hospital operation information of 13 Chinese cities from 2008 to
2016, which consists of 17,869 hospital-year observations. Using the dataset, we employed a 2SLS regression method to
assess effects of the government’s health care expenditures ( supply side) and medical insurance payment ( demand side) on
medical expenses and hospitals” service quality, and analyzed various channels through which financial expenditure affects
medical expenses. The results show that increasing health care expenditures on hospital will increase the average medical
service cost. The reason is that increasing the health care expenditure on public hospitals will accelerate their scale
expansion, and then increase the average medical expenses by increasing the hospitalization rate, and at the same time
increase the self-payment of patients. The increase of medical insurance payment will also increase the average medical
expenses, but it can reduce the patients” self-payment. The empirical analysis results are consistent with the theoretical
analysis predictions.

The empirical results indicate that the average health care spending per visit increased as government funding increased
and the expenditure on aggregate public health insurance increased. The raising government funding increased self-payment of
patients, while the raising health insurance subsidies had no significant effects on selfpayment. The decomposition of the
impact of competition shows that government funding will cause hospitals to increase investment on beds, doctors and
facilities , which cause a higher price. The results are also proposed that public health care expenditures on the supply side can
cause more price changes than that on the demand side through increasing the hospitalization rate and the market share of
public hospitals. Additionally, expenditures on public hospitals decrease the market share of private markets; expenditures on
tertiary public hospitals will cause more competitive pressure on other hospitals than the expenditure on other hospitals.

To conclude, direct government spending on public health care institutions causes the expansion of public hospitals,
which raises the total health care expenditures and self-payment of patients, because of the problems of supplier-induced
demand in the health care systems in China. The findings facilitate the understanding of the influence of government
expenditures on health care market in China. The paper also contributes to the literature by exploring the channels of the
influences of public health care expenditures on the efficiency of the health care system and the market structure of health
care systems.

The conclusion of the paper suggests that increasing medical and health investment is an important means to meet
people’s medical needs. However, the health care expenditure to the supply side, especially the allocation of health care
expenditures according to administrative levels, has intensified the over-expansion of tertiary hospitals, resulting in the
over—growth of medical costs. In order to eliminate this influence, the Chinese government needs to adjust the structure of
public health care expenditures to deal with the problems of supplier-induced demand in the public health care institutions.
At the same time, the way to supplement the supplier should be to promote competition rather than intensify monopoly, so
as to promote the rational and balanced allocation of medical resources.
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