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ABSTRACT

This thesis studies the provision of public pension system through three different
approaches. Part one focuses on demographic change and pension system reforms in
China. It reviews the historical reforms and the problems and suggestions associated
with the current system. More importantly, by applying a calibrated overlapping
generations general equilibrium simulation model, it investigates the impact of the
demographic changes and the choice of pension system to the individual choices and
macroeconomic variables in the future.

As with all social insurance programs, the provision a public pension system in-
volves a trade-off between protection and distortion. The second part is a theoretical
study about the optimal level of public pension system. It derives the optimal pen-
sion benefit level by considering the welfare loss imposed by the saving and labour
supply distortion.

The third part of the thesis, is an empirical study investigating the reasons for
different choices in pension systems. There are three types of public pension systems
popular throughout the world: Pay-As-You-Go (PAYG), Funded and Mixed. The
latter two have grown up largely since 1980s, after Chile successfully built its Funded
system. By applying logistic regression tests, we examine the likely social and

economic variables which have been affecting the choices.
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Chapter 1

INTRODUCTION

The social security retirement programme, also called the pension system, is a
specific scheme to provide for retirement income. It is a part of the social security
system which, as its name implies, is a scheme established to enhance the well-being
of an individual against any misfortune caused by accidents, the inability to work
or in the case of dependants, even death. In some literature, economists tend to
differentiate social security retirement programmes from pension schemesﬂ In this
thesis social security retirement programmes and pensions are treated as one, so
long as their purposes are to provide income during one’s retirement.

The importance of the provision of a proper pension system can never be over
emphasized. By 2007, more than 170 countries had adopted some form of public
pension systems. Public pension expenditure are often the largest fiscal programme
in many countries. For example, in 1990’s, in Europe, it’s about 12.1 percent of
total GDP; in North America, it’s about 7.1 percent; and it’s relatively low in Asia,
about 3 percent.

The country which draws me to this topic is China. Over the past three decades,
China has transformed itself from a socialist, central planned economy to one in-

creasingly based on market principles. The economic reforms has been bringing

I The social security retirement programme is often seen as a government incentive programme
whereas provision of a pension is seen as a private retirement programme.
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China an extended period of rapid economic growth, but it has also created many
challenges, especially for the social security system. With the implementation of
the one child policy and rapid medical improvement, China gets old before it gets
rich. The economic reforms combined with the aging population makes the reform
of the pension system a top priority. In 1997, under the advice of the World Bank,
China adopted a three-pillar pension system, which includes a defined benefit PAYG,
a funded defined contribution individual account and a voluntary social insurance
part. With low compliance rate and lack of adequate social security fund, it’s too
early to call the current pension system a success. A proper social security system
is vital for the future sustainable growth for the country. In the past three decades,
the fast economic growth is supported by the high level of fixed asset investment
and export growth, and the growth of consumption has been lagging behind the
GDP. China had a high savings rate and it also has been on a upward trend. This
is attribute to the lack of proper social security system.

Aging population and pension system reform is not a phenomenon only in China.
Historically, social security systems were almost all PAYG. However, it is widely
recognised that these systems generate many problems such as rising payroll tax
rates, evasion and early retirement. Many countries have undertaken major or minor
reforms of their pension systems in the past 30 years, Some countries went through
radical reforms and changed into fully funded pension system, some chose a mixed
system with a combination of both, and the rest stayed with the original PAYG
pension systems and modified parameters such as contribution rate and retirement
age.

This thesis tries to address the following questions:

e What is the impact of the demographic change and the choice of public pension

systems to China?
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e What is the optimal level of public pension benefit?

e Why have some countries reformed away from the original PAYG pension

system and some have not?

1.1 Thesis Structure

The thesis unfolds as follows: Chapter |1, as a foundation for further study,
includes a basic introduction to pension systems around the world, The topics ad-
dressed here are: how to classify pension systems, the main characteristic of each
kind of system, examples of major systems and the important reforms that have
been implemented. The rest of the thesis is formed into three parts.

The first part of the thesis focuses on demographic change and pension system
reforms in China. Chapter [2] reviews the major changes the Chinese pension system
has undergone since its inception in the 1950s, the demographic change and also the
various problems saddled with the current system. Chapter[3|looks into the future by
applying a calibrated overlapping generations general equilibrium simulation model
to investigate the impact of the demographic changes and the choice of pension
system to individual choices and the economy. Interestingly, welfare of different age
cohorts can also be calculated. We show which age cohort benefits most from the
demographic change.

The second part is a theoretical study about the optimal level of public pension
systems. As with all social insurance programs, the provision of a public pension
system involves a trade-off between protection and distortion. Social security bene-
fits protect the aged from poverty and, more generally, from a sharp decline in the
standard of living that could occur when regular earnings cease. But the provision

of benefits that are conditioned on income or employment and the collection of the
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taxes needed to finance those benefits also create deadweight losses that result from
changing the behaviour of both the aged and the younger population. Chapter [4]
derives the optimal pension benefit level by considering the welfare loss imposed by
the saving and labour supply distortion. The purpose of the study is not to derive
practical parameters, but to understand better how different factors influence the
optimal level of a public PAYG pension system. To provide a standard of reference,
it begins with a simple economy in which individuals have perfect foresight and
inelastic labour supply. Then, myopia and elastic labour supply are introduced and
the optimal public pension payroll tax is calculated by applying a log linear utility
function.

The third part of the thesis is an empirical study investigating the reasons for
different choices in pension systems. By applying logistic regression tests, Chapter
examines the likely social and economic variables which affect the choices signifi-
cantly. Superior to the past literatures, sample countries is selected based on data
availability.

Finally, in Chapter [6] we draw conclusions related to the three questions asked.

Before starting we here review some pension system fundamentals which will be

referred to throughout the remainder of the thesis.

1.2 Social Security Retirement Programmes

Four criteria are normally used to classify pension systems around the world:
1. who manages the system (public or private)
2. how the coverage is decided (Employment-related, Universal and Means-tested)

3. how benefits are calculated (defined contribution or defined benefit)
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4. how benefit are financed (PAYG, Fully Funded) [

The balance within any retirement system, whether between private and public
administration; flat-rate and earnings-related benefits; universal or employment-
based and means tested access, can provide evidence on the principles underpinning
pension policy and the different roles for the family, the state and the market in

providing for the elderly (Arza and Johnson 2004).
Employment-related, Universal and Means-tested

Employment-related systems generally base eligibility for pension benefits on
length of employment. The level of pension is usually related to the level of earn-
ings. Such programmes are financed entirely or largely from contributions (usually
a percentage of earnings), made by employer and worker. In many countries the
national government also participates in the financing. It either acts as the ultimate
guarantor of the benefits by contributing via an appropriation of funds from general
revenues based on a percentage of the total wages paid to insured workers. Or the
government pays a subsidy to make up any deficit of an insurance fund. In some
cases, the government pays the contribution outright for low-paid workers.

Universal programmes provide flat-rate cash benefits to residents or citizens,
without consideration of income, employment, or means. Most social security sys-
tems incorporating a universal programme also have a second-tier earning-related
program. Universal programmes tend to be financed from general revenues, although
some whilst still receiving substantial support from income taxes, are also financed
in part by contributions from workers and employers.

Means-tested programmes differ however from the employment-related and uni-

versal systems, in which the beneficiary can claim benefits as a matter of right.

2 In this thesis, is focused on public pension systems, and most discussions be around the choice
of PAYG or Fully Funded. The previous three are not much addressed.
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Eligibility for benefits is established by measuring individual or family resources
against a calculated standard usually based on subsistence need. Benefits are lim-

ited to applicants who satisfy a means test.

Defined Contribution V.S. Defined Benefit

Davis (1995) outlines the difference between defined contribution and defined
benefit as the distribution of risk between the beneficiary and the sponsor. Under
the defined benefit system, benefit calculation is based on partially replacing income
level, defined as what an individual had earned over a particular period of time
and/or the economy-wide average wage. Individuals can estimate their pension
benefits according to their years of service, income level and a benefit formula. The
revenues of such systems depend on demographic changes, the rate of wage growth,
and the rate of return on investments if a fund is accumulated. Any shortfall in
revenues relative to expenditures is covered by the sponsor, which is the government
in the case of a public plan, or an employer in the case of a private occupational plan.
In theory, individuals bear almost no risk. However, in practice the parameters of
such systems are changed so often that an individual who begins work and begins
contributing under one set of pension rules rarely retires under them.

In the defined contribution schemes, contributions are fixed and benefits vary
with market returns. The benefits are considered less defined, because they depend
on an individual’s complete work history and the accumulated rate of return. The
individual receives what is in his account upon retirement, so there is no possibility
of shortfalls. However, all risks are borne by the individual in the form of higher or

lower pensions.

PAYG V.S. Fully Funded
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Under pay-as-you-go (PAYG) financing, the current working generation’s con-
tributions are used to pay benefits to current retirees. While under a fully funded
(FF) system, current workers’ contributions are accumulated in pension funds and
invested. Their pensions are paid from the stream of returns earned by the pension
funds.

Defined benefits can be financed either through PAYG financing or through
funding. Defined contributions are mostly fully funded. People receive only what
they have accumulated, resulting in no shortfalls, although there may be public costs

associated with any minimum pension or rate of return guarantees (if offered).
The Basic Economics of Pay-As-You-Go Social Security

Paul Samuelson (1958) explained a PAYG system produces an implicit rate of
return equal to the rate of growth of the tax base. In a two period overlapping gen-
erations model with homogeneous individuals, assume that the number of workers
at time t is L; and the wage rate is w;. The number of workers of each generation
grows at the rate of n, and the wage rate grows at the rate of g. L,y = (1 +n)Ly,
and wy11 = (1 + g)w;. The payroll tax rate under the PAYG system is 6. So the ag-
gregate tax paid by the working generation at time t is T; = 6wL,. This generation
retires at ¢ + 1 and the aggregate benefit they receive is By 1. The pension system

self-finances every generation, so

Biy1 = Tiy1 = Owip1 Ly = 0w (1 + g) Ly(1 + n).

The implicit rate of return of the contribution to this pay-as-you-go is:

B _ Ow(1+ g)Li(1+n)
T, Ow; Ly

rPAYG = =(1+9)(1+n), (1.1)
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while under a fully funded system,

Trr = P, (12)

where p represents the real rate of return of capital, which is equal to the marginal
product of capital at equilibrium.

Samuelson (1958) suggested that in an economy with a constant population
growth and without a capital stock, a programme of PAYG pension is a desirable
policy. The initial generation of retirees receive a windfall of Ty and each generation
of workers thereafter receive an implicit rate of return of (1 +n)(1 + g) on the tax
T; that it pays. However, the existence of a capital stock implies that individuals
could instead finance their retirement by saving and investing in actual capital goods
where they would earn p. In a dynamically efficient economy, the real rate of return
p must exceed the rate of growth of the economy (1 + n)(1+ g) — 1 (Cass 1965).
Equation shows that the rate of return of the PAYG system is vulnerable to an
aging population resulting from the secular trend of decreased fertility and increased
life expectancy. The financial imbalances become serious if the elderly become a
disproportionately large share of the population. Moreover, a PAYG system has a
crowding-out effect on savings (Feldstein 1974) and distorts labour supply. Hence,
it may slow down the economic growth (Wigger 2001).

On the other hand, an FF system can prevent the adverse affects that may occur
to public finances from an aging population. However, the potential risks implicit
in an FF system, such as financial risk and inadequate regulation should not be
overlooked. Also an FF system has no redistributive function, unlike PAYG.

A recent innovation called the Notional Defined Contribution (NDC) system
applies PAYG financing to the Defined Contribution system (DC). Under a NDC
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pension system, the worker pays a contribution as a percentage of their earnings,
which is credited to a notional individual account. The cumulative contents of the
account are credited with a notional interest rate, specified by the government in
advance. At the point of retirement, the value of the person’s notional accumulation
is converted into periodic pension payment, based on life expectancy and the rules in
force for adjusting benefits (for example, inflation and discount rate). The account
balance is called ‘notional’ because it is for record keeping only. The plan does not
own matching funds invested in the financial market.

The advantages of NDC are primarily threefold: Firstly, compared with the
PAYG system, it encourages labour supply and contribution by tying benefits to
contributions rather than to income. Secondly, it discourages early retirement. The
pension provision depends on both the accumulated sum in one’s notional account
and on the average life expectancy at the age at which the pension is started. Early
retirement will reduce the level of pension benefit. The individual has to delay their
retirement as the life expectancy increases if they want to reach a target pension
level. The NDC system shares the risk more equally between the sponsor and the
beneficiary. As mentioned earlier, a PAYG defined benefit system puts almost all
risks on the sponsor, whereas under a fully funded defined contribution system the
beneficiary shoulders all the risks. Under an NDC system, individuals collectively
bear the cohort-specific longevity risk, rather than the government bearing the risk as
in the conventional PAYG defined benefit system. It additionally provides an interest
rate specified by the government, which isolates individuals from a violated capital
market, although it may also put them away from a higher rate of return. Thirdly,
the transition issue of financing the payments to current pensioners when current
contributions are diverted to individually funded accounts does not arise since the

contributions are not actually diverted. (Schwarz and Demirguc-Kunt 1999)
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However, NDC systems also have some drawbacks. Firstly, compared with FF
system, there are no additional savings generated in the economy to stimulate in-
vestment and growth. Secondly, the government still holds an unfunded liability
which is clearly defined and difficult to change. In the traditional Defined-Benefit
systems, most individuals are only vaguely aware of the monetary equivalent of their
acquired rights. Reducing them is politically feasible. From past experience, many
governments have reduced their implicit pension liabilities by changing the benefit
formulas. NDC systems force government to accurately prepare for all future con-
tingencies when adopting such a system, since subsequent changes would be much

more difficult to achieve.

1.3 Public Pension Systems Around the World

Germany is the first country in the world to introduce a compulsory national pub-
lic old age pension scheme in 1889. The system was compulsory and contributory,
both employers and workers were required to make income-related contributions,
the state also added a small flat-rate subsidy. Benefits were paid out to disabled
workers and to former workers who lived beyond the age of seventy. It covered a
large part of the workforce, 40 percent at inception and 54 percent by 1895 (Arza
and Johnson 2004).

In the following three decades many other European countries followed Ger-
many’s example by introducing public pension systems. Australia and New Zealand
were also both early pioneers of public pension provision, as was Argentina, which
was one of the world’s richest economies at the beginning of the twentieth century.
Over the following 100 years public pensions were adopted by almost every country

as part of a global expansion of social security systems. By 2007, more than 170
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Tab. 1.1: Date of first pension law in selected countries®

EUROPE NORTH AMERICA
Germany 1889 | United States 1935
UK 1908 | Canada 1927
France 1910
Sweden 1913 | ASIA
Italy 1919 | Japan 1941
Netherlands 1919 | Turkey 1949
Spain 1919 | China 1951
Poland 1927 | India 1952
Greece 1934 | Singapore 1953
Saudi Arabia 1962
OCEANIA Pakistan 1972
New Zealand 1898
Australia 1908 | AFRICA
South Africa 1928
LATIN AMERICA Egypt 1955
Argentina 1904 | Tunisia 1960
Brazil 1923 | Nigeria 1961
Chile 1924 | Ethiopia 1963
Costa Rica 1941 | Gabon 1963
Mexico 1943 | Kenya 1965
& Source: compiled from the Social Security Worldwide

database and the International Social Security Association.
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countries had adopted some form of public pension scheme, although the coverage
of many of these schemes are still very narrow. Table reports the date at which a
selection of countries around the world took their first legislative steps to introduce
public pension schemes. There is a general correlation between the level of economic
development of a country and the timing of pension legislation. Perhaps the most
striking exception is the United States, who adopted the pension system far later
than South Africa, Brazil and Greece.

The coverage of the pension systems are also related to the level of economic
development. In most developed countries, mandatory old-age pension plans cover
more than 90 percent of the labour force. However, it covers a much smaller fraction
of labour force in developing countries. In many cases, coverage is restricted to
certain categories of workers such as civil servants, military personnel, and employees
in the formal economic sector. Rural, predominantly agricultural workers have little
to no pension coverage in much of the developing world.

Table presents a comparative illustration of pension spending as a proportion
of GDP in different regions. In less developed regions, like Africa and Asia for ex-
ample, the aggregate value of benefits has always been, and still remains, very small.
Middle incomes in Latin America allocate a somewhat higher share of GDP to pay
for retirement. European countries are at the top of the distribution, with expen-
ditures over 10 percent of GDP in 1990. In North America, the United States and
Canada, the pension budget is smaller than in European countries. Among devel-
oped countries, where full coverage usually exists, differences are mostly related to
demographics, but also to the institutional structure of pension schemes, particularly
the rules regulating eligibility and benefit levels. The institutional and demographic
structures also affect the growth of pension expenditure. Countries with high ex-

penditure growth typically face the challenge of an aging population on generous
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Tab. 1.2: Aggregate levels of social security expenditure, 1990*

Region® Total social security Pensions
expenditure expenditure
percentage of GDP | percentage of GDP
All countries 14.5 6.6
Africa 4.3 1.4
Asia 6.4 3.0
Europe 24.8 12.1
Latin America and the Caribbean 8.8 2.1
North America 16.6 7.1
Oceania 16.1 4.9

& Source: World Labour Report 2000, ILO.

b Averages refer only to countries for which data are available.
pension systems. These are mostly European countries with earnings-related ben-
efits. While countries containing means-testing schemes, such as Australia, or low
benefit levels, for example the United Kingdom, or a combination of the both, like
Canada and United States, have a lower pension expenditure growth. The expendi-
ture growth rate is the lowest in countries having young demographic structures and
an effectively restricted level of pension coverage, such as Mexico, Kenya, Ethiopia

and India.

1.3.1 Programme Variation in Different Regions

Income insecurity in old age is a worldwide problem, but it varies in different
parts of the world. In Africa and parts of Asia, the elderly are only a small part of
the population and have long been cared for by extended family members, mutual-
aid societies, and other informal mechanisms. Formal arrangements that involve
the market or the government are rudimentary. But as urbanisation, mobility, wars

and famine weaken extended family and communal ties, informal systems feel the
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strain. This is especially so in countries where the proportion of the population
is old is growing rapidly as a consequence of medical improvements and declining
fertility. To meet these rapidly changing needs, several Asian and African countries
are considering fundamental changes in the way they provide old age security. The
challenge is to move toward a formal system of income maintenance without accel-
erating the decline in informal systems and without shifting more responsibility to
government than it can handle. (World-Bank 1994)

Latin America, Eastern Europe, and the former Soviet Union can no longer
afford the formal programmes of old-age security they introduced long ago. The
need to re-evaluate policy is even more pressing. Liberal early retirement provisions
and generous benefits have required high contribution rates, leading to widespread
evasion. The large informal sector in many Latin American countries, for example,
reflects in part the efforts of workers and employers to escape wage taxes. The
resulting labor market distortions reduce productivity, push contribution rates and
evasion even higher, limit long-term saving and capital accumulation and further
dampen economic growth. As a result many of these counties have not been able to
pay their promised benefits. Most have cut the cost of benefits by allowing inflation
to erode their real value. When Chile faced these problems fifteen years ago, it
revamped the structure of its system. Other Latin American countries are now
undertaking similar structural changes, and some Eastern European countries are
also contemplating them. The challenge is to devise a new system and a transition
path that is acceptable to the old, who have been led to expect a certain standard,
while also being sustainable and growth-enhancing for the young.

Countries that belong to the Organization for Economic Co-operation and De-
velopment (OECD) are also facing the problems of an aging population and slow

economic growth. Public old-age security programmes covering almost the entire
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population have paid out large pensions during the past three decades of prosperity.
But over the next two decades, payroll taxes are expected to rise by several percent-
age points and benefits are expected to fall. Intergenerational conflict also exists
between old retirees (some of them rich) who are receiving public pensions and young
workers (some of them poor), who are paying high taxes to finance these benefits
and may never recoup their contributions. Such social security arrangements may
in addition have discouraged work, saving, and productive capital formation—thus
contribution to economic stagnation. Many OECD countries appear to be moving
toward a system that combines a publicly managed pension plan, designed to meet
basic needs, with private occupational pension plans or personal saving accounts to
satisfy the higher demands of middle- and upper- income groups. The challenge is
to introduce reforms that are good for the country as a whole in the long run, even

if this involves taking expected benefits away from some groups in the short term.

1.3.2 Examples of Pension Systems

Social Security System in the United States

Established in the 1930s, the US Social Security system is a mandated, public
defined benefit system with very wide and compulsory participation. Few groups are
permitted to opt out. The average pension benefit represents a replacement rate of
approximately 50 percent of the best 35 years of salary history. Some adjustment is
made to redistribute pensions to poorer participants; hence, individual replacement
rates may differ from the average. To this end, the replacement rate offered to those
with a poor income history is higher than for those with a higher income. Benefits
are paid until death, include substantial indexation to inflation (since 1972), and

are extended to survivors. The system was designed along the lines of a PAYG
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system with current contributors largely financing pension payments. Today, the
Social Security system is not the pure PAYG system, it was in the mid-1970s. With
the prevailing contributions, the system was unavoidably heading toward insolvency.
As a result, the Greenspan Commission in 1982-1983 recommended a sharp rise in
contributions, which would permit building up a reserve, the so-called Trust Fund,
to cover future shortages. Unfortunately that reform is insufficient and new reforms

are needed to avoid insolvency in the twenty-first century.
401(K) Plans and Individual Retirement Accounts in the United States

These schemes are most prevalent in the United States and are most commonly
referenced when discussing funded defined contribution plans. Under the 401(K)
schemes, both employers and employees contribute to these funds from pre-tax in-
come. Participants are free to choose investment strategies from within a set of
chosen private providers who manage the assets for the participants. They are al-
lowed to borrow from their account, within limits and at their discretion, but must
repay under established rules.

Under the Individual Retirement Accounts, individuals set up the plan directly
if they meet certain eligibility criteria. Participants have sufficient choice in the
structure (i) to select their asset allocation (a mix of bonds and equities; interna-
tional and domestic assets) and (ii) to select preferred manager(s) from a short list
of managers and mutual funds. Participants either have full discretion over asset
allocation and fund selection (self-directed plans) or can delegate the responsibility
to the service provider. Withdrawal of funds is permitted to finance certain activi-
ties, but if these monies are not returned before retirement, the participants incur
a tax event because the Individual Retirement Accounts is no longer a tax-deferred

saving. The pension is the annuity that can be purchased from service providers
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given the accumulation at retirement.

In both systems, participants have some discretion over the level of contributions,
but there are limitations on maximum contributions. These caps on contributions
exist because such savings are tax deferred. However, the caps have changed over

time, allowing participants to change the amount they contribute to these plans.
The Chilean Defined Contribution Model

The Chilean model, implemented in 1981, involves gradual phasing out of the
PAYG plan and replacement by a mandatory DC plan. New workers can participate
only in the DC plan, whereas participants in the PAYG plan can still choose between
the old and new plans. Assets are managed by private companies chosen by the par-
ticipant from a list approved by the government with individuals largely bearing the
risk of investment performance. There are some guarantees in the Chilean system
including: a low social assistance benefit to those not covered by the mandatory
plan, a state-guaranteed minimum pension of approximately 25 percent of the av-
erage wage if contributions are made for at least 20 years, a minimum profitability
rate guaranteed for each pension fund relative to the average for the country, and
state-guaranteed annuity payments if the insurance company fails. Variations of the
Chilean Scheme adopted in other parts of Latin America - in Argentina, Colombia,
and Peru - offer a choice in the second pillar between a privately managed defined
contribution system and a public PAYG defined benefit system. However, individ-
uals are permitted to make voluntary contributions to their funds to allow for early

retirement.
Mexico’s Reform

There are many similarities between the pension schemes in Mexico and Chile.

The main exception being that Mexicans, who were once under the old PAYG DB



Chapter 1. Introduction 25

scheme and had switched to the DC plan, have been offered (at retirement) the
choice to get a pension based on either their actual accumulation or an assumed
equivalent participation in the old DB scheme (i.e., what the accumulation would
have been if they had earned the PAYG internal rate of return). Hence, the DC
component of Mexico’s reform can be viewed as being similar to that of Chile’s,
with an explicit retirement guarantee for current participants. Future participants
are given a minimum pension linked to the minimum wage at the time of retirement,
as in the Chilean scheme. At retirement, participants can choose either to purchase
an annuity from a private vendor or receive programmed withdrawals from the fund
manager. The annual amount is based on the balance, including interest, divided
by life expectancy. The annuity from the private vendor cannot be less than the

minimum pension guarantee.

The Italian Scheme

Italy has long relied on a PAYG scheme, supplemented by a severance pay fund,
which are both noted for their oppressiveness. Mandated pension contributions
account, for more than 40 percent of a worker’s pay. An interesting facet is that the
benefits are based on the realised rate of income growth, giving the scheme a defined
contribution flavour. Most recently, Italy has been experimenting with a reform
that allows workers to shift their severance pay fund contributions to individual
accounts in the common funds of their profession. These investments are for an
initial period, after which workers are permitted to switch to the mutual fund of
another profession or to funds that are broader. Hence, despite being privately
managed individual accounts, there is a limited choice of investment vehicles and a
somewhat arbitrary grouping of participants by profession (rather than age, income,

or risk-bearing capacity).
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Australian Superannuation Schemes

In Australia, the “Superannuation Guarantee” was introduced in 1992 by the
Keating Labor government. Before that, reasonably widespread superannuation
arrangements had been in place for many years under industrial awards negotiated
by the union movement between 1986 and 1988, with support from the federal
government as part of a wage-tax trade off, allowing a non-inflationary means of
wage increases.

The compulsory “Superannuation Guarantee” system was introduced as part of
a major reform package addressing Australia’s retirement income policies. It was an-
ticipated that Australia, along with many other Western nations, would experience a
major demographic shift in the coming decades, resulting in the anticipated increase
in age pension payments placing an unaffordable strain on the Australian economy.

The proposed solution was a “three pillars” approach to retirement income:
e A safety net consisting of a means-tested Government age pension system

e Private savings generated through compulsory contributions to superannua-

tion
e Voluntary savings through superannuation and other investments

Since its introduction, employers have been required to make compulsory contri-
butions to superannuation on behalf of most of their employees. This contribution
was originally set at 3 percent of the employees’ income, and has been incremen-
tally increased by the Australian government. Since 1 July 2002, the minimum

contribution has been set at 9 percent of an employee’s ordinary time earnings’|

3 The 9 percent is thus not payable on overtime rates but is payable on remuneration items such
as bonuses, commissions, shift loading and casual loadings.
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After over a decade of compulsory contributions, Australian workers have accumu-
lated over AUD 1.177 trillion in superannuation assets (Quarterly Superannuation
Performance 2007).

In Australia, employers are directed to provide the defined contribution plans,
and superannuation companies can compete for participants. As a result, there are
superannuation schemes at the company or industry level, but private firms can set
up master trusts to offer accounts to individuals. There is little by way of investment
restrictions or guarantees. Compulsory superannuation has turned Australia into a
‘shareholder society’, where most workers are now indirect investors in the stock
market. Consequently, a lively personal investment marketplace has developed, and

many Australians take an interest in investment topics.
Mandatory Provident Funds

Mandatory Provident Funds are prevalent in countries formerly under the Com-
monwealth (such as India and Malaysia). Under these schemes, individuals con-
tribute to the system, which then aggregates funds in a central pool. Such schemes
are generally offered to private sector employees. The pooled fund is then invested
in different assets, and the participants earn dividends on their contributions, which
are essentially equal to the returns of the investment strategy. In some countries,
dividends are smoothed over a few years of returns to reduce volatility, which leaves
open the possibility that the system will be “underfunded” if a series of negative
returns occurs. In Malaysia, a minimum guaranteed of 2.5 percent is offered to
participants. Participants have individual accounts but no choice. Generally, par-
ticipants are allowed to borrow against these funds to purchase house or make other

investment that are deemed socially useful.

Hungary’s Model
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Hungary offers an interesting twist to the three-pillar model. Pension reform,
initiated in 1997, created a system with a mandatory PAYG DB and a mandatory-
funded second pillar (which is DC in broad structure), as well as a voluntary DC
third pillar. The second pillar is the responsibility of nonprofit mutual funds, wherein
contributing members are also owners of the fund. The fund organisations create
the appropriate oversight structure and staff key positions with professionals. These
organisations then have the freedom to delegate any of the responsibilities (from
administration to asset management) to for-profit third parties. The appointment
of a master custodian, though is mandatory. Guarantees for the mandatory DC
component are provided by a central guarantee fund (GF), and a minimum pension
of 25 percent of the first-pillar pension is offered to eligible participants. The pension
funds pay the GF an insurance premium equal to 0.3-0.5 percent of a member’s
contributions, and although the government provides the ultimate backup, the GF
is expected to cover all payments via the internal reserve created by the collection
of premiums. A series of regulations recommend portfolio diversification and other
matters relating to prudent investment of assets, including the need to link assets
with liabilities. In addition, the pension fund is required to offer a minimum return
guarantee through an internal reserve fund, suggesting an element of smoothing of
earned returns versus returns credited to member accounts. Payments to the first
pillar are largely from employers, whereas payments to the second pillar are largely
from employees. Employees in service before 1997 had the choice of not contributing

to the second pillar, but new entrants have no such choice.

1.3.3 Reforms around the World

Many countries have undertaken major or minor reforms of their pension sys-

tems. Most formal pension systems are publicly managed with pay defined benefits
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according to a formula, and are financed by payroll taxes on a PAYG basis. This
implies that contributions made by today’s workers are used to pay the pensions
of today’s retirees. It is now widely recognized that these systems generate many
problems such as rising payroll tax rates, evasion and early retirement due to in-
centive problems, misallocation of public resources, a lost opportunity to generate
long-term savings, unintended intergeneration transfers (often due to higher income
groups that live longer), and the growth of a large implicit pension debt and financ-
ing gap in the face of an aging population.

To address the short and long-term fiscal viability problem, as well as economic
and distributive concerns, the World Bank (1994) has been recommending multi-
pillar systems which many countries (including China) have also been moving to-

ward. These multi-pillar systems contain the following provisions:

e A mandatory, tax-financed and publicly managed pillar for redistributive and

coinsurance objectives

e A mandatory, fully funded, defined contribution and privately-managed pillar

(individual) accounts for savings

e A voluntary, fully funded pillar funded via personal savings or commercial

insurance for people who would like more protection for their retirement years.

The multi-pillar pension system is defended by three main theoretical arguments
that are thinly supported by limited empirical evidence. First, it is often argued
that the multi-pillar pension system will facilitate economic efficiency and growth,
through removing labour market distortions and by providing better incentives,
increased savings, and better allocation of resources. For example, a high payroll

tax could cause workers and employers to shift from the formal to the informal
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sector, thereby hurting productivity. Corsetti and Schmidt-Hebbel (1997) show that
a payroll tax of 20 percent could lead to a 47 percent shift to the informal sector
and reduce the economy-wide growth rate by more than 1 percent a year. Thus,
a fully funded, DC pillar would reduce this distortion. Following Chile’s Pension
reform, the share of the informal sector actually dropped, unemployment fell and
wages rose between 1980 and 1990. Evidence is not conclusive as to whether pension
reform leads to a rise in national savings. Haindl Rondonelli (1996) indicates that
Chile’s pension reform accounts for 6.6 of the 9.9 percentage point increase in the
national saving rate, up from 16.7 percent of the GDP in the period 1976-1980
to 26.6 percent in 1990-1994. However, the fiscal cost of financing the pension
transition initially may have cancelled-out the positive effect on private savings. On
the other hand, it is considered that there are positive effects with a fully funded
second pillar (individual accounts) by means of on financial market development,
and hence, resource allocation and growth.

Another argument for the multi-pillar system is that it enhances the financial
sustainablility of the pension system and thereby provides better long-term pro-
tection for the elderly. Further, a multi-pillar system has a redistributive impact
and could improve intergenerational equity in particular (James 1999). In principle,
the entire population should have access to old age income, at the very least to a
level above the poverty line, and all workers should have a portion of their earnings
replaced, consistent with their work history and contribution. The PAYG system,
however cannot ensure the protection of the elderly and leads to unintended income
transfers from the poor to the rich (who live longer). Overly generous benefits in
some countries have led to unfair intergenerational redistribution, putting a heavy
burden on future generations.

How have countries reformed their pension systems? Schwarz and Demirguc-



Chapter 1. Introduction 31

Kunt (1999) provide a typology of pension reforms around the world. According
to their classification, some 82 countries have carried out reforms, of which 21 im-
plemented a major structural reform. Among the major reformers, 10 countries
are moving toward fully funded individual accounts (the Latin American model);
three OECD countries are adopting an employer-sponsored, DC system; and three
countries (Latvia, Poland and Sweden) are using NDC systems. Several other de-

veloping countries are moving in the opposite direction, from DC provident funds

to the PAYG defined benefit system. Please see table for more information

regarding this matter.

Change from To Examples (countries)
PAYG Defined Benefit Fully funded defined Chile, Argentina,
contribution Bolivia, Colombia,
(Individual accounts) Mexico, Peru,
Hunguary, Kazakhstan
Notional defined contribution Latvia, Poland,
Sweden
Employer-sponsored defined OECD countries
contribution system (e.g. Australia,
Denmark, Switzerland)
DC-Provident Funds PAYG system Indonesia, Nigeria
No formal pension system New system Angola, Guatemala,
Mozambique, Oman,
Zimbabwe

Tab. 1.3: Classification of Pension Reforms

4 Source: Based on Schwarz and Demirguc-Kunt(1999)



Chapter 2

THE EVOLUTION OF CHINA’S
PENSION SYSTEM

2.1 Introduction

Over the past three decades, China has transformed itself from a socialist, highly
central planned economy to one increasingly based on market principles. This trans-
formation has been bringing China an extended period of rapid economic growth,
but it has also created many challenges for Chinese society, especially for the social
security system in general.

Today China has a highly fragmented social security system confined primarily to
the workers in urban state-owned enterprises (SOEs). It is in the transition process
between the old and new systems. Before the reform, the formal pension system
of China is largely urban-based, pay-as-you-go (PAYG) system. The enterprises
provide for defined benefit pension to their retirees. Covered retirees also receive
housing, medical benefits, other services and inflation subsidies. Only a minority
of workers in the non-state sector (joint ventures, joint stock companies, private
companies, foreign enterprises and the self-employed) as well as very few workers

in rural areas (township and village enterprises) are included in any formal pension
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plan [

Such a pay-as-you-go system is very sensitive to the changing old-age depen-
dency ratio. If the replacement rate stays unchanged, with the quickly increasing
dependency ratio, the contribution rate will have to be increased quickly. China’s
population is aging rapidly, due to a combination of the implementation of the one
child policy that has markedly decreased the number of children being born, and
rapid medical improvements that have prolonged life for the old. Moreover, after
the Cultural Revolution, China’s economy became more market oriented. Declining
SOEs found it difficult to keep their pension promises. The uneven pension burden
exacerbated their inability to compete with other kinds of enterprises. That demo-
graphic structure change combined with the inability of SOEs to cover the pensions
of current retirees makes the reform of the system a top priority. In 1997, under the
advice of the World Bank, China adopted a three-pillar pension system. It includes
a defined benefits PAYG pillar, a funded defined contribution individual account
and a volunteer social insurance part.

In this chapter, I will introduce the changes the Chinese pension system has
undergone since its inception in the 1950, the demographic change, and the various
problems saddled with the current system. The pension system is largely motivated
by the reform of SOEs and it is also limited to the demands of the SOE reform.
As a result, the pension reform has failed to devise an incentive mechanism for par-
ticipation, meaning the pension system is plagued with widespread noncompliance
and evasion, resulting in renewed financial crisis and high administrative costs. The

need for further reforms are still urgent.

! The government has started to work on building the social security system for the rural area.
But even today, the majority of the rural population is yet covered by the current system.
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2.2 The Reform in Context

2.2.1 Economic, Social and Labour Market Reforms

The ongoing process of China’s economic reforms springs from the “open door”
policy in 1978. In the early 1980s, the government created four special economic
zones as windows to the outside world, in which special and more liberal policies
were applied. It was further extended to the fourteen largest costal cities in April
1984. This policy greatly encouraged foreign investment.

In the rural areas, prior to 1980, Chinese agriculture operated collectively by way
of a network of local communes. The communes controlled production decisions and
the allocation of farm labour. The social protection was provided via the farmer’s
link to the land and through the commune system. The system started to fade
away in 1979 and had disappeared from rural China completely by the mid 1980’s.
A new system took its place, called “Household Responsibility” or the “Contract
System”, under which an individual farming family was counted as a single unit and
allocated a plot of land. Each family retained all profits from the sale of their output
after delivering a fixed amount of produce to the collective at a given price. The
new system provides more individual incentive for hard work and has proven to be
effective in increasing agricultural output. However, with the fading of the commune
system, the social protection for the rural area also disappeared. For example, the
rural cooperative medical programme existing in the late 1970’s covered as much as
90 percent of the total rural population, by the end of the 1980’s, the coverage had
reduced to around 5 percent of the population (Drouin and Thompson 2006).

China has historically discouraged the rural-urban migration. The Hukou System
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Elwas served for this purpose. It has contributed significantly to this labour immobil-
ity and the growing inequality between urban and rural residents. The system was
first established in 1952 and implemented nationwide according to the “Regulations
on Hukou Registration in the People’s Republic of China” in 1958. It classified
Hukou according to the place and the status of the Hukou registration, basically
referring to agricultural and non-agricultural Hukou. Urban residents have access
to jobs in SOEs and social benefits, for example: housing; schooling; medical care
and pension eligibility through the system known as the “Iron Rice Bowl”, whereas
rural dwellers on the other hand are bound to their respective communes. Their
access to urban employment and social and pension insurance is thereby restricted.

To reduce the pressure of rural to urban migration and to absorb the excess
labour supply in the rural areas, local government operates non-farm enterprises
located in the rural areas, which are still known collectively as township and village
enterprises (TVEs). Later on, private individuals have also been allowed to organise
such enterprises. Until 1995, the total TVE employment had reached 128 million
(Drouin and Thompson 2006).

Further changes were introduced in 1986, one of the most important ones being
the winding down of the so called “Iron Rice Bowl” system. This term refers to the
guaranteed life-time employment in SOEs or other institutions of the state sector,
with all connected benefits (like the provision of a social security net, including
guaranteed pension claims). In place of the Iron Rice Bowl, a system of labour
contracts came into effect. It allows the existence of limited duration contracts and
gives the factories greater flexibility in matching their labour forces to enterprises

needs. Further to that, in 1995 the government adopted the new Labour Law.

2 A Hukou refers to a household registration record. It officially identifies a person as a resident
of an area and includes identifying information such the name of the person, date of birth, the
names of parents, and name of spouse, if married.
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Moreover, the 15th National Congress of the Communist Party of China (CPC)
in 1997 finally confirmed the adoption of an employment strategy based on the
principles of the market economy (a labour contract system) and was implemented
in full.

Following the economic reforms, the economic activity and employment patterns
began to change rapidly, especially after 1992, in which the 14th Congress of the
CPC officially announced the “Decision on the Socialist Market Economy”. This
announcement clearly established the direction for the further economic reforms.
The role played by the SEOs and collectively owned sector of the urban economy
declined dramatically. This is clearly demonstrated in Table [2.1] In 1978, the SOEs
are almost the only form of urban employment, however, in 2004, the number of
employment under SOEs and other collectively controlled enterprises only counts
about 28.7%. China entered the World Trade Organization (WTO) in 2002 and is
committed to opening more sectors of the economy to foreign investment and to
curtailing subsidized lending to the remaining SOEs. This further reduces the role

of the SOEs and collectively owned enterprises.

2.2.2 An Ageing Demographic Structure

China’s population is aging rapidly due to advances in medicine and care that
have prolonged people’s life expectancy ] This combined with the implementation
of a one child policy has depressed the proportion of children in the population of
China. The life expectancy for the whole Chinese population increased from 35
years in 1949, to 71 years in 2005. Table shows the increasing life expectancy

over the past 50 years and the UN’s prognosis for the next 50 years.

3 Life expectancy at birth is the number of years a newborn infant would live if prevailing
patterns of age-specific mortality rates at the time of birth were to stay the same throughout the
child’s life.
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Tab. 2.1: Employment in urban enterprises, 1978-2003 (millions)®

Year | State and | Foreign, Self Other | Total State and
collectively | joint and | -employed collected controlled
controlled | private divided by total

1978 94.9 0 0.2 0 95.1 0.998

1980 104.4 0 0.8 0 105.2 0.992

1985 123.1 0.4 4.5 0 128.1 0.961

1990 139.0 2.2 6.2 23.1 | 1704 0.816

1995 144.1 13.7 15.6 17.0 | 190.4 0.757

2000 96.0 32.5 214 81.6 | 231.5 0.415

2002 82.8 45.8 22.7 96.4 | 247.7 0.334

2003 78.8 256.4 0.307

2004 76.1 264.7 0.287

 Source: China Statistical Yearbook, 2005 (Table 5-1).

Tab. 2.2: Life Expectancy At Birth (Number of Years)®

Year 1949 | 1955 | 1960 | 1970 | 1980 | 1990 | 2000 | 2005 | 2015 | 2050
Life 35 | 40.8 | 446 | 59.6 | 65.3 | 67.1 | 69.7 | 71 72 | 76.7
expectancy

& Source: UN Common Database.
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Tab. 2.3: Fertility Rate - China

Year | Total | Urban | Year | Total | Urban
1950 | 5.81 5 1985 | 2.2 1.21

1955 | 6.26 | 5.67 | 19907 2.31
1960 | 4.02 | 4.06 | 1995 1.46 1.13
1965 | 6.08 | 3.75 | 2000°] 1.8
1970 | 5.81 3.27 | 2005 | 1.83
1975 | 3.57 1.78 | 2015 | 1.85
1979 | 2.75 1.37 | 2050 | 1.85
1980 | 2.31 1.15

2 Data for 1950 to 1992 were compiled by Yao
(2005), p3.

> Date for 1994 to 1998 were computed from
China’s Population Statistical Yearbooks
published in these years.

¢ Date for 2000 to 2050 comes form UN Com-
mon Datebase (estimates and projections).

After the founding of the People’s Republic of China, the communist party set a
high value on an abundant supply of labour. Following Mao’s idea of “Many hands
make light work.”, the Chinese population increased dramatically. With exception
of the great famine period from 1959 to 1961, the fertility rate [[] continued to be
high. The adverse effect of a high fertility rate on economic growth was recognised
even before the one-child policy was taken into effect. For birth control purposes,
the government raised the minimum marriage age to 25 for women and 27 for men.
The total fertility rate dropped from 5.81 in 1970 to 2.75 in 1979 (see Table .

The one-child policy was introduced in 1979 stipulating that all couples could

4 Fertility rate represents the average number of children that would be born per woman if all
women lived to the end of their childbearing years and bore children according to a given fertility
rate at each age. This indicator shows the potential for population growth in the country.
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have one child only [] This policy reduced the fertility rate further to a much lower
level (see Table . It successfully controlled the growth of China’s population in
the past 20 years. However, it also sped up the demographic aging process.

Compared to other countries’ experience China’s population is aging at a much
faster rate and at a much earlier stage of economic development. Those aged over
60 accounted for only 9 percent of China’s population in 1990, they will represent
22 percent in 2030 and 26 percent in 2050. It will take China a mere three decades
to reach the 1990 OECD level of 18 percent, while in most OECD countries it took
nearly a century for the proportion of over 60 to double from 9 percent to 18 percent
(World-Bank 1997). The severity of the quickly aging problem can be seen in Fig
E]. The age pyramids clearly illustrate the changing age structure and the growth
of a maturing population.

In the rural areas, since the Commune System was abandoned, a pension system
for peasants was near non-exist until quite recently. The only old-age insurance for
the people in the country-side was their children. However, the one-child has made
this a huge burden to the younger generation. The one-child policy created a so
called “4-2-1” pattern, which means one child has to take care of two parents and 4
grand-parents.

In the urban areas, this aging process has rendered the original pay-as-you-go
pension system of China unsustainable. The sustainability of a pension system, is
related to the demographic structure of the labor force which are involved in the

pension system. For a PAYG system that has a quickly increasing dependency ratio,

® The one-child policy does not apply to the Chinese ethic minority groups, which account for
only 8% of the total population. For the less economically developed western tribal area, each
family can have 3 children and in some places like Tibet, the number of children in a family is
not restricted. The policy was changed looser for the rural families later. For families live in the
country side, it is allowed to have two children if the first child is female.

6 Source: U.S. Bureau of Census, International Data Base
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Fig. 2.1: Change of Demographic Structure in China
Source: The World Bank Population Projections
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Tab. 2.4: Population Aging in China *

1995 | 2000 | 2030 | 2050 | 2100
Proportion of population over 60 | 9 10 22 26 30
Demographic dependency rate” | 17 18 43 53 63
System dependency rate® 21 24 42 55 71
Average age of population 30 31 38 40 42
Expected duration of retirement | 19 20 23 25 26

# Source: The World Bank Population Projections.
b Population over age 60/Population aged 20-59
¢ Pensioners/covered workers

if the replacement rate stays unchanged, the contribution rate has to be increased
quickly. Based on the World Bank’s projection (see Table , the mean of the
national age will reach 40 in 2050 and the dependence ratio for both the total
population and those covered by the pension system will increase without pause.
The actual systematic dependence ratio is even worse than the numbers shown in
Table due to the low retirement age in China. The official retirement age is 60
for men (65 for those at executive levels in SOEs) and 50 for women (55 for those

in managerial positions).

2.3 The Evolution of the Pension System of

China

2.3.1 The First Formal Pension System: From 1951 to

1966

The pension system along with other social security systems in China has under-

gone through several distinct phases: Soon after the new People’s Republic of China
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was founded in 1949, a comprehensive system of social insurance was established.
The first formal pension system was established in 1951 under the State Council’s
Regulations on Labor Insurance. It was a very small programme. The regulation
only applied to urban enterprises with more than 100 workers and the enterprise
sector of China was small and had few retirees at that time. In 1952, one year after
the start of the programme, there were only 8 million enterprise workers and 20,000
retirees covered the by this regulation. It means that every retiree was supported
by more than 400 workers.

The system was financed entirely by employers. The contribution was explic-
itly levied on the enterprise wage bill and was administered by local trade union
committees. The local committees operated under the administrative jurisdiction
of the All China Federation of Trade Unions (ACFTU) under the supervision of the
Ministry of Labour (MOL) in Beijing. A contribution rate of 3 percent of the wage
bill was sufficient to finance the system on a pay as you go basis, covering 50 to 70
percent of a workers’ wages.

In 1954, 30 percent of the contributions were transferred to a national pension
fund that was managed by the ACFTU while 70 percent were retained locally to pay
pensions. The national fund was prepared for subsidizing future pensions costs in
regions experiencing unfavorable economic or demographic developments, thereby
producing a nationally-uniform pension system. (World-Bank 1997).

The programme soon spread to government and government-related institutions.
By 1955, a separate system had been set up to cover government employees and party
institutions. “The Temporary Regulations on the Retirement of Workers and Staft”
of 1958 further extended the coverage to all urban enterprises, regardless of size.
However, the coverage did not extend to farmers and enterprises located in rural

areas. This system continued until the Cultural Revolution, which began in 1966
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(World-Bank 1997).

2.3.2 During the Cultural Revolution (1966 to 1976)

The cultural revolution ruined many things in China. Not surprisingly, the
pension system was one of them. During the Cultural Revolution the All-China
Federation of Trade Unions and the Ministry of Labor were abolished. The pension
funds that had accumulated were used for other purposes, thus eliminating any pre-
funding that had built up. Supervisory responsibilities were transferred to local labor
bureaus, while responsibility for managing payments was transferred to enterprises.
Pooling ended and so did pre-funding, since each enterprise paid the pensions of its

own workers from their current revenues (World-Bank 1997).

2.3.3 Reforms in the 1970s

When the economic reforms began in 1978, the State Council issued new pen-
sion regulations [] which established the employer’s responsibility for financing and
providing social insurance benefits. These regulations were applied to SOEs, the
government and government related institutions. The collective enterprises and
nonprofit organisations were encouraged to follow regulation and most did so.

It was a very generous system and was clearly intended to encourage early re-
tirement in order to create jobs for a large influx of new workers into the urban
labor force. Compared with the previous system, the 1978 regulation provided a
higher replacement rate relative to the standard wage, the minimum years of service
required to qualify for retirement were reduced, and for a time there was even a

rule to guarantee a job position for a worker’s child following his or her retirement.

" Document 104 of 1978, Third Plenary Session of the 11th Party Central Committee.
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The prevailing retirement ages were reaffirmed-60 for men and 55 for women with
additional adjustments for hazardous jobs, which allowed a worker to retire after
ten years of continuous service rather than twenty. New higher benefits were related
to length of service and to the final standard wage. Someone who had worked for at
least twenty years continuously would receive a pension of 75 percent of the stan-
dard wage, someone who had worked for fifteen to twenty years would be given a
70 percent pension, and someone who had worked for ten to fifteen years would be
entitled to a 60 percent pension. There was also a minimum guaranteed pension of
30 yuan per month. Disability pensions were related to the final standard wage and
the extent of care needed.

Basing the pension on the final standard wage has provided for a great incentive
for workers to jack up their final wage in preparation for retirement. With such a
generous pension system, problems soon appeared. The number of retirees jumped
fivefold from 1978 to 1985, and pension costs soared from 2.8 percent of the urban

wage bill to 10.6 percent.

2.3.4 Reforms in the 1980’s

Post mid-1980’s, the reform towards market oriented economy accelerated. China’s
pension system changed step by step with the reform of the economy, especially with
the amendment of SOEs.

With the economy reformed, more kinds of enterprise ownership were allowed
to exist. Besides SOEs and collective enterprises, a new non-state sector appeared,
which included joint venture, joint stock companies, private companies, foreign en-
terprises and the self-employed. In the rural areas, township and village enterprises
were developing quickly. They introduced great pressure to the SOEs. Before the

reform, the government implicitly assumed responsibility for all firms. However, af-
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ter that the SOEs were made to take responsibility for their own profits and losses.
The inequality in social obligations among firms began to impact on financial per-
formance of the firms and the welfare of workers and pensioners. The original
enterprise-based social security system, in which all pensioners received pensions
directly from previous employers simply could not work well any more. Moreover,
the pension system could not provide enough labor mobility for the new market
oriented economy. A higher level of financial pooling for pensions across firms was
greatly needed.

The State Council Document 77 of 1986 established pooling across state enter-
prises and retained responsibility for distributing pensions. The pool operated by
setting a contribution rate (or formula) for participating enterprises. If the pen-
sion costs of an enterprise were less than the contribution rate, the difference was
remitted to the pool. If pension costs were higher, the pool would make up the differ-
ence. To boot, 1986 also saw formal contracts replacing the permanent employment
system. New workers were to be hired on a contract basis, while existing workers
would continue on as permanent workers. The reformed system established separate
city pension pools for contract workers and permanent workers. Contract workers
were required to make individual contributions, while, at least initially, permanent
workers did not. Enterprises contributed to both pools.

In the late 1980’s contribution pooling was extended to workers in other enter-
prise types, such as joint ventures, joint stock companies, and foreign enterprises;
while this was certainly the case in some cities, a holistic participation was far from
complete. Some provinces were moving toward a provincial level pooling, generally
only for state enterprise workers, but participation remains fragmentary (World-

Bank 1997).
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2.3.5 Reforms in the 1990’s

During the 1990’s the reform of the SOEs went on further. A lack of portability
of pension benefits became a major stumbling block to the restructuring of SOEs.
Making pension benefits portable became a pre-requisite for the enterprise reform.
The government was seeking a proper pension system to adjust to these requests.
It allowed decentralised experimentation with the expectation that a consensus on
the best approach for the pension system would emerge form the various approaches
being tested in different parts of the country. However, this lead to a fragmented
system, with myriad different approaches to its structure and finance.

In 1991 the State Council Document 33 was issued. It was considered milestone
for China’s pension reform history for a number of reasons and resulted in a series
of new reform efforts.

Fundamentally, because for the first time, it encouraged an establishment of
three pillars pension system that required individual contribution by all workers
(including the remaining permanent employees in the state sector) in addition to
enterprise contributions and encouraged experimentation including a role for indi-

vidual accounts. The three pillar pension system is comprised of
1. a basic statutory pension financed by employer and employee contributions,
2. supplemental pensions financed by enterprises from an operating surplus,

3. individual pensions financed on a voluntary basis by workers and available at

the time of retirement as either a periodic payment or lump sum.

Secondly, it had a view of establishing a coherent framework for the developing
process of decentralised reform. It permitted municipal and prefecture governments

to select a reform plan. Provincial governments were given the right to approve
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the programme design chosen by lower level government. For the first time, this
document formally defined the nature of the pension system in terms of highly
decentralized in financing as well as administration (State Council: (1991)). Also it
was in this year that the government approved five key industrial sectors to establish
specific industrial pooling. It was completely outside the sphere of provincial pooling
system (MOLSS: (2001)).

However, the reform of 1991 did not state exactly what the level of operational
standard of benefit eligibility requirement should be, the principles of the benefit
replacement rate and the benefit structure. It only provided an overview, rather
than a programme of specific pension reform provisions.

In 1995, the State Council issued a new circular on pensions with a goal to
create one unified national pension system. Its target was that by 2000, all workers
should be participating in a single national system with the support of the central
government. This would entail, as far as possible, uniform rules, provisions and
procedures. However, in order to encourage the provinces’ administrations to adopt
the policy, the document also outlined three different approaches |§| that provinces

might take. They are allowed to adopt any of the three models outlined or use any

8 Plan I : to build schemes around individual accounts to be financed by 16 percent contribution
rate. The contribution rate would be shared between employees and employers, on a basis to be
gradually adjusted until one-half was paid by each. Contributions would be deposited in accounts
accruing interest on an administered basis to be specified later, but reflecting a combination of the
rate of return on bank deposits and the rate of growth of local average earning. Pooled employer
contributions would also finance additional benefits for workers combined a in mid- career at the
time the new system was established.

Plan II: combined a flat-rate “base” pension to be set at 20 to 25 percent of each locality’s
average wage with an earnings-related pension equal to 1.0 to 1.4 percent of the individual worker’s
standard wage for each year of service and a pension derived from an account built by voluntary
individual contributions.

Plan III is a modified approach of plan II. Under which the earnings-related component of plan
IT would be omitted, but retaining the combination of a flat-rate base pension and the individual
account.

In all three approaches, “floor” and a “ceiling” earing levels were to be established for the
calculation of each worker’s contribution. The suggested floor was 60 percent of the local average
wage, with the ceiling to be set at either 200 percent or 300 percent of the local average wage.
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combination of the various features outlined (Sta 1995). This resulted in a further
fragmentation of the pension system.

Following a series of discussions and having learned from past experience and
experiments, unifying the fragmented system and extending coverage to non-state
sectors was the vital step to continued reform and clearly action was needed imme-
diately. Three factors forced the government to speed up the inclusion of non-state
workers in the pension system and to unify standards.

One was the massive layoff of workers in 1996 and 1997. In 1996 there were 8.2
million workers laid off ; the number increased to 14.4 million in the following year
(Sta 1997a). However, the downsizing process was extremely difficult. Fearing the
loss, workers struggled to cling to their original employers and refused to sever ties.
The laid-off workers had to face an uncertain job market, they also worried about
the fact that they would lose their social security benefits upon leaving the state
sector. Changing employment often involved a change of industry and pension pools;
leaving the pool meant losing all previously accumulated pension benefits promised
for the future. To compound the problem, no other pension pools were willing to
provide for new employment to older workers because it was patently obvious they
would become net burdens to their PAYG pension system. This concern is confirmed
by a sample survey conducted by the Ministry of Labour and Social Security in July
1999. It revealed that 83 percent of all workers given a furlough were worried that
cutting employment ties with original employers would mean losing pension and
health insurance benefits. It was thus unequivocally urgent to set up a pension
programme in non-state sectors so that the social security scheme for former state
workers would continue after they had shifted to the non-state sector (Zhao and
Xu 2002).

The second factor was the serious financial crisis of the government-sponsored
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Tab. 2.5: Dependency Ratio for China’s Urban Public Pension System #

Year System Workers | System Retirees | System Dependency Ratio
(10,000 persons) | (10,000 persons) (Retirees per Worker)
1993 7,336 1,628 0.22
1994 8,494 2,079 0.24
1995 8,738 2,241 0.26
1996 8,758 2,358 0.27
1997 8,671 2,533 0.29
1998 8,476 2,727 0.32
1999 9,502 2,984 0.31
2000 10,448 3,170 0.30
Growth 93-98(%) 15.5 67.5 10 percent point

® Sources: Ministry of Labour and Social Security and State Statistical Bureau,

Statistic Report of Labor and Social Security, various years.
pension systems. Between 1993 and 1998, while the system participants grew by
15.5 percent, the number of retirees went up by 67.5 percent (see Table . The
system dependency ratio rose by 10 percentage points in mere 5 years, which led
to a shrinking pension surplus and the emergence of deficit in 1998. Many areas
experienced payment delays and protests by pensioners. Increasing the coverage
ratio of the pension system was the way to improve this situation. As Seen in Table
[2.6] the formal pension system in China, during the 1990’s, covered mainly the state
sector in urban areas. The non-state section, which accounted for more than half
the employment in many localities, had only spotty coverage. However, compared
with SOEs, these non state sectors had much younger employees and less retirees. If
they were to be incorporated into the pension system, the system dependency ratio
would be reduced and the financial crisis relieved to some extent.

The third factor was that the pension system had failed to provide the same level

playing field for enterprises. Similar enterprises in two provinces may have had to
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Tab. 2.6: Contributions to Pension Funds by Ownership (1993) #

Ownership Staff Covered by the Fund | Percentage of those Eligible(%)
State-owned firms 402,238 95.7
Urban collective firms 163,400 4.7
Others 21,960 30.2
Total 587,598 82.3

& Source: 1994 Statistical Yearbook of Chinese Labour

pay vastly different payroll taxes ranging in difference from 20 to 30 percent. And a
different ownership of the enterprise meant different pension obligations. Compared
with SOEs, non-state enterprises had much fewer retirees and a lower compliance
rate. For the thirteen provinces and twelve municipalities for which data is available,
the simple average of contribution rates in state enterprises in 1994 was 23.5 percent
for the provinces and 25.9 percent for municipalities - well above the international
norm. Moreover the contribution rate varied from region to region and from industry
to industry. It ranged form 19 percent in Guangdong to 28 percent to Henan. For
the eleven sectors that were exempted from municipal pension pools, the average is
just 15.9 percent, with lows of 10-15 percent for civil aviation, construction, banking,
electric power, and petroleum and natural gas, with a high of 24.5 percent for coal

mining (World-Bank 1997).

2.3.6 1997 Document No.26

In order to unify the fragmented pension systems and to extend coverage to the
non-state sector in 1997, the principal arrangement of the new pension system for
urban employees was laid down in the State Council Document No.26. It called for
the four unifications - a unified system, a unified standard, a unified management,

and a unified fund usage (Sta 1997b). The following three important changes were
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made:

e It extended pension coverage to the entire urban labor force, including the
self-employed. Various industrial-specific pension schemes were incorporated
in the provincially unified scheme. There was a uniform contribution and

benefits rate within a province.

e The responsibility for the operation of the pension scheme, including the keep-
ing of employee records and payment of pensions was to transferred from
enterprises to social insurance agencies. The agencies at the municipal and

provincial levels were territorial subsidiaries of the Ministry of Labour and

Social Security (MOLSS).

e The old age pension was to be multi-tiered, a defined benefit public pillar for
redistribution, a mandatory funded defined contribution pillar for each worker,
and a voluntary supplement pension pillar managed by each individual firm

or private insurance company (see Table .

This pension system draws funds from various channels, and based on multi-
layers, with rights and obligations corresponding, management and services work
socialized. Pillar 1, a mandatory pay-as-you-go pillar, had a redistributive element.
It kept the elderly above the poverty line and involved some redistribution from
higher to lower wage earners. It imposed a payroll tax of 17 percent paid by em-
ployers to ensure that all the employees who had worked for more than 15 years
would receive the basic pension benefit, amounting to 20 percent of the average
wage of the local employees in the previous year.

Pillar 2 handled savings and linked benefits closely to contributions. As a manda-
tory funded pillar, the second pillar established an individual account for each em-

ployee at a level of 11 percent of their wages. It was jointly contributed to by
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both employees and employers. Initially, it paid in 7 percent from employers and 4
percent from employees. The employees’s contribution increased 1% every 2 years
and was up to 8% by 2005; the employer’s contribution decreased correspondingly.
After retirement, the employee received a monthly benefit from this account of ac-
cumulated value divided by 120. (This assumed that the average life expectancy
after retirement was ten years. It also meant that the scheme redistributed income
from those with short lives to those with longer lives. In addition, if the average
life expectancy of retirees exceeds ten years, these ‘funded’ pensions will in fact be
financed on a PAYG basis.) If one contributed to the system for 35 years, then the
individual account could provide 38.5 percent replacement rate. So, jointly, the two
pillars have a replacement rate of 58.5 percent.

Besides these, a third voluntary insurance pillar, which was to be managed by
individual firms or private insurance companies was encouraged.

In the case of the retirement system applying to employees in government or-
ganisations and parts of institutions, pensions were funded by the State without
individual contributions and the pensions were calculated on the basis of salary
and years of service. This system currently covers 30 million employees. Military
personnel have a similar but independent pension scheme.

The document also included the transition issue. The benefit formulas were
grouped into three main categories based on three types of workers defined in the

system.

e New workers, who entered the labour force after 1997 would receive a pension
income combined of a social pool pension benefit and an individual account-

related monthly benefit, provided they had 15 years of creditable service.

e Middle workers, who started work before 1997 but had not retired by 1997,
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Tab. 2.7: Three-Pillars Pension System of China

Pillar Pillar 1 Pillar 2 Pillar 3
(social pooling) (individual account)
Benefit 13% of employer 7% of employer employee
Contribution | contribution of contribution of pre-tax of | contributions
per-tex of total enterprise revenue
total enterprise 4% of employee
revenue monthly wage
Benefit PAYGO. Paid from a per-funded, in principle NA
Financing social pool financed but not as yet in practice.
by employer contribution | financed jointly by
with the government employers and employees
making up any deficit
Benefit a minimun of 15 years a minimum of 15 years NA
Eligibility of contribution and lump-sum if it is
less than five years
Benefit Defined benefit defined contribution voluntary
Payment replacement rate of replacement rate of
20% of the prevailing 38.5% of the prevailing
average wages at average wages at
retirement retirement
Status Operational operational in principal, limited
but individual accounts experience
are notional

would get a mixture of the new and old system credit service. They would

receive the same two components as new workers plus a transition benefit.

e Old workers, who retired prior to 1997 were entitled to benefits defined by the

former system, would receive an average replacement rate of 80%.

2.4 The Current Pension System

2.4.1 Law/Regulations

Currently, in China, there is no pension law in force ﬂ The pension system

is regulated by a series of decisions by the State Council and of the MOLSS. The

9 It may be subject to the change of government regulati