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Key Messages

Populations around the world are ageing rapidly. Most of
the growth will take place in developing countries, over
half of it in Asia and more than a quarter in the People’s
Republic of China (PRC) alone. Thus, by the middle of
this century, the elderly in the PRC will number around
250 million, nearly half the total elderly population in
the world in 1990. The problem in the developing world
will not just be the level of elderly population, but the
rapid pace of ageing as well. The demographic trends
imply that there will be fewer and fewer people working
to support each retiree. The consequences for financing

the elderly will be profound. Moreover, if there were poor
elderly without basic health care and income support, it
would reduce the quality of life for the young as well. So
pension reforms concern the young as well.

There is no one complete, easy solution for retirement
provision. Multi-tier systems are preferable to reliance
on a single-tier, but each tier and its sub-elements must
be introduced after careful consideration. Effective gov-
ernment is critical whichever approach to pension is taken.
Political commitment is essential for pension reforms. The
pension reforms need to be initiated, as early as possible,
as long lead times are needed before the reform propos-
als lead to desired outcomes.

Countries across the world face remarkably similar pres-
sures on pension systems. These relate to ageing popula-
tion, early retirement (especially for men), fiscally
unsustainable public spending commitments, and regu-
lating and taxing private plans. Parametric changes, such
as an increase in the retirement age, may help but are
unlikely to be sufficient on their own. A shift to a diversi-
fied system (one with an element of mandatory defined
contribution pensions) is more likely to succeed in deal-
ing with this problem. The long-term implications of so-
cial security reforms suggest that social security systems
should not be designed and implemented for short-term
political gain, and that it is better to adopt conservative
policies and not over promise the benefit. Ultimately, there
is no substitute for good judgment and adherence to fidu-
ciary responsibility by plan sponsors.

Some of the main issues facing the pension systems in
the Asian Transitional Economies (ATEs) include one or
more of the following: lack of the required physical, hu-
man and institutional resources; early retirement; low re-
tirement ages; high replacement rate; poor management;
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poor funding situation; low coverage; gender inequality
in retirement provision; compliance; dualism in social se-
curity protection for civil servants and government em-
ployees on the one hand and private sector employees on
the other; late delivery of pension benefits; computation
of benefits; inadequate benefits; contribution assessment
and collection; lack of pension policies for the informal
sector; and inadequate budgetary resources for social as-
sistance.

During the transition to the market-economy, pension
systems of the ATEs are moving from the pay-as-you-go
(PAYG) to funding mechanism. The transitional ‘double
burden’ then is that current workers need to pay for both
their own and their parent’ pensions. Policies to limit tran-
sition costs relate to the speed of the change, size of funded
pensions relative to the new PAYG and the extent to which
government appropriates some of the extra return on
funded pensions relative to PAYG systems.

Tax issues in pension reforms are important, but they do
not receive due attention. First, tax changes, such as sales
tax increases, by impacting on the cost of living, could
affect the real value of accumulated retirement savings,
and thereby act as a tax on wealth held in the form of
retirement savings. Second, there are two different tax
impact points: taxation of the transaction of individual
members of the pension plans, and taxation of the pro-
viders of pension products and pension organizations. For
the former, there are alternative income tax arrangements
of flows under pension plans for the individual member,
depending on which flow is taxed (T) or exempted from
tax (E). There are three flows to be considered: contribu-
tions, income accruing from investment of accumulated
funds (or gains on pre-retirement withdrawals), and with-
drawal at the time of retirement. Regarding taxation of
providers of pension products and organizations,
policymakers must ensure that any tax benefits to these
organizations largely pass through the investing public,
and that different pension providers do not receive differ-
ential tax treatment. In the PRC, collection of social se-
curity contributions by different government sectors with
different collection rules, policies, collection methods, and
standards has resulted in high collection costs, low effi-
ciency, low compliance, and underpayment. An explicit
social security tax collected by the tax administration,
could reduce the collection cost and increase the collec-
tion compliance as compared to the present contribution-
based system. To levy the social security tax, the
administration and collection must be unified.

An important issue facing the ATEs in pensions is that of
low coverage. Current formal pension systems are largely
PAYG defined benefit (DB) types that cover mainly the
state sector in urban areas. As a result, large segments of
the working population in the rural and informal sectors
are not covered. The importance of the coverage issue
depends on the type of pension system. Under universal

schemes, everyone is insured, while contributory schemes
have a link between benefits and contributions, thus cre-
ating a group of uninsured. Economic growth is key to
increasing coverage, and pension system design can also
play a role in increasing coverage.

Pension policy design depends on the starting point. The
key variable is output or growth (more broadly welfare).
Social security systems must be designed to be viable for
the long-term (about 75 years) and to withstand a variety
of economic and demographic shocks. Pension system
design should avoid cross-subsidies from the uninsured
to covered groups by ensuring that the pension system’s
finances are sustainable, keeping the pension scheme
(contribution rates and benefits) modest initially, main-
taining a close link between benefits and contribution,
and excluding groups (low-income workers, self-em-
ployed) where compliance is difficult to enforce and not-
joining may be rational. It is better to have a smaller
nominal coverage and more compliance than to have a
large nominal coverage but low compliance and as a re-
sult low actual coverage.

Good fiduciary management, financial management, and
fund administration are key for ensuring the success and
implementation of a pension plan and in terms of manag-
ing and moderating risk. It is important to establish ob-
jectives for investments, establish the asset allocation
policy, and choose and monitor managers for asset allo-
cation strategies. It is essential to develop private sector
commercial operations that can support the pension goals
and objectives. These could reduce the costs and help to
provide for the training and promote the needed exper-
tise. Instead of waiting for domestic capital markets to
develop, it may be better in some cases for pension funds
to diversify their investments globally, and to bring in
foreign expertise through joint-ventures and direct par-
ticipation. This could in turn help in the development of
capital markets. A good regulatory structure is the pri-
mary requirement for international diversification. The
timing of the diversification would depend on the ability
of capital markets to absorb funds and the level of com-
fort of the country to foreign investment. Whether to in-
vest globally or not is also based on the capacity of the
domestic capital market to provide the financial instru-
ments for pension funds to invest in.

Pension reform can impact on capital markets develop-
ment. In many countries, pension reform has led to the
development of a dynamic legal framework, increased
professionalism in the investment decision-making pro-
cess, transparency and integrity, and also a new code of
corporate governance measures, for example in Chile.
Pension reform has had a positive effect on the develop-
ment of new financial instruments in many countries that
undertook pension reform programs, including in Peru,
and Chile. Pension reform need not necessarily be de-
layed due to the lack of depth in the capital market, as
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pension reform could expedite capital market develop-
ment. To increase the supply of good assets that can be
invested in, privatization and global investment are cru-
cial. Pension reform should not be thought of in isolation
to other reforms. Governments must think of what assets
are there which could be linked with the state-owned en-
terprises (SOEs) divestiture program, allow the financial
market to develop to encourage trading of shares and debt
instruments, strengthen the banking and financial system
and find ways to build risk capital in the economy.

During the transition to the market economy, the restruc-
turing of SOEs has led to increasing numbers of people
being laid off. As more people are laid off, there will be a
greater need for unemployment insurance. The financing
of unemployment insurance and health care poses a spe-
cial problem in the PRC. During the transition, there is
two-part pension system, consisting of the old pension
liabilities as well as the new liabilities created during the
transition. Possible sources of funding old liabilities are
the sale of assets and tax revenue. Sale of government-
owned assets could finance pension reform in the PRC
and other ATEs. In the PRC, the reform of the social se-
curity system is substantially linked with restructuring,
reform and ownership diversification of SOEs. A sug-
gested mechanism for actively restructuring these enter-
prises may include direct share sales and/or share transfers
into special enterprise funds. The real benefits of restruc-
turing will accrue as a result of changing the way in which
these enterprises are eventually governed. Pension reform
and restructuring of SOEs can proceed together.

There is a need for consistency, objectivity, and inde-
pendence when making pension models and projec-
tions. Making projections and doing modeling should
be mandatory for initial design, modifications, and
regular reporting, be independent from political pres-
sures, and have a standard format for reporting results
adapted to targets, which facilitate education of people
into understanding the performance of the system. Risks
should be assessed and continuously monitored. Mak-
ing a pension plan is not just a mathematical exercise,
but requires judgment on labor policy, health factors,
and economics. The models will indicate that there are
no miracles, but many choices. There is no free lunch
but the choice is between pay more now or pay even
more later on. It is important to get the basic data right
at the beginning of the modeling process itself and have
a good record-keeping and also to keep in mind that
small magnitudes make a lot of difference in pension
modeling.

Civil service pensions in the ATEs are relatively generous
and of the defined benefit PAYG type. As a result, they are
becoming increasingly fiscally unsustainable and tend to
adversely affect macroeconomic stability. Pension reform
is needed to mitigate dualism in social security systems, to
assist in fiscal transparency and consolidation, to help pre-

serve future fiscal flexibility to ensure that future liabili-
ties are honored, and to enhance labor market flexibility.
Civil service pension reform could potentially increase
savings and shift their composition towards contractual
long-term savings, and potentially assist in developing fi-
nancial and capital markets. The longer the reform is de-
layed, the more difficult the choices will be. Careful
attention to the transition phase and to design and imple-
mentation details will be needed, and managing the politi-
cal economy will be essential. Government guarantees,
which may give rise to large contingent liabilities, should
be avoided. The only sustainable manner of providing
promised pension benefits to civil servants (and to private
sector employees) is through robust and high quality eco-
nomic growth. So, civil service pension reform must be
designed to contribute to this outcome.

In developing countries where a large part of the popula-
tion is not covered by pensions, social safety nets are im-
portant to serve the goal of general poverty-alleviation
for all those who qualify as poor, including the elderly.
One aspect of poverty in the transitional economies is the
two-part division of poverty, as seen in the PRC and Viet
Nam. Apart from the poverty inherited from the planned
economy period, there is also the new poverty, which is a
by-product of the transition from a planned to a market
economy. In the PRC context, urban poverty has also be-
come a problem now. Instead of an extension of the em-
ployee-based formal schemes, alternative ways to reach
the informal sector should be urgently considered.

Governments face a range of issues in pension reform,
including ensuring that preconditions are met and appro-
priate design and implementation is done. Its responsi-
bility goes beyond pensions and financial markets, to the
provision of a stable macro-environment crucial for any
pension system.

Some key lessons of the global experience suggest the
following: elements of both PAYG and funding should
be kept (given the different risks they are exposed to);
otherwise reforms should be tailored closely to the cur-
rent situation, ensuring the underlying preconditions are
met (sound financial markets, regulatory structure and
freedom from political interference), with careful atten-
tion to sequencing. Legal claims to pension rights should
be established. Once for all reforms are often better than
repeated partial reforms that generate uncertainty. As no
system can protect against all risks, there are always go-
ing to be problems, regardless of the type of pension sys-
tem adopted. Each country has to find a system that
minimizes the problems, given its objectives.

A crucial element in pensions is appropriate investment
of assets. Governance and regulation are mutually rein-
forcing and not independent. The politicization of invest-
ment is a key governance issue for centralized funds,
impacting on investment returns. In worst cases, it can
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finance government consumption of ‘white elephant’
projects, avoiding international investments that could act
as a hedge against inflation. Corporate governance re-
form could  ensure that managements of companies in
which funds are invested, do not act contrary to inves-
tors’ and shareholders’ interests. To be effective, the legal
system needs to support investors’ rights and not manag-
ers’ interests. Regulation is particularly essential for de-
centralized funds. Prudent person regulation, where
feasible, is superior to portfolio restrictions. The regula-
tory authority must be composed of people who under-
stand risks and the evolution of the market. Good
governance has deep-roots in infrastructure, and well-
qualified professionals are needed for accounting and ac-
tuarial projections to guarantee success at the
implementation level.

Introduction

1. The Capacity-Building Conference on Reforming Pen-
sion Systems in the ATEs was jointly organized by the Asian
Development Bank Institute (ADB Institute), Asian Devel-
opment Bank (ADB), and the PRC Ministry of Labor and
Social Security (MOLSS) and co-sponsored by Morgan
Stanley, a private sector institution. It consisted of two parts:
Part I consisted of a high level Policy Conference and was
held in Tokyo, Japan during 5–6 July 2001. The Policy Con-
ference was designed to highlight pension reforms as a criti-
cal public policy issue and provide a forum for key
policymakers from concerned ministries in the region to
exchange views and experiences on pension system reforms
in order to help policymakers to reach policy consensus on
adopting appropriate pension reform strategies. The sum-
mary of proceedings of Part I was separately prepared and
available at ADBI Institute’s website at www.adbi.org/
PDF/ess/ess54.pdf Part II consisted of a Training Work-
shop and was held in Beijing, PRC during 9–13 July 2001.
It was designed to provide ‘nuts-and-bolts’ training to en-
hance conceptual and practical skills of middle to senior
level government officials as well as private sector persons
engaged in pension reform related operations and activi-
ties. Participants for both parts came from Cambodia, Lao
PDR, Mongolia, Myanmar, PRC and Viet Nam. This paper
provides a summary of the proceedings of the Training
Workshop, which was Part II of the Capacity-Building Con-
ference.

2. Resource persons for both parts included experts from
international organizations such as the ADB, ADB Institute,
International Labor Organization, Geneva, eminent experts
from major regional and international research centers and
academia, high-level officials from the ministries of finance
and labor and social security from the participating countries
as well as private consulting groups.

3. The main topics covered in the Training Workshop in-
cluded the following:

● Economics of Social Security: An Overview
● Global Trends in Pensions: Some Lessons for ATEs
● The Transition to Funding: Macro and Micro Issues
● Tax Issues in Pension Reforms
● Administrative and Tax Issues in Pension Reforms: Im-

plications for the PRC
● Administrative Issues: Coverage, Collection and Costs
● Pension Fund Investment Fundamentals
● Pension Reform and Restructuring SOEs in the ATEs
● Policy Modeling in Pension Reforms
● Reforming Civil Service Pensions: Issues and International

Trends
● Social Safety Nets for the ATEs: Design and Feasibility

Issues
● Building an Environment for Pension Reform: Global

Lessons in Design and Implementation
● Pension Fund Management: Governance and Regulatory

Issues

4. Mr. Bruce Murray, Resident Representative, ADB,
Resident Mission, Beijing gave the welcoming remarks and
Dr. Masaru Yoshitomi, Dean, ADB Institute, Tokyo opened
the Training Workshop. In his welcoming remarks, Murray
noted that the PRC’s decision to move from a largely un-
funded pension scheme to a partly-funded pension system is
a step in the right direction because it will help PRC to re-
duce the vulnerability of the pension system to demographic
changes and also strengthen the linkages between contribu-
tions and benefits. Murray observed that the reform of the
PRC’s social security system is of top concern to the PRC’s
leaders. He stated that political commitment is essential for
pension reforms, and the PRC has the necessary political com-
mitment at the highest levels.

5. He raised five issues relating to pensions: the demo-
graphic transition; the relationship between pension and SOE
reforms; policy modeling; financing of the implicit pension
debt; the relationship between pension reform and capital
market development. The PRC population is ageing rapidly,
and the demographic trends imply, there will be fewer and
fewer people working to support one retiree. Given the im-
proving living standards and ageing population, PAYG pen-
sion systems are not financially sustainable in the longer term.
This applies universally and the PRC is no exception. In the
PRC, enterprise restructuring has led to many people being
laid off. To ease the related social costs, a large number of
young pensioners who allowed to take early retirement.
Murray noted that pension systems should not be made liable
to short-term restructuring measures.

6. Other factors that contribute to financial difficulties of
pension funds include mismatch between benefits and contri-
butions, and the lack of an incentive structure to encourage
contribution compliance. The relationship between benefits
and contributions must be actuarially sound. Also, there must
be an incentive in the system for individuals and enterprises
to make pension contributions. Murray noted that some of
the provinces in the PRC are in deficit, and cannot cover the
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benefit payments from the contributions received. Though
national accounts were introduced in 1997, they were not
managed separately from the social pooling accounts. Because
of the increasing financial constraints, much of the money in
these individual accounts was diverted to pay current pension
liabilities. He noted that the PRC recognizes that the indi-
vidual account should be fully funded, the diversion of funds
should not be tolerated, and that the administration of indi-
vidual accounts should be separated from the social pooling
accounts. The shift from a PAYG to fully-funded scheme will
involve incurring a significant implicit pension debt. Murray
stressed that the challenge is to mobilize the funds necessary
to finance the implicit pension debt. This does not have to be
paid off all at once, and can be amortized over 30 years or so,
depending on the detail of design. Murray observed that at
the aggregate level, the PRC could meet the financing require-
ments, given its strong economic performance and sound
macroeconomic fundamentals. However, no single source of
funding will be able to finance the implicit pension debt and
a mix of strategies must be adopted. These include the sale of
shares of government-owned and state-owned enterprises, and
increase of government fiscal support for the pension system.
The government could undertake various actions, including
reorienting and rationalizing public expenditures, issuing long-
term bonds, restructuring and introducing new taxes, and ear-
marking selected taxes to meet pension obligations. However,
an increase in the payroll tax is not advisable because it is
already very high.

7. Murray also touched upon the relationship between pen-
sion reform and capital market development, and stressed the
importance of a sound investment strategy to reduce the im-
pact of the pension system on public finances and for the long-
term viability of pension reforms. This requires having a
well-regulated capital market and a professional fund-man-
agement industry that is well supervised. It also means hav-
ing sufficient investment vehicles so that fund managers can
diversify risks across investment products, across time, and
across borders. Murray noted that this issue could be addressed
even in those countries whose currencies are not convertible
on the capital account. Murray observed that in the next few
years, the PRC will have a window of opportunity to reform
its pension system, and that the sooner the pension reforms
are initiated, the fewer will be the difficulties that will be en-
countered. He noted that the PRC is moving in the right di-
rection, and a good beginning has been made. However, a lot
more work needs to be done.

8. Yoshitomi noted that pension systems, and the way they
are managed, have a critical bearing on sustainable economic
development as well as on social security. Reforming pen-
sion systems, therefore, is a critical issue that policymakers
in the ATEs have to confront today. The pension programs
and issues in the ATEs are unique, when compared with those
of East Asian economies and advanced OECD countries. In
the PRC, the one-child policy will lead to a decline in the
labor force in the future, leading to a higher dependency ratio
and making the fiscal problem worse. The main issue facing

ATEs in pensions is that of low coverage. Current formal pen-
sion systems are largely PAYG defined benefit (DB) types
that cover mainly the state sector in urban areas. As a result,
large segments of the working population in the rural and in-
formal sectors are not covered, for example, the coverage in
the PRC is around 20 per cent and even lower in other coun-
tries. Because of urbanization and mobility of labor, tradi-
tional and family support systems are breaking down and are
increasingly unable to cope with the enhanced life span and
medical costs for retirees. There is clearly a need to create
new pensions and social security system to provide for large
segments of the population working in the informal sector.
Since ATEs have presently weak institutions, it may not be
feasible or desirable for them to introduce universal social
security and pension system. The pre-condition for the cor-
ruption-free implementation of a universal social security
system is strong administrative capability and management,
and a universal identification number for each citizen. All these
are absent in the ATEs. What is needed, therefore, are innova-
tive approaches to extending social security coverage, with
the help of informal support systems, including help from
extended families and self, and amortization programs as well.
Yoshitomi emphasized that SOEs in most ATEs are burdened
with large pension obligations, which makes it difficult to
operate on a fully commercial-basis. This seriously impedes
their restructuring and hampers the government efforts in car-
rying out market-oriented reforms of their economies. In most
countries, civil service pensions are relatively generous and
of the DB–PAYG type. As a result, they are becoming in-
creasingly fiscally unsustainable and tend to adversely affect
macroeconomic stability. Accumulated pension funds are
poorly managed, suffer from low returns and high adminis-
trative cost, and are open to political manipulations in many
of the ATEs, as in other Asian countries. This creates prob-
lems for the efficiency of pension systems. Moreover, there
are hardly any pre-funded and privately managed pension
funds, impairing the development of capital markets in these
countries. Presently, the pension system lacks portability,
which has resulted in labor market rigidity, leading to eco-
nomic inefficiencies. The lack of portability also seriously
hampers the restructuring of SOEs. Yoshitomi noted that the
much needed pension reforms in ATEs are hampered by a
clear understanding of the various policy options as well as
lack of skills and institutional capacity in the design and imple-
mentation. The focus of the Training Workshop was there-
fore designed to help address these issues through its expected
contribution in capacity-building in the design and implemen-
tation of pension reform.

9. In her keynote address, Madam Wang Jianlun, Vice
Minister, MOLSS, PRC noted that the PRC target in the pro-
cess of transition is to respond to the economic globalization
by establishing a market system that suits the national situa-
tion. All countries in Asia realize the interactive relationship
between pension system reform and economic development,
and currently, improving the social security system, particu-
larly the pension system, has already become a priority issue
for all the ATEs. Though the Asian economy has walked out
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of the shadow of the financial crisis, its impact on the capital
market and pension system reforms is still not completed.
Hence, it is important to examine the historical experience
and lessons between pensions and capital market in order to
prevent future financial crises, promote sustainable economic
development, and ensure the healthy development of pension
systems. In December 2000, the State Council of the PRC
implemented a pilot scheme for improving the urban social
security system. In the PRC, the model of basic pension by
combining both social-pooling and individual-accounts has
been quite successful, Jianlun noted. In order to realize the
objective of fully funded individual accounts, she stated that
the size of the individual account would be reduced from 11
per cent to 8 per cent. In the meantime, the basic pension
benefit paid from the social-pooling fund would be increased
to 30 per cent, and measures would also be undertaken to
encourage the development of the enterprise supplementary
pension, and to establish a multi-pillar system. The above pi-
lot scheme will be implemented in July 2001, Jianlun stated,
and was launched in Liaoning province just a day before the
start of the Training Workshop. It will also be implemented in
13 cities in other provinces, and if successful, will be imple-
mented throughout the PRC. Jianlun noted that in the Asian
countries participating in the workshop, reform and growth
have taken place, providing a very good opportunity for the
reform and improvement of pension systems in these coun-
tries. Reforming and improving the pension systems in ATEs
will not only benefit their own people, but also contribute to
the Asian and global security cause.

10. Dr. Raj Chhikara, Senior Capacity Building Special-
ist, ADB Institute welcomed the participants and provided
them with an orientation for the Workshop. Dr. Zhang Guo
Qing, Director, Multilateral Cooperation, MOLSS,
Beijing, PRC provided an introduction into the functions of
the PRC MOLSS, and noted that during the transition of the
PRC in to market-based economy, the MOLSS is playing an
increasingly important role for setting up a social safety net
for the employees of the restructured SOEs. Mr. Tian Xia
Bao, President, Academy of Labor and Social Sciences
(ALSS), PRC introduced the work of the PRC’s ALSS, which
was established in 1993.

The Economics of Social Security

11. Professor Mukul Asher,  ADBI Visiting Scholar and
Associate Professor, Public Policy Program, National Uni-
versity of Singapore, began his presentation on “Economics
of Social Security: An Overview” by noting that social secu-
r i ty  issues touch upon both macroeconomic and
microeconomic issues, and it is important to understand these
linkages. He began by noting some facts about ageing. In 1990,
about half a billion people, slightly more than 9 per cent of
the world’s population was over 60 years of age. By 2030, the
number will nearly triple to 1.4 billion (around 15 per cent of
the world’s population). Most of the growth will take place in
developing countries, over half of it in Asia and more than a

quarter in the PRC alone. As a result, the labor force growth
rate will go down and labor productivity will need to be in-
creased. Many developing countries will have an old demo-
graphic profile at much lower levels of per capita income than
the industrialized countries. Thus, by the middle of this cen-
tury, the elderly in the PRC will number around 250 million
and in India, around 180 million, the same as the elderly popu-
lation in 1990. These are staggeringly large numbers, a phe-
nomenon the world has not seen so far. The problem in the
developing countries will not be just the level of elderly popu-
lation but the rapid pace of ageing as well. The consequence
for financing the elderly will be profound. This explains much
of the urgency in reforming social security system around the
world in recent years.

12. Asher noted that the objective of social security is to pro-
vide, on a substantial basis, a socially adequate and equitable
retirement protection system, while minimizing adverse af-
fects on economic efficiency, incentives, and international
competitiveness.

13. A social security system will inevitably involve trade-
offs between various social objectives. The financial cost of
supporting the retired is a product of three ratios, namely to-
tal consumption/total national product, number of retirees/
total population, and average consumption of retirees/aver-
age consumption of total population. Each of these three ra-
tios can be, to some extent, affected by public policies. Asher
stated that it is important to recognize that if there were poor
elderly without basic healthcare and income support, it would
reduce the quality of life for the young as well. Governments
have inescapable responsibility for social security, regardless
of how it is financed. Ultimately, of course individuals must
pay for retirement income protection directly or through taxes,
or through a combination of the two.

14. In many developing countries, mandatory contractual
savings for retirement constitute an important component of
aggregate savings in the economy. This poses a challenge in
deploying them in a manner, which enhances the efficiency
of the saving-investment process. This in turn makes it neces-
sary to link pension reform to broader financial sector and
capital market regulation and development, and corporate
governance. Increasing the supply of good quality financial
assets in which the growing pension savings can be invested
is a major challenge. In addition to redistribution and saving
functions, a social security system also needs to provide pro-
tection against various risks.

15. Alternative social security system can be ranked in terms
of how they perform with respect to protecting individuals
against the following risks: (i) replacement-rate-risk, which
refers to the monthly income available to a retiree as a pro-
portion of his or her last drawn salary (or suitable equivalent)
to finance retirement; (ii) investment-risk, which is the possi-
bility that the amount saved for retirement will be inadequate
because the funds are invested inappropriately and perform
poorly; (iii) inflation-risk, is the risk that price increases will
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erode the purchasing power of the monthly pension income
or benefits; (iv) longevity-risk, which means that the retiree
will live longer than expected (or will have unexpectedly large
need for health care expenditure) and will exhaust the amount
saved for retirement; (v) political-risk, related to the political
decisions that may adversely impact on the accumulation and
provision of retirement benefits; and (vi) coverage-risk, is the
risk of an individual falling outside the coverage of the retire-
ment income arrangements.

16. Social insurance programs, as implemented in the US
and other industrialized countries, replace income losses that
are consequences of events at least partly outside of personal
control. Participation in these programs is compulsory and
eligibility levels depend, in part, on past contributions made
by the worker. Benefit payments begin with some identifi-
able occurrence such as unemployment, illness or retirement;
and the programs are not means tested, i.e. financial distress
need not be established to receive benefits. Making social in-
surance compulsory is one way to get around the problem of
adverse-selection, under which private markets for certain
kinds of insurance will fail to emerge, or will not provide a
socially efficient level of insurance. Compulsory social in-
surance can also be desirable as it economizes on decision-
making and administrative costs and ensures that large
amounts accumulated in retirement funds are invested in a
prudential manner. Compulsory social insurance can also
potentially lead to better income-distribution. Another reason
for governments wanting compulsory social insurance is pa-
ternalism. Historically, poverty and old age have been corre-
lated, and this is still the case in many developing countries.
The welfare state weakened this correlation in many devel-
oped countries. A government role is needed for this. So, gov-
ernment role is essential, even in a contributory system, for
supervision, regulation and ensuring that the system is func-
tioning properly.

17. Asher briefly discussed two principal methods (or sys-
tems) of financing social security used in Asia. These are the
defined contribution (DC) National Provident Fund (NPF)
system, and defined benefit (DB) PAYG system based on so-
cial insurance principles. The NPF system is a DC system,
and is often mandatory. In this system, the authorities pre-
scribe the rate of contribution, which must be made to the
Provident Fund during the working years of the member. At
the time of retirement, the member receives the contributions
net of any pre-retirement withdrawals plus interest earned on
accumulated balances. The risk of investing the accumulated
balances is thus on the individual member. Asher emphasized
that it is important to keep pre-retirement withdrawals as low
as possible and that just mandating accumulation is not enough
but de-accumulation also has to be dealt with. In contrast,
under a DB system, it is the benefit formula, which is pre-
scribed, and the pension fund plan sponsor undertakes any
investment-risk, be it the employer or the government.

18. Asher stated that DC systems are not necessarily more
transparent than DB systems. Defined contribution systems

make the financing of benefits quite transparent, but leave
levels of benefits for an individual and their distribution across
individuals opaque, and therefore less transparent. The DB
systems make benefits transparent (conditional on future earn-
ings), but the connection between individual financing and
individual benefits is opaque and therefore less transparent.
Overall public policy objectives and values are relevant in
how the above issues are framed and addressed.

19. Asher then briefly described some advantages of man-
datory savings. It firmly establishes individual and family re-
sponsibility for financing old-age and reduces recourse to the
tax transfer process. It helps to inculcate the saving habit in
the population and affects the composition of savings in fa-
vor of long-term savings. This in turn has the potential to help
develop capital markets. It has the potential to make signifi-
cant savings in administrative and operating costs if operated
centrally. Administrative costs may be quite large, however,
if managed in a decentralized fashion.

20. Asher also listed some limitations of the NPF system.
Social adequacy of the system is dependent on prudent and
conservative macroeconomics policies, and on prolonged pe-
riods of high employment in the formal sector. These may
not always be forthcoming. The NPF requires a very high
degree of fiduciary and political accountability and transpar-
ency. The government must act as a regulator and as a guar-
antor of the integrity of the system. Resources available to
finance retirement are highly sensitive to real rate of return
on accumulated balances, and as a result, there is a lot of vola-
tility in the final replacement rate across cohorts, leading to
many cohorts retiring poor. Accessibility, in terms of cover-
age, is also usually inadequate, because of low numbers in
the formal sector. The above suggests that the NPF has both
major advantages and disadvantages. Much hinges on the
extent to which the political economy of the country permits
the NPF authorities to concentrate on basic housekeeping
duties such as collecting contributions, maintaining proper
accounts, paying benefits correctly and on time, and enforc-
ing rules and regulations. It should be noted that in any NPF
system, the real return on investment (net of investment man-
agement costs and applicable taxes), real salary growth, in-
flation, and demographic characteristics are the key factors
determining the replacement rate.

21. The basic premise underlying the PAYG system is that
the rate of return is equal to the economy’s growth rate. There-
fore, in a mature economy, as the rate of growth tapers off,
the rate of return that is obtainable from being in the PAYG
system will also taper off. The PAYG system collects from
current workers to pay the old, but with demographic change,
the young of tomorrow will become fewer and fewer, and the
tax rate needed as contribution will become higher and higher.

22. Asher briefly described the merits and demerits of funded
versus un-funded financing mechanism for social security. A
private insurance or a provident fund operates on a funded
basis. When a person pays premiums to a private insurance
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company to purchase an annuity, the premiums are invested
to build-up a fund that will be adequate to finance the annuity
or a pension. The quality of investments thus is as crucial as
the fact that funds are accumulated.

23. The national provident fund can be categorized as fully
funded, provided it does not invest all of its funds in govern-
ment securities, as the latter is analytically similar to the PAYG
system as the fund is not creating economic assets necessary
for economic growth. This is because the government bonds
will have to be eventually serviced by taxes levied on the fu-
ture generations. It is also essential that the NPF authorities
credit all the investment returns to individual members’ ac-
counts.

24. Under a pure PAYG scheme, social security taxes paid are
distributed as benefits to the retirees. As a result, there is no
accumulation of funds. If social security taxes are insufficient,
funds are drawn from general taxes. This essentially means that
those who are working now (mainly young) are financing those
who are aged, leading to an intergenerational distribution of
income. Asher noted that any shift from the present PAYG sys-
tems to DC fully funded systems would involve substantial tran-
sition costs, the financing of which is a major challenge. In the
context of social security debate, privatization refers to the re-
placement of a publicly-run pensioner provident fund system
with a wholly or partially privately-managed system.

25. Asher then briefly discussed some economic effects of
social security. Social security influences lifetime work ef-
fort and retirement in different ways: through retirement de-
cisions; and for younger workers, social security system
changes the rewards for additional work, but with effects that
are hard to predict. He stressed that social security benefit
formulae should be designed to reduce incentives to retire
early and to reduce work effort after becoming eligible for
pension benefits.

26. The introduction of a social security system can alter the
amount of lifetime savings through three effects: (i) the wealth
substitution effect, where workers save less on their own if they
view current social security contributions as a means of saving
for guaranteed future benefits; (ii) retirement effect, where if
social security induces people to retire early, saving rate per year
could increase to finance more years in retirement; and (iii) the
bequest motive to leave an inheritance for the children. These
three effects work in the opposite direction. The net effect is
once again ambiguous. Theoretical reasoning and empirical evi-
dence suggest that the direct impact of mandatory savings on
total savings is not major. Mandatory savings, however, do shift
the composition of saving in favor of long-term saving, and eco-
nomic growth if the efficiency with which these savings are trans-
lated into investment is improved. There is evidence to suggest
that the availability of long-term finance is associated with higher
productivity, provided it is based on economic criteria and is not
heavily subsidized. Thus, the overall macroeconomic environ-
ment and the efficiency with which mandatory savings are trans-
lated into investment are of crucial importance.

27. Asher observed that the economic effects of social secu-
rity systems are complex. Nevertheless, they remain crucial
for designing and implementing social security reform. The
tendency to infer economic effects from the label given to a
particular social security mechanism should be resisted. More-
over, the economic effects of social security should be exam-
ined in the particular institutional and political context of the
given country. In particular, addressing practical problems in
implementing social security systems should be given high
priority. In many Asian countries, it is essential to first tackle
the primary tasks of a provident or a pension system. These
are to collect the contributions, credit them to individual ac-
counts, penalize the defaulters, and pay benefits fully and on
time, without any leakages or delay. Asher observed that with-
out these basic tasks, in which information technology (IT)
can be a useful tool, broader systemic social security reforms
are unlikely to be effective.

28. In conclusion, Asher provided some key messages con-
cerning retirement provision, for which there is no one com-
plete, easy solution. Multi-tier systems are preferable to
reliance on a single-tier system, but each tier and its sub-ele-
ments must be introduced after careful consideration. Effec-
tive government is critical whichever approach to pension is
chosen. The inherent features versus the extent to which par-
ticular policy instruments can be implemented should be sepa-
rated. Policy design depends on the starting point. In
introducing individual account-based DC schemes, a clear dis-
tinction between privatization and pre-funding must be made.
Pre-funding should be defined in a broad sense, involving
higher national saving, lower benefits, or a combination of
both. The key variable is output or growth (more broadly
welfare). Social security systems must be designed to be vi-
able for the long-term (about 75 years) and to withstand a
variety of economic and demographic shocks, albeit with ap-
propriate modifications. Asher concluded by stating that so-
cial security reform is no panacea, but a well-designed and
implemented social security reform can have positive social
and economic benefits. By the same token, undue delay and
inaction in the face of an unsustainable social security system
could adversely impact on the trend rate of growth, and di-
minish the international competitiveness of a country.

29. During the open discussion, a participant from the PRC
asked for clarification on the concept of paternalism. Asher
replied that the idea behind this concept was that the govern-
ment knows better for the individual than the individual him-
self. Chhikara mentioned that the effect of pension systems
on national savings varied across countries, and enquired
whether the increase in savings rate witnessed in Chile after
the introduction of pensions reform could be attributed to the
reforms themselves. Asher stressed the importance of distin-
guishing between the direct and indirect effects of pension
reform on savings. While the direct effect was initially negli-
gible, pension reform could indirectly increase savings through
the development of the capital market and its positive effect
on growth. Asher argued that from the point of view of growth,
national savings were important, and not just household sav-
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ings, and that it was difficult to assess the impact of pension
reforms on household savings due to the lack of disaggre-
gated data.

Pension Systems Reform: Alternative
Approaches and Global Trends

30. Mr. Edward Whitehouse, Director, Axia Economics,
London, UK began his presentation on “Global Trends in
Pensions: Some Lessons for ATEs” by pointing out that coun-
tries across the world faced remarkably similar pressures on
pension systems. These relate to ageing population, earlier
retirement (especially for men), expensive public spending
commitments, and regulating and taxing private plans. Since
most of the systems are complex, there has been little sharing
of experience.

31. Fiscal projections for most pension systems around the
world indicate severe financial difficulties in the future. Why
are public pension liabilities out of control and what paths
can be adopted to remedy these situations? Whitehouse looked
at these questions and considered two alternative strategies,
one using the existing pension schemes but offering slightly
less generous payments or getting more revenues, and another
strategy involving more radical reforms. Public pension spend-
ing as a per cent of GDP is high and is expected to reach even
higher levels in the future in most developed and developing
countries around the world. While demographic change and
higher dependency ratio contribute to the higher public pen-
sion spending, ageing itself does not explain either variation
in current pension spending or future pressures. Whitehouse
suggested three alternative factors as explanation for public
pension liabilities being out of control.

32. The first factor is related to the life cycle of PAYG pen-
sion systems. The PAYG schemes pay out benefits straight
away while under funding, benefits payments need to wait
until people have spent their full working life in the schemes.
The prudent practice, recommended by the ILO and others, is
that contributions are set above the short-term PAYG balance.
In this way, reserves accumulate until the scheme matures,
even if it is to be un-funded in the long-term, and a rapid rise
in contribution rates at maturity is avoided. Some public plans
did accumulate funds (notably, in US). But most countries
funds were dissipated on dubious investments, on higher real
pensions, or were often invested in governments bonds
(‘backdoor’ PAYG finance). This starts a ‘Ponzi game’ where
each generation ratchets up its benefits at the cost of the fol-
lowing generation.

33. The trend towards earlier retirement has also led to public
pension liabilities getting out of control. Some countries cut
their normal pension ages often in the 1970s and early 1980s
(as a mistaken response to higher unemployment). Even where
pension ages stayed the same, people retired earlier. Only 20
per cent of men aged 60–64 are in work in France and Nether-
lands, and around 50 per cent in Australia, New Zealand, UK,

and US. Earlier retirement is very popular among beneficiaries
but expensive for the economy. Another factor for high public
pension liabilities are forecasting errors. Governments system-
atically over-predict fertility, under-predict mortality improve-
ments, and over-predict labor-force participation. Forecasting
errors have led governments to believe that their systems are
sustainable when they are not, and to continue with unsustain-
able systems.

34. Whitehouse considered two strategies for pension reform:
first ‘parametric’ reforms which retain PAYG financing and
tinker with the system’s parameters, and second, a shift to
funding, which could be through a ‘clean-break’ or be done
gradually. Regarding parametric reforms, Whitehouse ob-
served that between 1992 and 1998, 18 countries changed the
pension eligibility age, 10 changed the number of years for
which contributions are needed for full pension, 61 changed
the contribution rate, 27 changed the pension benefit formula,
and 7 changed indexation procedures. Parametric changes are
a key part of any reform. Some analysts, including the IMF
argue that they can be sufficient to fix the problems of the
current schemes. This argument relies on basic mathematics,
where the contribution rate equals the product of the ratio of
pensioners to workers and the ratio of pension to wage. Each
one year increase in the age of retirement cuts pensioners’
numbers by about 5 per cent and lowers costs, and increases
the number of workers by around 2 per cent, leading to higher
revenues and a total gain of 8.5 per cent of total pension spend-
ing. But the effective retirement age is already well below the
current pension eligibility age. People can shift to unemploy-
ment or disability. So, it is not obvious that increasing the
eligibility age will increase the retirement age by the same
amount. Whitehouse cautioned against treating as a ‘param-
eter’ what is really a ‘variable’. So parametric reforms will
not solve all the problems of the pension system.

35. The argument for funding depends on the empirical find-
ing that real return on funded pensions exceeds the implicit
return on PAYG, and that there are efficiency gains from im-
proved allocation of capital. The arguments against a funded
system include a lack of redistribution from rich to poor
people, investment-risk relating to how the funds are invested,
and transition costs of double payments when going from
PAYG to a funded system.

36. Whitehouse concluded by stating that there are many
common problems in pension systems around the world, the
most obvious and most widely discussed being that relating
to public pension liabilities. There are lots of choices and is-
sues to be decided upon, for example on tax issues etc., and
that he had merely provided a benchmark for countries to move
towards in their pension systems reform. The scale of public
pension liabilities is important. Ageing is not the main cause
of fiscal pressures, but merely highlights and exacerbates ex-
isting difficulties. There are many features of PAYG systems
that encourage unsustainable increases in benefit promises.
Forecasting errors have encouraged the belief that systems
were sustainable when they were not. ‘Parametric’ changes
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are an essential part of any package of reforms, but unlikely
to be sufficient on their own. Whitehouse concluded by stat-
ing that the benefits of a shift to a diversified system (one
with an element of mandatory defined contribution pensions)
are widely acknowledged.

37. A lively open discussion session followed Whitehouse’s
presentation. To a query from Chhikara on the implications
of forecasting errors, Whitehouse stressed that given that poli-
cies taken now would have implications for a very long time,
it was not only necessary to have the right information but
also to allow for uncertainties in the forecasts. Asher added
that the long-term implications of social security reforms sug-
gested that social security systems should not be designed
and implemented short-term political gain, and that it is bet-
ter to adopt conservative policies and not over promise the
benefit. Vohra pointed out that the concept of actuarial sci-
ence does not even exist in ATEs, so that it may not be correct
to give the example of pension systems in developed coun-
tries. Whitehouse replied that though it is true that there is a
lack of data in many countries, the World Bank has been able
to use its PROST (Pension Reforms Options Simulation
Toolkit) model with some success, even in these countries
which lack data. To another query on the desirability of in-
creasing the retirement age in the presence of unemployment
in the developing countries, Whitehouse pointed out that it
was a fallacy to think that kicking older people out of jobs
would free up jobs for younger people, as new younger work-
ers could not be substitutes for the older people. To a query
from a participant from the PRC on the large number of early
retirements in the Netherlands and France, Whitehouse pointed
that this was due to the easy availability of generous disabil-
ity pensions in the Netherlands and generous pension pay-
ments in France. Another participant from the PRC enquired
about how to avoid forecasting errors relating to coverage,
compliance rates, inflation rates, etc. These are very difficult
to avoid, and it is very difficult to make forecasts, in any case,
as the future is uncertain, replied Whitehouse. He stated that
he would be skeptical about forecasts that assume an increase
in coverage and compliance, and that he would prefer to have
a range of projections with different sets of assumptions of
interest rates. Asher added that forecasting errors cannot be
avoided, and that one can only ensure that simulations are
done with internal consistency. It is important to approach
pension reform not as an ideological exercise but as a techni-
cal issue. One way to deal with forecasting errors is to have
frequent forecasts, so that any errors can be caught before
they become serious. Asher emphasized that ultimately there
is no substitute for good judgment and adherence to fiduciary
responsibility by plan sponsors.

38. In the session on “Group Discussions on Country Re-
form Strategies”, the various country delegations outlined the
main characteristics and some of the main issues facing pen-
sion systems in their respective countries. The Cambodian
delegation pointed out that in Cambodia, the social security
system has to start almost from scratch as most of the physi-
cal and human institutional resources were destroyed during

1995–99, hence there is a need to train the social security
administration personnel and have appropriate legislation for
social security. The PRC delegation listed the following as
the main issues facing their pension system: early retirement;
low retirement ages (60 years for men, 55 for women manag-
ers, 50 for other women); high replacement rate (87.5 per cent
on average and more than 100 per cent in many provinces);
poor funding situations in many provinces; poor management
(some survivors still get pension benefit even when the retir-
ees die); and expansion of coverage within the urban labor
force and to foreigners who work in the PRC, rural workers
and farmers. The delegation from Lao PDR listed as their main
issues the inability of the pension fund to meet the need of
the pensioners and how to calculate the pension benefit for
state-owned companies that choose private schemes. The
Mongolian delegation listed early retirement of employees as
a major issue facing its pension benefit. The delegation from
Myanmar listed the lack of good financial conditions and tech-
nical knowledge as the main issues facing its pension fund
system. The delegation from Viet Nam listed the main prob-
lems and limitation facing its pension system as follows: no
gender equality in the age of retirement, un-sustainability of
the long-run social security fund payments and low coverage.
Commenting on the country reports, Whitehouse stated that
the key issue in the ATEs related to coverage, compliance,
and retirement age. Vohra added that the funding issue and
replacement rate were also critical in the ATEs, and that the
PRC was drafting a basic pension law, from which other coun-
tries could learn. Asher pointed out that there was a clear du-
alism in social security protection for civil servants and
government employees on the one hand and private sector
employees on the other. Chhikara raised the issue of reform-
ing by legislation versus decrees. Asher pointed out that leg-
islation was important and that the law should be simple, but
not too simple. Vohra added that decree is an easy way out
when it is difficult or time consuming to pass laws, making
this a political issue.

Transition to Funding

39. Mr. Edward Whitehouse began his presentation on
“The Transition to Funding: Macro and Micro Issues” by
listing the issues concerned. These include the following:
What is the ‘transition’ problem in the move from PAYG to
funding to pay for pensions? How large are the transition
costs? How can pension design reduce transition costs? How
did countries that have moved to greater funding of pen-
sions pay for the transition?

40. The fist question to ask, Whitehouse stated, is why
did governments opt for PAYG in the first place. This could
be because in the PAYG system, full benefits can be paid
out immediately and intra-generational and inter-genera-
tional redistribution is easier. Why then should a shift to
funding be proposed? The main reason is that funding will
induce greater efficiency in labor and capital markets, and
that funded systems may be more robust to ageing of the
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population, though the latter may not necessarily be the
case, according to Whitehouse.

41. Under the PAYG system, current workers’ contributions
pay current pensioners’ benefits. Under the funding system,
current worker contributions pay for their own pensions. The
transition ‘double burden’ then is that current workers need
to pay for both their own and their parents’ pensions. Transi-
tions usually take a very long time to come through. The tran-
sition cost is the difference between the cost associated with
continuing the PAYG system and the costs associated with
the funded scheme. PAYG pensions are government prom-
ises to pay certain amounts in the future. So, they are like
government bonds, and pensions do not appear in public bal-
ance sheets, hence the term ‘implicit pension debt’. With the
transition to funding, the process of rolling over the pension
debt to each new generation in PAYG comes to an end, and so
the ‘implicit’ pension debt becomes explicit. There are four
obvious ways of financing the transition: taxes (on workers
or more broadly), borrowing (conventional debt), spending
cuts (pensions or more broadly), and swapping pension li-
abilities with other assets (privatization). Whitehouse stated
that theoretically privatization seems attractive, since both
privatization and transition would be done only once, and that
Bolivia was an example of a country that has been successful
in doing this.

42. The size of the transition cost depends on the starting
point, in particular how large is the current pension promise,
how mature is the system, and what is the population age-
structure. Whitehouse added that the ATEs did not have ma-
ture pension systems. Policies to limit transition costs relate
to the speed of the change, size of funded pensions relative to
new PAYG systems, and the extent to which government takes
some of the extra return on funded pensions relative to PAYG.

43. Governments have two policy instruments to affect the
transition speed. These include deciding on which workers to
cover, and phasing in contributions to the new funded scheme.
For coverage there are two extremes: one, cover all workers
immediately, and second, cover only new labor-market en-
trants so that the transition cost emerges much more slowly.
Whitehouse gave some examples of countries with compul-
sory coverage in the new funded system of only younger work-
ers, new entrants to the labor force, none of the workers, and
all the workers. Most countries have adopted a policy between
the two extremes of covering none and all the workers. Younger
workers are more likely to choose to switch within the lim-
ited window of time that countries have for switching. Tran-
sition cost can be affected by phasing contributions into the
funded system, i.e. having a small contribution at first and
then increasing it. Whitehouse, however, said that there are a
number of problems with phasing in contributions. The ini-
tial contribution may be too small relative to administrative
costs, so that only a small net amount reaches the account.
Also, the risk of further delays in contribution rises with phas-
ing in contributions, as was the case in Hungary. Whitehouse
emphasized that it is better to phase in coverage instead of

contributions. It is better to cover a small number of workers
initially and then expand the coverage than it is to cover a
large number of workers with a small contribution.

44. Whitehouse gave an example of an individual-level,
microeconomic model of transition to show that under the
reasonable assumption, supported by economic theory and
empirical evidence for many countries, of returns on the
funded scheme being more than 2 per cent a year above the
wage bill growth, the funded DC scheme would give a higher
pension than the PAYG DB scheme. Also, funded systems
reward younger workers more because of the compound in-
terest effect. Whitehouse emphasized that it was important to
not over-compensate the younger workers. Also, governments
must look at the transition from the individual’s point of view
as well.

45. What did governments do in practice for financing the
transition? This is difficult to assess because one does not
know the ‘counterfactual’, i.e. what would have happened to
the public finances without pension reform. Whitehouse pro-
vided some information on financing the transition in UK and
Chile. In UK, there has been a mix of tax finance, cutting
pension spending, and additional debt. In Chile, there has been
a mix, involving cutting pension promises and debt financ-
ing.

46. Whitehouse concluded by pointing out that the transi-
tion ‘double burden’ can look large, but the transition cost
can be controlled by choosing the speed of transition, scaling
down existing PAYG pensions, and sharing the extra returns
to funding between generations. Countries have in practice
used a mix of strategies. In many countries, the implicit pen-
sion debt is higher than the conventional burden.

47. Vohra began the open discussion session by pointing out
that the age at which people are willing to switch to the funded
scheme also depends on the risk level that people are willing
to take, which varies from country to country. The pension
fund industry needs to have a critical mass of assets for in-
vestment if it is to survive and thrive. Vohra also pointed that
parametric reform adjustments need to be made even before
the transition funding issues come up. Chhikara wanted to
know how the implicit pension debt and contributions entered
the government accounts. At the moment, for the PAYG sys-
tem, there is no accounting done for the benefit promises for
the future, Whitehouse clarified, pointing out that PAYG sys-
tems should be measured by measuring on an annual basis
the benefit promises made for the future. A participant from
Viet Nam wanted to know why in a developed country like
Germany, the PAYG system was still being used. Whitehouse
attributed this to the fact that the pension system in Germany
is mature and generous, and hence the transition costs of
moving to a funded scheme are large. Whitehouse also pointed
out that despite this, Germany is making plans to change its
pension system. In answer to another query about pension
options available to workers, Whitehouse emphasized the
importance of making informed choices, for which good pub-
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lic information campaigns are essential. Vohra added, how-
ever, financial literacy was critical, the move to a market-based
system need not wait for financial literacy if proper sequenc-
ing was done. To a query from a participant from the PRC on
how to reduce the risk involved in the funding system,
Whitehouse pointed out that a range of risks existed in all
pension systems and it was difficult to say if one system is
more risky than the other. Capital market risks could be dealt
with by choosing appropriate ways to invest the pension funds,
and fraud and theft of funds could be dealt with by designing
effective supervisory and regulatory mechanisms, as in Latin
America. Though the regulatory authority might initially be
expensive, it is important to have this regulatory authority in
place initially, with the goal of having a less intrusive form of
legislation later. Chhikara pointed out that the issue of risk,
especially in the developing countries, relates to the choice
between the public and private sectors, and enquired whether
it would not be better to have effective regulatory and en-
forcement mechanisms in place before recommending pri-
vate management of pension funds. Vohra clarified that the
move towards private management should be done gradually,
and that he was not in favor of a radical change. Giving the
example of Chile, he pointed out investment restrictions need
to be placed on private pension funds initially, using what-
ever existing enforcement mechanisms there may be in the
country. These could then be eased with the level of maturity
achieved by the system, which is a function of how the regu-
latory capacity has been developed and also how well devel-
oped the pension fund industry has become over the years.

Tax Issues in Pension Reforms

48. Mukul Asher began his presentation on “Tax Issues in
Pension Reforms” by noting that though it is an important
issue, it did not typically receive much attention at the time of
pension policy design, and subsequently too. While most ana-
lysts have looked at the tax issue from a narrow perspective
of revenue, Asher pointed out it is important to broaden the
definition of tax and look at it from the broader viewpoint of
economic efficiency and equity. Asher’s presentation looked
at the definition of tax, the importance of taxation of pen-
sions, the methods of taxation, and tax arrangements in some
Southeast Asian countries.

49. For pensions, the relevant taxes are individual income
tax, company (or corporate) income tax, estate duties, capital
gains taxes, and wealth taxes. In addition, penalties for non-
compliance are also relevant. Taxes may be levied in cash or
in kind; and may be explicit or implicit. Implicit taxes arise
when a government acquires assets, goods, or services at be-
low market prices. Thus a government may levy implicit taxes
by paying less to the savers than the market rates on their
retirement savings (or less then what it earns on them). Tax
elements may also be present when SOEs or organizations
incorporate them in their cost and/or pricing structures. Higher
than realizable administrative costs for the pension organiza-
tion lead to lower returns for members and thus have an im-

pact similar to that of a tax on members’ balances. Asher
emphasized that it is for this reason that investment returns in
any pre-funded arrangement must be measured after admin-
istrative costs, investment management costs, and all taxes.
Arbitrary and irregular levies, such as those paid by individu-
als to provident and pension funds to receive their earned ben-
efits in a timely manner, may also act as taxes. In some cases,
taxation may arise in NPFs because the authorities do not fully
credit the contributions to the respective accounts of the indi-
viduals. In high-income and most middle-income countries
in which provident and pension funds are well-developed with
high degree of administrative efficiency and accountability, it
is the statutorily levied explicit taxes that are most relevant.
In low-income countries where the provident and pension
organizations have low level of administrative efficiency and
accountability, implicit taxes, tax elements in cost structures,
and arbitrary and irregular levies are of greater importance to
most members, even to those who benefit from tax incentives
for retirement savings. The definition of taxation of pensions
is thus far from straightforward. The burden of taxation of
pension and its distribution thus require a detailed analysis in
a given organizational and institutional setting and context,
and should not be inferred a priori, emphasized Asher.

50. Taxation of pensions is important for a number of rea-
sons. Taxes on pension fund assets could significantly reduce
the actual funds available for consumption during retirement.
Taxes could significantly affect the viability and effective-
ness of financial products for retirement and other purposes.
This is turn would impact on the extent to which the govern-
ment is able to elicit desirable behavior from the target groups.
Differential tax treatment of different financial institutions,
entities, types of income (capital gains vs. ordinary income),
and products or instruments into which retirement savings
are channeled and tax treatment of income from pre-retire-
ment investment schemes can also impact on the efficient al-
location of savings and credit in the economy.

51. Taxes have equity implications also. Tax-exemption
through deduction from income for pension fund products are
regressive as only the taxpayers, who form a very small minor-
ity in most developing countries, benefit from this. Tax credits
could mitigate this regressive impact but are more difficult to
administer. How to provide tax benefits to those outside the
income tax net then is a major equity issue when the propor-
tion of labor force liable to individual income tax is low, as is
the case in most low and middle-income countries. Further, the
tax revenue base may be eroded if incentives for retirement
saving exhibit high redundancy. The objective should be to
maximize additional retirement savings per dollar of revenue
forgone through tax incentives by the authorities. This is a criti-
cal design issues that many countries are grappling with, Asher
pointed out. Tax changes, by impacting on the cost of living,
could affect the real value of accumulated retirement savings,
and thereby act as a tax on wealth held in the form of retire-
ment savings. Explicit measures to mitigate the above would
thus be required under mandatory saving schemes when major
tax increases impact on the cost of living are introduced.
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52. Asher then considered two different methods of taxa-
tion: the DC pension plans, and the providers of pension prod-
ucts and pension organizations. For the former, there are
alternative income tax arrangements of flows under pension
plans for the individual member, depending on which flow is
taxed or exempted from tax. There are three flows to be con-
sidered: contributions; income accruing from investment of
accumulated funds (or gains on pre-retirement withdrawals);
and withdrawal at the time of retirement. Regarding taxation
of providers of pension products and organizations,
policymakers must ensure that any tax benefits to these orga-
nizations largely pass through to the investing public, and that
different pension fund providers do not receive differential
tax treatment.

53. Asher then considered some tax arrangements in South-
east Asia, more specifically in Malaysia, Singapore, Indone-
sia, Philippines, and Thailand. In Malaysia and Singapore,
all three flows are exempted from income tax, though there
are some differences in the manner in which the tax exemp-
tion is structured in these countries.

54. It is also necessary to consider the tax treatment of unit
trusts and funds managers. As capital gains arising from stocks
are not taxable at an individual level in both Malaysia and
Singapore, this aspect is not relevant. Singapore, however,
has an extensive set of tax incentives (mainly in the form of
reduced company income tax rates) for approved fund man-
agers. In Indonesia there is an incomplete or partial EET re-
gime. Employer and employee contributions are deductible,
subject to limits, while retirees’ pension benefits are taxable
as regular income. In addition, income of pension plan as a
legal entity separate from the sponsor is also subject to tax. In
the Philippines, because of the gross individual income tax
(i.e. tax rates were applied to gross rather than net income of
the individuals), contributions to social security and pension
funds were not exempt. Benefits, however, were exempt. How-
ever, under the comprehensive tax reform of 1997, the indi-
vidual income tax is no longer on a gross basis. Thus,
beginning with 1998, both contributions and benefits have
been tax exempt. The Philippines thus now has an EEE tax
regime. Thailand also follows an EEE tax regime.

55. In conclusion, Asher stated that formal tax arrangements
relating to pensions are on the generous side. This is because
unlike the industrial countries where at least one of the flows
is subjected to individual income tax, in Southeast Asia all
three flows are largely exempt. The tax impact, however, could
still arise in Southeast Asian countries if governments do not
credit all the earnings from investments to the member’s bal-
ances or if investments are undertaken on considerations other
than the fiduciary responsibilities of the pension fund authori-
ties. To the extent governments provide higher than economic
returns on assets such as government bonds, negative taxes or
subsidies could also arise. Such implicit taxes are of some
importance in all Southeast Asian countries, and in some coun-
tries such as Singapore, represent one of the avenues through
which the major advantages of individual accounts based

mandatory contractual savings such as transparency, manag-
ing of political-risk and benefits of the workings of compound
interest are considerably diluted. This implies that we have to
really work on the details of the tax system, emphasized Asher.
There are inconsistencies in the tax treatment between differ-
ent pension schemes, and a lack of coordination between dif-
ferent regulating authorities, particularly in Indonesia. There
is also a need to consider offsetting measures when introduc-
ing tax changes, which raise the cost of living or the rate of
inflation.

56. A participant from the PRC began the open discussion
session that followed by pointing out the need to distinguish
between individual contributions (owned by the individual)
and social security taxes (owned by the State). Pointing out
that a high tax rate could be a disincentive for employees to
participate in the pension system, he enquired about the pros-
pects for reforming the system in Singapore where the social
security taxes account for a high of 50 per cent of the wage
payroll. Asher pointed out that pre-retirement withdrawals for
housing were high in Singapore, so that net contributions were
significantly lower than 50 per cent, and that the government
was committed to the CPF in its current form, as it allows the
government to have political, economic, and social control
over the society. To a query from another participant from the
PRC on whether compulsory social security taxation could
be regarded as a tax, Asher replied that if the social security
tax is being used to finance the PAYG system, it could be
regarded as a tax, but if it is going into the individual account,
then it must be regarded as a contribution, and not as tax. If
the contribution goes into the social security fund as in the
PRC, it can be regarded as a tax. Vohra added that the label of
tax or contribution is immaterial. What is more important is
to see whether it leads to greater compliance, efficiency, and
efficacy. To a question from another participant on whether
the taxation regime for pension fund providers and organiza-
tions can be linked up to the efficiency with which these or-
ganizations perform their function, Asher replied that given
the complexity of the problem, it is better to have a level play-
ing field with regard to taxation of pension fund providers
and to enforce efficiency through other means.

57. Mr. Baljit Vohra, President, Intrados Consulting
Group, Washington, D.C., US began his presentation on “Ad-
ministrative and Tax Issues in Pension Reforms: Implications
of the PRC” by noting that in recent years, in most areas in
the PRC, pension fund contribution, instead of tax collection
has been the primary approach to raising funds for pensions,
unemployment, medical care, and the work accident care sys-
tem. The collection and allocation of funds are mainly done
utilizing administrative means. The social security contribu-
tions are collected by different government sectors with dif-
ferent collection rules, policies, collection methods and
standards. This results in high collection costs and low effi-
ciency. Other problems are low compliance and difficulties
in the funding process and underpayment. In most areas, the
collectors are the social security agencies. Because they have
limited enforcement powers and have limited methods for
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collecting, many payers postpone paying the contribution.
Collection and payment rules are not clear and specific to the
payers. Many exemptions have existed in practice, and con-
tributors dropping out of the fund have resulted. The basic
living expenses for the workers under unemployment from
the SOEs are partly pooled by the enterprises and society.
Funds are insufficient, and benefits are often in arrears. The
current pooling system lacks a legal basis, so there are few
efficient ways to combat evasion of the liability and under-
payment. The separation between the collection and manage-
ment of the fund presents problems. Some provinces and cities
have shifted responsibility for contribution collection from
the social security agencies to the local taxation bureaus. But
the registration, assessment and checking of the contributions
are still managed by the labor and social security agencies.
Dividing responsibility of the collection and administration
of the funds has caused increased problems.

58. Vohra stated that the basis for changing the social secu-
rity contribution to a tax is under serious assessment by the
MOF and MOLSS, pointing out that it is now an international
practice to support social security through imposition of spe-
cial taxes. As the PRC seeks to enter the WTO, a social secu-
rity tax (SST) will help eliminate the misunderstanding on
the part of foreign investors of the requirement for contribu-
tion collection and ensure the benefit of the PRC employees
of foreign-invested enterprises, stated Vohra. It will help solve
problems such as financial difficulties of the social security
system, difficulties in unification of the contribution rates,
irregular collection procedures, etc. A SST, stated Vohra, could
reduce the collection cost and increase the collection compli-
ance by the taxpayers, compared to the current contribution
system. The tax agencies will take the responsibility for the
collection, using their professional capabilities and the present
network of agencies and employees throughout the country.
Vohra emphasized that it is the right time for the PRC to im-
pose a SST, because of the potential increase in the tax base
arising as a result of the increased economic activity.

59. What are the advantages of tax versus contribution and
collection mechanisms? Depending on the purpose, like ac-
cumulating retirement benefits for individuals or addressing
a social issue through a re-distributive formula, one label may
be more efficient than the other in motivating compliance.
There is no obvious advantage to switch to a SST for the
employee share of the contributions that are credited to indi-
vidual accounts, in as much as the link between benefits and
contributions remain perceived as an investment in one’s own
future security. There is no great inconvenience either, except
that employee contributions are deductible from taxable in-
come, which would normally not be the case for a SST. Re-
moving the exemption would have the employees pay tax on
money not received, and unless the future pension is tax ex-
empt, there would be double taxation. Either the pension is
fully exempt, which would suppose the returns on invested
assets are made taxable, or a mechanism has to be put in place
to exempt only the part that is a return of contributions, a
complex undertaking.

60. The situation can be seen differently for the social pool
that provides transition benefits to pre-reform retirees and re-
distributive basic benefits to participants. These benefits could
remain taxable even if the employer could not claim the de-
duction of the tax as a business expense if, for example, the
enterprises are non-profit making. The employer share of the
SST can be a tax on the net income or can be a payroll tax.

61. In the case of the employer contribution to the social
pool, there is no direct change in the benefits resulting from a
higher or lower tax or contribution, so a reasonable alterna-
tive could be to distribute the burden in relation with the ca-
pacity to pay. An income or consumption tax would be to
de-link the costs from the benefits, which are employment
related. A payroll tax is fairer and is more akin to contribu-
tions. The contribution to the social pool from other sources
would free-up contributions for capitalizing the individual
accounts, or alternatively enables the required contribution to
be reduced to a level that facilitates the expansion of the cov-
erage.

62. Vohra stated that the law relating to SST should be made
at the national level. As a tax with significant influence on the
stability of the society, the SST should be unified with regard
to some basic rules. During the transitional period, it will be
necessary to allocate the SST revenue properly among differ-
ent levels of government to give support to local governments.
The allocation of the SST should be consistent with the pool-
ing level. Vohra emphasized that it is now time to upgrade the
pooling level in the PRC from county to province, and finally
to the national level, with the opportunity of replacing the
pension contributions with a SST.

63. To levy the social security tax, the administration and
collection must be unified. Social security tax can be assigned
to the local tax system and administered by tax bureaus. The
effort necessary to achieve compliance will likely depend more
on the perception about the fairness of the system than on the
name-tag of contribution or tax. Thus, should it prove diffi-
cult to re-label the contributions as taxes but the tax bureaus
are deemed the more efficient and less expensive approach,
then the collection mechanism should nevertheless be shifted
accordingly. It is probably also more economical for the em-
ployer to deal with only one agency and one set of defini-
tions. A uniform set of definition can apply, whether it is a tax
or a contribution, and whether it is collected through labor
bureau or finance bureau. The decision should rest more on
considerations of efficiency and costs than on the vocabulary.

64. Vohra pointed out that the management of social secu-
rity funds is an important issue. In recent years, many prob-
lems appeared in the management of the SSF mainly because
of the uncertainty of different relative departments as to their
responsibilities. With the budget system reform in the PRC,
such as the departmental budget system, it is reasonable to
designate the fiscal department as the manager of this fund.
Meanwhile, the tax bureau collects the SST, with the fund
going directly to the treasury. Vohra recommended that a spe-
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cial fiscal account for the social security budget (SSB) should
be set-up in the treasury. Vohra then gave the example of the
US General Old-Age and Survivors and Disability Insurance
Trust Fund (OASDI) as a good example in this case.

65. Commenting on the method of taxation, Vohra stated that,
from a taxation point of view, pension contributions would
be exempt from tax when made, earnings on the pensions
would be exempt from tax, and distributions of the pensions
at retirement would be taxable. This is the familiar EET ap-
proach with respect to income taxation. In most countries,
this advantageous tax treatment has a substantial cost to the
government. Given this cost, governments take steps to make
sure that the pension funds are used appropriately, relying on
the tax authorities in that process, and in the PRC, the MOF
would be a key player. This includes ensuring a level playing
field among financial institutions, but goes beyond that as well.

66. Pension legislation can relate to various aspects. In some
countries, the growth of private retirement savings has led to
the adoption of more specific legislation, for instance on in-
vestments, in order to mandate diversification of risks, restrict
investments in certain categories such as foreign securities or
mandate investments in state guaranteed securities. Incentives
are granted through tax preferences that exempt or defer taxes
on contributions, benefits, and returns on accumulated assets.
Vohra stated that the distribution of supplemental pension prod-
ucts could be achieved through various means in the PRC.

67. The EET approach to income taxation of supplemental
pensions is generally considered to be a tax privilege. How-
ever, in the PRC most individuals do not currently pay income
taxes. So for them, the normal TTE treatment of savings is ef-
fectively EEE. Vohra suggested that perhaps a TEE approach
would be better now in the PRC, at least as an option for pen-
sioners to select. The PRC’s tax system is very complex, and
the income tax does not play as a dominant role as in many
other countries. It is important that the tax-privileged status of
supplemental pensions apply to all taxes, not just income taxes.
In conclusion, Vohra stated that he had tried to show the benefit
of using SST as a way to collect taxes, and also stressed that
the management of funds is important.

68. In the open discussion session, Whitehouse reiterated that
the label of tax or contribution was immaterial, as what mat-
ters, is the efficiency, compliance and efficacy of a system
rather than the name-tag attached to it. A participant from the
PRC pointed out that, contrary to Vohra’s suggestion that the
cost of administration of tax bureaus is less than that of social
insurance bureaus, the experience in Guangdong province in
the PRC has been quite different, in that the tax department
has no advantage in reducing the administration cost. He also
stated that in the same province, the compliance rate has de-
creased since the tax bureaus became responsible in the year
2000 for collecting the social security premiums. Vohra re-
sponded by stating that the experience in the other provinces
in the PRC was different to that of Guangdong province, and
that while contribution is important, the right use, allocation,

and transfer of funds are also equally important for ensuring
the overall success of the judicious use of funds. A uniform
basis was needed for the proper budgetary allocation and in-
vestment of funds, and the tax authorities would have better
control of the flow of funds.

Administrative Costs of Public &
Private Pensions

69. Mr. Edward Whitehouse began his presentation on “Ad-
ministrative Issues: Coverage, Collection and Costs” by stat-
ing that the importance of the coverage issue depends on the
type of pension system. These could be universal schemes
that have no link between benefits and contributions in which
by definition, everyone is insured, such as flat-rate (or basic)
schemes and social assistance programs, comprising usually
the ‘first pillar’ of multi-pillar systems, or they could be ‘con-
tributory’ schemes that have a link between benefits and con-
tributions, thus creating a group of uninsured. Examples of
these are: earnings-related, public, PAYG schemes, and DC
funded plans, comprising the ‘second pillar’ of multi-pillar
systems.

70. Universal schemes have usually flat rate or means-tested
benefits that cover all or most people above a specified age,
no employment or contribution requirement, and are often
financed from general revenues (sometimes from earnings
or payroll taxes). The advantages of universal schemes are
that they have no coverage problems and solve the problem
of old-age poverty (if the benefit level is adequate). Univer-
sal schemes have the disadvantage that they are extremely
expensive to finance (requiring higher taxes and/or cuts in
other social programs), and even if initially affordable, may
not remain so as costs increase as populations age, making
them, according to Whitehouse, unsuitable in the develop-
ing country context. Reaching a collective decision on the
design of a universal scheme can be problematic. A low ben-
efit means the pension is negligible for high-income work-
ers, so that they are unlikely to support the program; a high
benefit is expensive and can exceed the pay of low-income
workers; and sometimes, only a few people pay the taxes to
pay for the program.

71. Contributory schemes have some link between the
amount of ‘contributions’ made and benefits earned, although
the closeness of the link varies. The advantages of contribu-
tory schemes are that people are more willing to pay a contri-
bution than a tax, and the pension benefits provide a reward
for compliance and participating in the formal sector. Also,
groups that lose have an incentive to oppose the programs
that redistribute away from them, but closer links between
contributions and benefits remove this redistribution and lifts
economic and political limits on how much tax people are
willing to pay. The disadvantages of contributory schemes
are that the link between contributions made and benefits
earned often becomes weak in PAYG earnings-related sys-
tems in practice, as easy eligibility requirements, benefit for-
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mulae, etc. encourage people to evade. Also, systems in defi-
cit are often rescued by general government revenues, which
can create a subsidy from poorer workers (paying VAT, ex-
cises, etc.) to the richer workers. Contributory schemes also
create a group of uninsured, including people with little labor
market experience (mainly women), people in informal sec-
tor jobs (where contributions are not collected), and the self-
employed.

72. Shifting to DC schemes creates a permanently closer link
between contributions and benefits, removes the need (or po-
tential future need) for governments to cover deficits from
general revenues, and might, at the margin, encourage some
uninsured groups to join. However, this could be balanced by
some gainers from the redistribution in the earnings-related
scheme dropping out. In practice, coverage of first pillar
schemes is often restricted to members of the second pillar.
Thus, people remain uninsured under either pillar, and incen-
tives for abuse of the system can remain (due to minimum
pensions).

73. Whitehouse stressed that it is important to know why
some people are not covered, in order to know how to cover
them, and whether to cover them. One reason why people
may not want to be covered is myopia. One solution to this is
to require people to join a mandatory pension system and
enforce this as much as possible. However, there are rational
reasons why people might not want to be covered. Low-in-
come workers might have low life expectancy, while pensions
disproportionately benefit the longer-lived. There could be
better returns on other forms of saving, for example, children’s
education, tools, land etc., particularly when access to credit
markets is limited or lacking. Forcing such people to contrib-
ute reduces their welfare and requires them to evade, encour-
aging a culture of non-compliance that may be contagious.

74. Whitehouse stated that economic growth is key to in-
creasing coverage. However, pension system design can also
play a role in increasing coverage. Whitehouse recommended
that the pension system design should avoid cross-subsidies
from the uninsured to covered groups by ensuring that the
pension system’s finances are sustainable, keeping the pen-
sion scheme (contribution rates and benefits) modest initially,
maintaining a close link between benefits and contributions
in ‘second pillar’ systems, and excluding groups (low-income
workers, self-employed) where compliance is difficult to en-
force and not joining may be rational.

75. Whitehouse pointed out that low rates of coverage can
result from weaknesses in collection systems as well as from
low rates of compliance. Poor pay given by collection agen-
cies leads to problems in recruiting and retaining qualified
staff, low motivation, and the potential for corruption. Dupli-
cation between different agencies collecting levies on earn-
ings (personal income tax, pension, welfare and health
contributions), failure to share information, lack of unique
identification numbers, and low use of information technol-
ogy are some other factors contributing to low compliance

rates. One question that arises then is whether combining con-
tribution and tax collection can improve efficiency.
Whitehouse noted that account must be taken both of admin-
istrative cost to government in collection and compliance cost
of the employer making contribution and tax payments. Com-
bining contribution and tax collection reduces the number of
payments employers need to make and allows for better shar-
ing of information than is possible between two institutions.
However, contribution and personal income tax systems are
very different in who pays them, as tax allowances etc. mean
that some people are often liable for contributions but not for
personal income tax, income tax can have a broader base,
contributions are usually assessed on individuals, while in-
come tax is assessed often on couples, and periods of assess-
ment can differ. So, the burden of administration and
compliance may not be much smaller with a single payment
of two separate levies. Collection in a funded system is more
complex, because contributions might have to be diverted to
a range of different pension fund managers. Whitehouse con-
cluded by stating that there is a strong case for a centralized
‘clearing house’, which would collect all contributions and
send them to the appropriate manager with account informa-
tion. This would have economies of scale and avoid duplica-
tion, and make it easier to ensure compliance of employers,
as tax authorities have more enforcement powers than are or
should be given to private organizations. Whitehouse empha-
sized that it is better to have a smaller nominal coverage and
more compliance than to have a large nominal coverage but
low compliance and actual coverage.

76. During the open discussion session, clarification-seek-
ing questions were raised about the concept of coverage used
by Whitehouse in his presentation. Whitehouse clarified that
by coverage, he had referred to actual coverage and not the
intended coverage, which is different from the former due to
non-compliance. Chhikara wanted to clarify whether
Whitehouse’s message was that coverage could only increase
with an increase in per capita income. Whitehouse pointed
out that the demand for higher income security increases with
higher-income, and that in low-income countries there are
typically informal mechanisms for providing social security
alongside the low formal sector coverage. To another ques-
tion from a participant from the PRC on the definition of the
three pillars, Whitehouse clarified that one should define pil-
lars according to their roles. Hussain pointed out that while
the level of per capita income is important for coverage, so is
the existence of institutions that relate to coverage. Another
participant from the PRC pointed out that coverage should be
enlarged at each level of development.

77. Continuing group discussions on “Country Reform Strat-
egies” from the previous day, the various country delegations
identified the main issues and problems facing their pension
systems. The main issues listed by the delegation from Lao
PDR included: the lack of an effective data gathering and col-
lection system, late delivery of pension benefit to retiree in
remote area, delay in payment of funeral-related benefits,
under reporting of wages and number of workers by private
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enterprises, and determination of the right retirement age. The
delegation from Cambodia listed the following as top priority
for their pension system: the setting-up of a law concerning
social security, setting-up the National Social Security Fund,
increasing workers’ coverage, providing contingency benefit
for old age, disability, employment injury, and survivors’ ben-
efit, sharing compulsory contribution from employer and
employee, and having tax exemption for any operation of the
fund that is of business nature. The Viet Nam delegation
pointed out that though pension benefit is only one of five
benefits that the government was implementing, it accounted
for 80 per cent of total public expenditure but covered only
10 per cent of the working population. The main problems
facing the pension system in Viet Nam were identified as a
high benefit rate as compared to contributions (so that there
is not enough for benefit payment), low coverage as the pen-
sion system covers only the public sector and non-state enter-
prises with more than 10 workers, early retirement resulting
from economic restructuring, and the lack of pension policies
for the informal sector. To deal with these problems, the Viet
Nam delegation recommended the extension of scope and
coverage of social security, the development of the voluntary
old-age benefit scheme, and in addition to an unemployment
benefit scheme, the compulsory social security policy. The
delegation from Mongolia stated that the main objective of
the pension reform in Mongolia is to transfer the current dis-
tributive system of pension insurance to a partially funded
scheme. The main problems facing the Mongolia’s pension
system were listed as (i) how to finance the deficit of the pen-
sion fund; (ii) how to make investments; (iii) how to have
good governance of the fund; and (iv) how to increase the
coverage to the informal sector. The main issue facing the
pension system in Myanmar is to reduce the fiscal burden of
the civil service pensions, stated the delegation from Myanmar.
The PRC delegation stated that during the transition of its
pension system from a PAYG to a funded system, it faced a
number of issues. These include the following: (i) how to ex-
tend coverage to the informal sector; (ii) how to improve the
collection, through taxation, social security fee; (iii) the re-
tirement rate should be increased and be equal for males and
females; (iv) replacement rate should be made more reason-
able for the PRC context; (v) how to allocate money from the
government budget to different sectors; and (vi) how to set-
up a fund-management system through either a national in-
formation system or the same at the provincial-level.

Pension Fund Investment and Financial
Market Development

78. Mr. Stephen Golding, Principal, Morgan Stanley In-
vestment Management, USA began his presentation on “Pen-
sion Fund Investment Fundamentals” by emphasizing that
process plays a critical part in ensuring the success and imple-
mentation of a pension plan and in managing and moderating
risks. Golding looked at three key themes for process and struc-
ture: fiduciary management, financial management and fund
administration. In his presentation, Golding looked first at

the organization and process, and then at specific investment
policies that may be applied in a developed pension plan and
the points of consideration in that regard. He emphasized that
his purpose was to identify key themes rather than recom-
mend any approach. Finally, Golding gave an example of risk
management by a developed pension system.

79. Golding set out some requirements of good fiduciary
management. These include: establishing clear objectives for
the pension plan; identifying roles and responsibilities of the
trustees and separating functions of oversight, financial man-
agement and fund administration; and professional manage-
ment of all functions, as large sums of money and number of
beneficiaries were involved. One possible objective could be
to create a funded plan with policies and procedures designed
to deliver upon objectives and eliminate the risk of misman-
agement and fraud. For the fiduciary function of oversight,
an independent board of trustees should be set-up. For finan-
cial management, the chief investment officer, staff, and spe-
cialist managers are given implementation responsibility. The
custodian/record-keeper looks after the fund administration
and compliance, and ensures that all assets of the plan are
recorded and all participant records are kept. Golding pro-
vided a chart for the organizational structure of a pension fund
and emphasized that the trustees are there to provide for the
framework around which the pension is managed, and not to
manage the pension. The board of trustees must ensure that
the plan meets objectives, approve all policies and procedures
related to the plan, serve as a check and balance on financial
management of staff and providers, ensure professional man-
agement by preventing external interference and nepotism,
and set strategic asset allocation. The role of the chief invest-
ment officer and staff is to recommend policies and proce-
dures to the board, ensure professional management by hiring
experts and/or outsourcing to external specialists, and moni-
tor the quality of delivery and strive for constant improve-
ment. Golding emphasized the professionalism that goes into
the role of the chief investment officer. The fund administra-
tor must provide custody of assets, and administration of trans-
action and fund flows, prevent misuse of assets, and ensure
compliance to rules and procedures of the plan.

80. Financial management involves establishing investment
objectives relating to assets–liabilities management, whether
to maintain or increase funded status, and return risk and di-
versification. A study conducted in US for the period 1977–
87 found that 92 per cent of the variations in pension funds’
returns were attributable to the asset allocation decision, im-
plying that asset allocation is critical. Golding emphasized
that identifying people who understand capital markets and
make the right asset allocations is absolutely critical for pen-
sion funds. The chief investment officer and the Asset Allo-
cation Committee must work together. Golding stressed that
it is important to understand what has happened to the whole
global market, rather than worry about individual stocks or
security. After investment policy is developed and the asset
allocation is determined, it is important to select, monitor,
and also evaluate the investment manager. Golding reiterated
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that it is important to set-up an independent, professional ac-
countable organization to manage funded plan, and to com-
bine oversight of the board with internal and external
specialists. The five foundations of investment policy relate
to (i) establishing objectives for investments: (ii) identifying
assets classes that are expected to deliver attractive ‘real re-
turn’; (iii) measuring the risk of the asset classes;  (iv) diver-
sification of investments across markets and asset classes; and
(v) carefully choosing implementation approaches. Golding
emphasized that market risk can be managed, but not avoided,
and that the goal of investment must be to have assets equal
or greater in value than the present value of liabilities and to
maximize the surplus. Also, asset classes expected to deliver
attractive ‘real return’ need to be identified for not only now,
but also for the long-term future, given how the capital mar-
ket is going to develop. Mr. Golding emphasized that it is
important to think not only of asset classes, but also what
types of assets are available within these asset classes to
achieve the investment objectives. Also the asset allocation
can evolve over time, and there is no need to go in for a very
risky allocation in the beginning. While the asset allocation
can be built-up keeping in mind the various asset returns over
the next 5–10 years, it is also important to manage the volatil-
ity associated with the annual payment obligations. This would
involve the measurement and management of risk associated
with the assets. One way to manage risk is to diversify the
allocation to many asset classes, with the majority, but not
all, of the funds in equities, the goal being to reduce risk and
have high returns. Such a process would involve the determi-
nation of the asset allocation framework given expected re-
turns, capital market outlook, valuation, technical factors, and
risk assessment.

81. Once asset classes are chosen, the manager selection
decision can be to have either a passive or active manager. A
passive manager would give a reliable return of index, while
an active manager has out-performance potential. U.S. in-
stitutions typically use 15–20 per cent passive and remain-
ing specialist active managers. Golding emphasized the
importance of considering the fee of the manager in relation
to the value generated by him. For monitoring of active man-
agers, Golding recommended that their performance should
be measured against a benchmark, the basis of performance
should be determined, a process should be established to
‘watch’ unsatisfactory manager and replace him/her if nec-
essary, and new asset classes and managers should be sought
periodically.

82. In summary, Golding reiterated that it is important to
establish objectives for investments; establish the asset al-
location policy; have good selection and monitoring of man-
agers for asset allocation; and active strategies. Golding
concluded by pointing out that it is not necessary to focus
on an individual loss in a given year. What we need to focus
on, Golding emphasized, is the process and structure that is
put in to place to understand what the capital markets can
do, to identify those commercial managers who can help in
making the correct choice, and the development of the poli-

cies and the processes to implement those goals and objec-
tives through the creation of a professional group of people
who understand how to manage and run a pension program.
Golding emphasized that it is essential to develop private
sector commercial operations that can support the pension
goals and objectives. These could reduce the costs and help
to manage the process, and provide for the training and pro-
mote the expertise that is needed.

83. Vohra began the open discussion session by pointing
out that instead of waiting for domestic capital markets to
develop, it is better for pension funds to diversify their in-
vestments globally and to bring in foreign expertise, through
joint ventures and for direct participation, as this will help
in the development of capital markets. Another issue of im-
portance, he stated, is whether and how to control the asset
allocation in emerging markets. A participant from Viet Nam
enquired about the status of investment activities conducted
by social security funds in the USA. Golding pointed out
that typically, a number of managers who hired by the pen-
sion plan, each for some specific part of the pension plan
thus having a diversification of managers and reducing the
manager-risk. A participant from the PRC asked Golding to
assess the situation in the PRC from the viewpoint of attrac-
tiveness to foreign investors, given that the assets of the So-
cial Security Fund would be allowed into the stock market
in the near future and that the individual accounts were be-
ing modified from implicit to fully funded schemes, using
the Liaoning province pilot project. In reply, Golding stated
that Morgan Stanley would have to educate itself more about
the PRC if it wants to come into the PRC, it would have to
think of itself as a partner working with plan sponsor and
government agencies to help think through things, it would
have to understand the risks the PRC people are taking now,
and it would also have to find a commercial opportunity for
itself by coming into the PRC. Ms. Mary Darby, Vice Presi-
dent, Investment Management, Morgan Stanley, Hong
Kong, China noted that while the common objectives be-
tween the country and foreign investment fund managers
must be made clear to avoid any misunderstanding, a cus-
tomized system for each separate country would be needed.
Chhikara pointed out that the PRC government was only
getting ready to invest social security funds in the domestic
equity market, and a good regulatory structure would be
needed before going into the global equity market. Golding
agreed that a good regulatory structure is the primary re-
quirement for international diversification, and stated that
the timing of the diversification would depend on the ability
of capital markets to absorb funds and the level of comfort
of the country to foreign investment. The larger challenge,
Golding stated, is to create a program that has sufficient
upside potential early on while minimizing risk, and then
over time, one can increase the risk taken. Vohra added that
whether to invest globally or not is also based on the capac-
ity of the domestic capital market to provide the merchan-
dise for investment funds to invest in. Golding pointed out
that the fiduciary must protect the interests of the client with-
out taking excessive risk, or without mismanagement or
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fraud, or else be liable to be sued by clients to recover assets
that are lost and be subject to civil and criminal penalties.

84. Mr. Baljit Vohra gave another presentation on “Pension
Reform and Financial Market Development: International
Experiences and Lessons for ATEs” by first looking at the
impact of pension reform on capital markets development.
Pension funds and insurance companies assets are powerful
enough to increase the supply of long-term funds into a capi-
tal market and thereby exert influence over its development,
and lead to an increase in the levels of savings and invest-
ments, and increase in the number, maturities, and types of
financial instruments available to individual and institutional
investors. This also leads to a broadening and deepening of
financial market activities at exchanges and the development
of new markets, reduction in the cost of intermediation, and
improvement in the financial structure of firms by reducing
their leverage and refinancing risks, also allowing for reduc-
tion in the cost of capital. Pension funds can aid in the cre-
ation of a long-term local currency market, decreased
dependency on foreign capital, and specialization in the fi-
nancial sector where the banking sector adjusts towards its
competitive advantage as pension and life insurance company
assets grow, thus reducing banks exposure to term transfor-
mation risks. Pension funds expedite the development of ef-
fective legal and regulatory framework in the securities
markets. Pension funds’ privatization can also lead to reduc-
tion in the implicit debt from the un-funded liabilities of DB–
PAYG plans. The underlying premise is that pension funds
can allocate funds more efficiently if investments in private
securities are allowed. An alternative pension fund reform that
would require fund managers to hold only government bonds
would not show the same level of capital market develop-
ment. The introduction of a funded pension system in the
economy will increase the demand for risky assets and will
develop the securities market even when total savings are
unchanged. The increase in demand for risky assets will re-
sult in adjustment of debt/equity ratios of enterprises and ad-
justment of short-term/long-term debt ratios as well. The
development of long-term savings and capital markets would
reduce pressures on the banking system, thereby lengthening
the maturity of debts and providing more equity-based financ-
ing for enterprises.

85. To assess the impact of pension reform on capital mar-
kets in countries where there is some history with pension
reform, Vohra looked at a number of indicators, such as legal
and regulatory framework, transparency and integrity, infu-
sion of corporate governance, specialization of investment
management industry, new financial instruments development,
cost of capital, changes in tax regime, impact on savings, and
linkage with privatization programs, amongst others. Pension
reform has led to the development of a dynamic legal frame-
work, increased professionalism in the investment decision-
making process, transparency and integrity (particularly via
the mandatory risk- rating process), and also a new code of
corporate governance measures. For example, in Chile, some
of the new securities market initiatives undertaken as a result

of pension reform included the development of a risk rating
system for all listed securities, modifications to the securities
law to include a chapter on regulation of conflict of interest
situations, introduction of new reserve requirements and in-
vestment regulations for life insurance companies, modifica-
tions to the Company Law, and the development of a new law
that regulates the establishment and operations of private cus-
todians. Institutional investors have a role to play in corpo-
rate governance, but they may not always be effective monitors
of corporate activities, due to free-riding, co-option by man-
agement, political pressures on pension funds, and limited
monitoring capabilities, given large portfolios, limited staff,
and limited ability to engage in active management activities.
The need or desire to maintain liquid portfolios, which re-
sults in the acquisitions of small blocks without significant
voting power, legal restraints on institutional monitoring ac-
tivities, and difficulties in identifying other shareholders are
other factors contributing to this. There is also evidence of a
reduction of transaction costs, increased liquidity, and lesser
volatility in securities pricing as a result of pension reform
and accumulation of pension fund assets.

86. Pension reform has had a positive effect on new finan-
cial instruments development in all the countries that under-
took pension reform programs, including in Peru, Chile and
Argentina. At the time of the inception of reform, the
Argentinean pension system invested relatively more in gov-
ernment securities. The relative importance of banks was simi-
lar for Peru and Chile, smaller for Argentina. The relative
importance of mortgage bonds was much larger for the Chil-
ean funds, which are relatively safe assets for investments.
There is greater equity investment in corporations by
Argentinean and Peruvian pension funds as compared to those
in Chile.

87. The debt crisis that affected Chile in the early 1980s led
to nearly no firms issuing securities. Peruvian and Argentinean
pension funds were allowed to invest in equity almost from
the beginning of their inception. Chile, for example, had a
restrictive investment regime for the first few years after pen-
sion reform. By 1992, Chilean pension funds had moved 30
per cent of their assets into equities. Pension funds owned
more than half of Chilean mortgages in 1997. Until recently,
Chile’s pension funds invested much less in equities than they
were allowed.

88. Foreign portfolio investment funds seeking to invest in a
country look for transparency, availability of good deals, cus-
todian arrangements (including the sophistication of trade-
and post-trade processing arrangements), and low execution
costs. Access to foreign markets by local firms started in Chile
in March 1990 and has continued since then. At the same time,
pension funds’ legal investment limits were restricted. A natu-
ral way out was to issue ADRs. Integration of financial mar-
kets also happens when local investors invest abroad. As of
the end of 1998, Chilean pension funds had invested 5.6 per
cent abroad, Peru nearly 5 per cent, and Argentinean pension
funds had invested only 0.3 per cent abroad.
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89. Vohra then looked at some changes in the macroeconomic
sphere as a result of pension reform. The availability of in-
dexed (inflation-indexed) fixed income instruments in Chile
was a notable achievement. Chileans no longer felt it neces-
sary to establish offshore accounts to avoid rampant inflation
in the country. The abandonment of interest rate controls was
another strong contributing factor to the growth of the capital
market. In Chile, Argentina, Poland, Peru, etc., pension re-
form has improved macroeconomic stability by alleviating
the political and demographic pressures that threaten the fi-
nancial stability of the standard PAYG systems. There has
been explicit recognition of the social security system’s debt
levels before the reform, and funding sources have been iden-
tified and used to complete the shortfall. Poland issued a law
(related to the use of a part of the proceeds of privatization) to
set aside privatization revenues to fund the shortfall. Policies
of these governments to not limit pension funds to invest ex-
clusively in government debt (that can not be traded) have
been beneficial to the economy. Such an investment in gov-
ernment instruments continues to encourage the government
to increase its spending rate with little regard for prudent fis-
cal policies.

90. Some changes in the structure of the financial system as
a result of pension reform include in Chile, the growth of the
life and disability insurance industry, appearance of new long-
term financing alternatives, particularly for larger firms, sig-
nificant changes in debt levels and composition, and the
development of the mortgage industry. In Argentina, an im-
portant fraction of the total portfolio is held in government
bonds, and pricing of the government debt takes place at trans-
parent market prices. In Peru, the absence of deep, liquid gov-
ernment bond markets has led pension funds to use bank
deposits as a safe asset for investment.

91. Tax incentives to earning retention by firms were one of
the important sources of increased savings in Chile and fur-
ther inducements for pension fund participation in the
country’s pension system. Earnings retention may be a policy
favored by long-term institutional investors. Vohra stated that
the gathered evidence suggests that there is a small positive
effect of pension reform on savings.

92. Vohra then examined the linkage of privatization pro-
grams with pension reform in Chile and Bolivia. In Chile, the
relationship between pension fund reform and the privatization
of Chilean enterprises has been mutually beneficial, particu-
larly during the ‘second round’ of privatization (1984–90).
Prior to 1985, the private pension funds had invested prima-
rily in government obligations. Diversification of their port-
folios was required. The shares of SOEs being privatized
represented a significant new source of instruments in which
the private pension funds could invest. The social security
reform in turn assisted the government’s privatization poli-
cies. The existence of the private pension system facilitated
employee ownership of privatized entities. Through the pri-
vate pension funds, many workers came to participate indi-
rectly in the ownership and control of a number of large

privatized traditional SOEs. Bolivia funded its social security
liabilities and helped to develop a local securities market
through the sale of SOEs. The government of Bolivia offered
for auction over a period of time 50 per cent of the equity of
five SOEs. The remaining 50 per cent were given to the state
social security institution to allocate to participants’ individual
accounts. As a result, Bolivian citizens owned 50 per cent of
the shares of Bolivian public utilities in their capacity as cur-
rent or future retirees. This helped to develop capital markets
as well as to provide added liquidity, made possible through
participation of social insurance pension funds. To conclude,
Vohra stated that pension reform does not need to be delayed
due to lack of capital market developments, as pension re-
form expedites capital market development.

93. In the open discussion session that followed the main
presentation, Chhikara stated that the 50 per cent drop in the
equity market in Chile did not inspire confidence in pension
funds developing the capital market. Vohra replied that it was
important to think long-term and that global changes in the
capital market and investment restrictions put on by legisla-
tors after the global crisis in 1998 were responsible for these
developments in Chile. Chhikara enquired why mortgage-
based securities in Chile were popular, and whether this was
due to any government guarantees. Vohra observed that in
Chile there was a class of institutional investors who were
willing to take a long-term view. Asher wanted to know how
Chile could manage to get high rates of return on investments
of its pension funds early on even before equity investments
were allowed in 1985. Vohra noted that this was due to in-
vestment in corporate bonds, apart from government debts,
and also because Chile invested in debt securities of the OECD
countries, which were a safe bet then, when limitations on
investment abroad were removed. Vohra emphasized the im-
portance of looking at all the reforms, including pension re-
form, in totality. In reply to a query by Asher on how a country
could pay attention to increasing the supply of good assets
that can be invested in, Vohra emphasized the importance of
privatization, especially the privatization of SOEs, and asserted
that global investment was crucial. Chhikara enquired about
what countries such as Viet Nam and Myanmar should do to
sequence their capital market reforms and from where should
they start. Vohra reiterated that pension reform should not be
thought of in isolation to other reforms. Governments must
think of what assets are there which could be linked with the
SOE divestiture program, allow the financial market to de-
velop to encourage trading of shares, strengthen the banking
and financial system, and find ways to build risk capital in
the economy.

Restructuring State Owned Enterprises

94. Professor Athar Hussain, Senior Research Fellow,
London School of Economics, UK focused on the social
welfare role of state enterprises in his presentation on “Pen-
sion Reform and Restructuring SOEs in the ATEs”. In the
PRC, SOEs also provided social insurance, including old-age
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pension, disability, health and unemployment insurance.
Hussain noted the paradox of planned economies is that the
government does what should be done by the enterprise man-
agement and the enterprise owners, namely how much to pro-
duce and employ. In turn, enterprises provided what should
be given by government agencies, civil organizations or em-
ployees themselves, namely schools, electricity and water
supply. In the PRC, while the process of reallocation of deci-
sion-making powers of government bureaucracy to enterprises’
management began with the SOE reform in 1979, but the di-
vestment of the social welfare role of the SOEs began much
later after 1998. This has led to a delay in the restructuring of
SOEs. In a transition economy, enterprise welfare reduces
labor mobility and raises the social cost of labor lay-offs, and
has been an impediment to enterprise reform. In the PRC,
traditionally employment was for life, reducing the incentives
for labor to shift from one enterprise to another. When choos-
ing enterprises, their impacts on other services like education
had to be taken into account, which became an impediment
to enterprise reform. Enterprise welfare in a transition
economy also creates uncertainty for employees because gen-
erating benefits depends on the financial position of enter-
prises and it raises the labor cost, therefore, making it opaque
though transparency of costs is important for competition.

95. Four questions in divestment need consideration. These
are: (i) which benefits or services should be retained and which
should be phased out; (ii) which benefits in kind should be
converted into cash; (iii) which organization should provide
the benefit or service; and (iv) how should the benefit be fi-
nanced. Both employers and employees would prefer cash
unless the market is imperfect. The financing question gives
rise to the related problems of what should be the strategy or
path of transition, and what should be the contribution of en-
terprises and government.

96. In the PRC, as the percentage of labor force employed in
the state sector diminishes over time with the SOE reform, a
major issue arises on how to provide social insurance to those
who are not in that sector. Social insurance schemes consist
of old-age pension and disability compensation, health care
and maternity benefit and unemployment benefit (since 1986).
As more people are laid-off, there will be a greater need for
unemployment insurance. The financing of unemployment
insurance and health care poses a special problem in the PRC.
Hussain emphasized that old-age pension should not be treated
in isolation from other schemes. The relevant aspects of the
transition that impact on social welfare are the separation of
enterprise budgets from the government budget and the con-
version of social insurance into ‘mandated employee benefits’,
the removal of wage controls, and higher lay-offs in the state
sector. The separation of budgets and the fact that enterprises
are not ‘naturally selected’ can lead to problems in financing
the social welfare.

97. In the PRC, the ratio of pensioners to employees has been
rising, especially in the last decade. Why is this rising ratio a
problem? The exact nature of the problem depends on the

how pensions are financed and organized. Pensions may be
paid by enterprises or pension cost may be pooled, as was the
case in the PRC when enterprises were unable to pay for the
costs in the 1980s. During the transition, there is a two-part
pension system, consisting of the old system and liabilities as
well as the new liabilities created during the transition. In the
PRC, even now three-fourths of the pensioners are from the
state sector, which gives rise to the problem of how to finance
these liabilities. There are three options to finance old pen-
sion liabilities. They could be financed from current contri-
butions, jointly with the government budget, or by separating
the old pension liabilities from the new pension system and
funding them separately. Possible sources for funding old li-
abilities are the sale of assets and tax revenue. Another issue
of great importance is which government tier should be re-
sponsible for funding the pension liabilities left behind by
the old system.

98. Hussain concluded by noting that there are four as-
pects of enterprise restructuring. These are: (i) re-alloca-
tion of control rights between the management and owners;
(ii) the government as owner and regulator; (iii) organiza-
tional restructuring; and (iv) diversification of the sources
of capital.

99. Mr. Baljit Vohra gave another presentation on pension
“Reform and Restructuring SOEs in the ATEs: The Case of
PRC” by noting that in moving to a partially funded/market-
based financing retirement system, the PRC must consider
two challenges: (i) how to pay benefits to retirees who have
had not enough time to accumulate wealth in their individual
accounts; and (ii) how to finance the transition to a market-
based system. If the government guarantees a certain replace-
ment rate from the combination of Pillars 1A and 1B, then
the benefit is paid from three sources: wealth accumulated in
the individual account, continuing payroll taxes and other
government or non-government sources. Transition financ-
ing options include reducing the benefits explicitly, raising
the retirement age, reducing the inflation adjustment applied
to benefits, reducing the replacement rate, taxing benefits,
reducing other government spending, raising the payroll tax
rate, increasing the wage level subject to the payroll tax, in-
creasing the number of years that one must work to receive
full benefits, issuing government debt, raising tax revenue
outside of the payroll tax, issuing recognition bonds, lottery,
reducing other government spending, and selling government
owned assets. The validity of these options is country-spe-
cific, so each country, Vohra emphasized, must examine the
validity of each of these options separately. In his presenta-
tion, Vohra focused on the sale of government-owned assets
as a means of financing pension reform in the PRC, deemed
to be one of the best options available.

100. Vohra then examined some international experiences in
SOE divestiture and pension reform. Two approaches have
been followed by countries to link SOE divestiture with capi-
tal markets development and pension reform, namely capi-
talization of pension fund accounts through transfer of (i) SOE
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shares; and (ii) cash proceeds from SOE divestiture. As re-
gards the first approach, a select group of countries in the
former Soviet-bloc and Latin America have legally mandated
a provision that allows for the transfer of state-enterprise shares
to pension funds owned and/or managed by the state or the
private sector. Perhaps the most successful experience of a
country that funded its social security liabilities through trans-
fer of SOE shares is Bolivia. As regards, the second approach,
certain governments have attempted to earmark such cash
proceeds to one or more unitized national or provincial pen-
sion funds. However, the success or failure of such an option
has been affected by diversion of these proceeds to address
other fiscal priorities of the government. In Lithuania, the
proceeds ended up compensating bank losses, while in Ru-
mania privatization proceeds have been fewer than anticipated.
One country that has had some success with financing pen-
sion liabilities through privatization is Poland.

101. In the PRC, the reform of the social security system is
substantially linked with restructuring, reform and ownership
diversification of SOEs. A suggested mechanism for actively
restructuring these enterprises may include direct share sales
and/or share transfers into special enterprise funds. The real
benefits of restructuring will accrue as a result of changing
the way in which these enterprises are eventually governed.

102. In September 2000, the SSF was established with the
primary responsibility for developing mechanisms to finance
the social security system. Vohra stated that he believed that
it would be possible to carry the following actions related to
SOE divestiture under the SSF: establish the basis for the se-
lection of SOEs; provide for a basis to hold selected SOE
shares and/or cash generated through SOE divestiture; use
the cash generated from sale of SOE shares (in most cases the
state-sponsored shares) and put certain portion of these pro-
ceeds into pension funds and/or other special purpose invest-
ment vehicles; transfer shares of select SOEs into pension
and/or ETF funds through a defined transfer mechanism; es-
tablish the criteria for the selection and evaluation of a fund
management company; and working with other agencies
within the government to ensure the proper legal and regula-
tory framework for structuring and overseeing the asset man-
agement industry.

103. Vohra then listed out some areas of consideration and
criteria for SSF to use while selecting the SOEs. These should
be enterprises that have already identifiable strategic inves-
tors, already have effective restructuring strategies, adopted
transparent accounting practices, have had a listing of their
shares on well functioning exchanges, are not subject to high
taxes or excessive regulations, are able to allow unrestricted
foreign ownership and are open to strategic investor partici-
pation, are allowed to sell their products globally, are allowed
to buy goods and services globally without undue tariffs or
quotas, or have managed to earn a profit, and if not, manage-
ment could be replaced at the will of the shareholders, among
other considerations. A thorough review will have to be un-
dertaken prior to selecting enterprises for this program of ac-

tion. Moreover, SOEs have complex capital structures and
have over the years issued different classes of shares that may
or may not be tradable in the market or may have restrictions
or limitations on their trading.

104. The PRC capital market includes a complex array of
equity instruments that may impact on their being linked to
pension reform. Vohra recommended that a stipulation man-
dating sponsor shares owned by government and sponsor
shares owned by legal persons to be deemed as tradable for
the development of the PRC capital market and investment
by the PRC pension funds. Equal treatment of different classes
of stock may also be necessary to create a liquid and trans-
parent market.

105. Vohra provided a basis for the transfer of the enterprises
shares/cash to the SSF. Under this, the enterprises selected to
participate in this program will have to have a part of their
shares transferred to the SSF. The SSF will hire a trustee or
equivalent for the holding of the assets and establish the basis
for selection of pension fund management companies, pen-
sion fund and the custodian. However, a state council direc-
tive might be required to legally transfer shares of such
enterprises to the SSF for onward placement of the same to
pension fund companies.

106. For the SSF to capitalize individual accounts/pension
system through shares of SOEs, Vohra proposed the sale of a
proportion of shares in each SOE (that meets the above-men-
tioned conditions and criteria for qualification) to global in-
vestors (as part of joint ventures) and allow for these and
remaining shares to be deemed for trading on the two orga-
nized stock exchanges. This sale would accomplish two im-
portant objectives: (i) improve the basis for market-based
prices for shares in the SOEs, and attract foreign capital to
the PRC; and (ii) having established fair prices in (i), other
government-held shares in the same companies could be trans-
ferred to SSF (for hold with a trustee or equivalent) for pass-
ing these over to workers’ individual accounts at
exchange-traded funds (ETFs), immediately funding them
with real assets; and (iii) once the individual accounts are
funded with ETF units, workers could trade them on the PRC’s
stock exchanges.

107. Vohra also listed some benefits of the ETF approach for
the PRC. Since the need is to use these share sales as a basis
to capitalize the individual accounts (fund the transition to
the reformed system) at a minimum degree of risk, an index-
linked fund could be a viable option. This “unit trust” con-
cept would be similar to the Tracker Fund of Hong Kong,
China (TraHK). The ETF concept could very well serve the
overall goal of securing stability of returns. Shares of quali-
fied SOEs (that comprise the firms that form the composition
of a unified securities market index in the PRC) could be trans-
ferred to such an ETF. The success of the ETF would depend
on the presence of one unified market index. The ETF con-
cept would thereby provide the best-indexed mechanism that
would minimize risk in an emerging market like the PRC.
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108. In addition to the benefits of large-scale diversification
in the PRC companies, indexation through ETF offers a num-
ber of compelling cost–saving benefits, stated Vohra. An in-
vestment in this ETF will provide exposure to an increasingly
sizeable number of the PRC leading companies (the ones
that met the criteria and also had high liquidity) that form
the unified index of the exchange (Shanghai being the most
likely possibility). Though it will have the same types of
risks as an equity investment, it will at least provide more
diversification than is normally achievable with a modest
size. Vohra, however, cautioned that there are some inherent
risks that ought to be considered by policymakers. These
relate to the following: (i) basis for valuation of enterprise
shares to be transferred to the ETF for formation of ETF
units; (ii) no government guarantee; (iii) possibly no liquid
trading markets in the units; (iv) minimum creation and re-
demption units; (v) trading of units; (vi) non-availability of
index sponsor shares from the government; (vii) net asset
value tracking the index; (viii) payment of dividends; (ix)
trading markets for shares that form part of the index; (x)
lack of discretion by fund manager; (xi) trading and delisting
of the ETF units; (xii) legal and regulatory issues; (xiii) most
important issue of composition of the unified Chinese mar-
ket index; (xiv) fluctuations in the index; and (xv) compila-
tion of the unified index.

109. For the SSF to sell sponsor shares for cash owned by the
government, Vohra made the following recommendation. If
the government sold 5 per cent of these shares each year, it
would generate an income of 110 billion yuan. At this pace,
all state-owned assets would be sold in about twenty years. If
the government sold 10 per cent of its shares each year, it
could generate an income of 220 billion yuan. At that pace,
all state-owned assets would be sold in about ten years.

110. In conclusion, Vohra stated that by linking SOE divesti-
ture with pension reform, the PRC could solve several prob-
lems simultaneously. Direct share sales and/or share transfers
(to strategic investors and placement in special purpose funds)
with presence of direct and institutional investors would ne-
cessitate restructuring, force reallocation of corporate con-
trol, and provide for improved corporate governance. The
government would fund the notional accounts, fully or par-
tially, in cash or in financial assets, depending on the com-
bined market value of the SOE shares distributed, and
market-based financing, with all of its inherent advantages, is
thus introduced into Pillar 1B of the pension system. The SOEs
would be sold gradually, rather than in a so-called “fire sale”.
In this way, billions of shares and millions of foreign and do-
mestic investors would be injected into the PRC’s capital
markets, thereby invigorating them. Vohra concluded by stat-
ing that the PRC government was trying to come up with a
concrete mechanism to use divestiture of state-owned assets
as a basis to fund the transition costs and the pension system
reforms.

111. Asher began the open discussion session by enquiring
about what factors would lead a country to choose between the

two options of capitalization mentioned by Vohra, and whether
the price of the share would be affected if its buyers knew what
the proceeds of part of the sales would be used for. Vohra stated
that if another strategic investor were to take control of the en-
terprise through the sale of the other shares, this would matter
to the buyer. A participant from Viet Nam enquired about how
unemployment insurance in the PRC is financed, and whether
the PRC experience will be useful for Viet Nam. This is fi-
nanced jointly by employer and employee contributions,
Hussain clarified, and also there are really two types of unem-
ployment insurance in the PRC: (i) one managed by the enter-
prises for laid off workers, and (ii) the other is general
unemployment insurance. The first category will disappear over
time and will be transferred to unemployment insurance. To
have a purely financed unemployment insurance system in the
PRC, the contribution rate will have to increase, stated Hussain.
Financing social insurance from the wage bill should be seen
as a tax, and having a too high tax creates its own problems. In
most countries, there is joint financing through social security
contribution and taxes. For Viet Nam, Hussain recommended
not putting the contribution rate too high, and that it is better to
have a broad base with a low rate than a narrow base with a
high rate. The same participant also observed that perhaps in
Viet Nam, pension reform and SOE restructuring can proceed
together. Vohra cautioned that while this is true, it is better to
use financial assets for investing in pensions, rather than just
SOE divestment funds as the latter may not actually be invested
in pensions, and that it is important to take the best enterprises
in the pool of restructured SOEs. Guerard added that the prin-
ciple of diversification is another consideration for the transfer
of shares, and recommended provincial administration of the
pension fund to create a number of stakeholders distinct from
the government, who would put pressure on enterprises to get
reforms and use the shares for which they were destined in the
first place. Chhikara raised the issue of who constitutes the float-
ing population in the PRC and the nature of their pensions.
Hussain replied that there is no way to accommodate short-
term immigrants into the social insurance scheme unless there
is a registration system, and that the priority should be to have
a social safety net and health scheme, rather than just having
old-age pensions. A participant from the PRC observed that
non-covering of this floating population could lead to social
unrest.

Policy Modeling in Pension Reforms

112. Dr. Yves Guerard, President, Guerard Consulting Inc,
Canada made a presentation on “Policy Modeling in Pen-
sion Reforms”. There are many policy issues that are involved
in pension design and reform, relating to the provision of op-
tions to the decision maker. These include decisions on level
and pattern of benefits, alternative financing paths,
affordability of costs, affordability of benefits, sustainability
of costs or benefits, redistribution vs. savings, level of fund
accumulations, variations in cash flows patterns, and invest-
ment strategies. All this information is needed to optimize
the implementation and sequencing of reform.
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113. The policy under policy modeling will compare alterna-
tive designs, select financing paths, and analyze emerging ben-
efits. Modeling involves performing a series of calculations to
simulate the virtual operations of complex systems, including
projections of benefits, costs, and assets in accordance with
various scenarios. Modeling tools have multi-uses and multi-
purposes. The pension system must provide retirement income
that meets three key primary objectives: adequacy, affordability,
and security. The secondary objective of modeling is to foster
the economy by increasing contractual savings to be invested
in efficient capital markets, and thus achieve equilibrium be-
tween demand and offer, between retirement savings and other
needs. Projections are essential for managing these objectives.
These include projections on the extent of coverage, level of
benefits and fair distribution, the costs of system and impact on
tax revenues, and sustainability of benefits. Projections are based
on methodology (embodied in software), data (often the big-
gest challenge), and assumptions for interdependent parameters.
Guerard emphasized that there is a need for consistency, objec-
tivity and independence when making projections. No model
is perfectly accurate but it should enable valid relative com-
parisons, discriminate against impossible states, set a range for
expected results, and forecast timing of check points such as
reversal of cash flows. All models will need continuous moni-
toring and review. Pension models cover the full cycle to the
ultimate state, usually for 75 years or more, and are illustrative
of trends and point to hot spots. Models rest on a number of
assumptions, and even if right over the medium and long-term
could have short-term fluctuations, which are normal. Also, the
margin of error increases with time.

114. Making a model is a dynamic process and a major task.
Continuous revisions are needed and sources of data can be
expanded. It is important to monitor results against those
expected, and maintain confidence and credibility. Models
should provide early warning signals and adapt policy
choices to changing circumstances and emerging results.
Guerard emphasized that the cheapest cost for making a
given change is to do it now, as the following year it will be
more expensive. The key findings in modeling are the prob-
able range of key parameters, sensitivity of results, deter-
mination of gainers and losers, provision of checkpoints,
identification of manageable factors and determination of
internal and external risk factors. The reliability of the model
depends on methods and assumptions and the quality of data
essential for representative distribution and parameters defi-
cits/surpluses more variable than assets or liabilities. Guerard
emphasized that the relative level of deficits and surplus is
more important than the actual levels. Assumptions are
needed on 3 categories: economic (inflation, wages, returns,
initial assets, if any), demographic (fertility, mortality, cov-
erage, migration), and benefit design (pension formula, re-
tirement age, indexation, death or disability benefits)
Regarding accuracy, Guerard pointed out though nobody is
yet backing from the future, but best estimates are still pos-
sible. For pension systems, people who will retire before
2060 already born, making estimation easier. Also, infla-
tion can be factored out in favor of relationships in real terms.

115. Projection results on two series of amounts, outflow (ben-
efits payable) and inflow (contributions, taxes), can be com-
bined with initial assets to generate accumulated resources (or
deficits). The model should have flexibility in analysis of alter-
native paths. For data, the starting point can be participants or
more frequently population, which can be drawn from outside
sources, like demographic projections, or may be projected from
initial distribution and assumptions, or they could be retirees
from the pension roll. For accurate data, it is important to use a
clear, consistent data format and definitions, have internal and
external audits, build from administration systems, and vali-
date from alternate resources. It is also important to have pro-
jection-based analytics to spot problems, and to have movement
analysis to check process. Population assumptions are needed
for mortality and trends, fertility, male to female ratio, internal/
external migration, degree of urbanization for which data avail-
able, employment, coverage, and compliance/leakage. One can
safely assume that compliance will not be 100 per cent and
leakage will not be nil. Guerard pointed out that it is better to
make an assumption, even if inaccurate, than making no as-
sumption at all. It is better to use life expectancy at retirement
ages than life expectancy at birth. Differential fertility and
mortality rates for male–female and urban–rural areas should
be taken into account. The population data is distributed by
sex, and will be more accurate if distributed by age. The par-
ticipation in the model is a product of employment, coverage
and compliance. The number and type of new entrants by cal-
endar year and age, sex and wages at entry can be somewhat
gauged by looking at the existing participants.

116. The economic assumptions made in the model include
those on wages, by age and sex, return on assets, index-
ation of benefits, and expenses if charged to fund, includ-
ing those on collection, administration, investment, which
are significant for individual accounts. The assumptions for
pension reform modeling should focus on long-term policy
issues, be consistent with high-level outlook, take into ac-
count tax treatment of contribution, returns and benefits,
and have internal consistency of related assumptions. The
model should be able to design credible alternative sce-
narios; the assumptions should evolve from current state to
long-term expectations, and have a feedback loop from ac-
tual experience. Guerard emphasized that it is important to
take account of the impact of globalization on labor prac-
tices and lifestyles. Alternative scenarios help to assess the
importance of underlying factors. Stochastic projections
better assess probability of deviations but require more re-
sources. Plan design must include a benefit formula for re-
tirement (normal, early, deferred); death benefits, and
disability benefits; eligibility conditions for age, participa-
tion, and amount; options including adverse-selection and
cost-sharing if relevant; and special recognition for mili-
tary service, maternity, and disability. The impact of plan
conditions on behavior such as the propensity to retire, en-
forcement of collection, wages definitions and compliance,
impact of other social initiatives such as health infrastruc-
ture and family planning, and capacity of financial markets
must be anticipated by the model.
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117. Guerard emphasized that it is important to distinguish
the underlying costs of the system and the contributions that
are needed to finance it. Costs depend on benefit formula,
participation, emerging experience and operational results, and
are not modified by estimates or assumptions. Contributions
are made in accordance with rules or decisions normally
guided by estimates or projections. Contributions must be
sufficient to finance the costs otherwise the system will be in
deficit. Present Value (PV) of contributions must be greater
than PV of benefits minus the assets. If assets are greater than
liabilities, the system is in surplus at that given point of time.
The PAYG cost is projected as the benefit payments for the
year as a percentage of the pensionable payroll for the year. If
financing is through taxes rather than contributions, the rel-
evant tax base replaces pensionable payroll. Regarding financ-
ing vs. funding, Guerard pointed out that the two terms are
often confused but are not interchangeable. Financing refers
to a variety of approaches to supply a system with sufficient
assets to maintain its solvency, and pre-funding or full fund-
ing is one of the methods that can be used. Choosing a fi-
nancing method has fiscal, monetary and labor policy
implications. Contributions rates may vary from year to year
but, if there is no borrowing, must cover the cumulative PAYG
costs, and are normally set in accordance with some explicit
rule on the basis of the financing method selected. The main
financing methods are the following: (i) cover PAYG cost with
no assets accumulation; (ii) have full funding to maintain as-
sets equal to full PV of benefit promises; or (iii) have target
funding where contribution rates are selected to achieve short-
term or long-term targets such as a given level of assets or a
multiple of monthly benefit payments. The output of the model
comprises the main projection streams, concerning benefits
outflow per period, which may be disaggregated by compo-
nents, and contributions inflows. Supporting data and results
include benchmarks for calculating contributions or taxes, data
on participants, including retirees, by age and sex, and data
on fund accumulation (or deficit). For PAYG financing, the
contribution rate is set equal to the PAYG rate or the esti-
mated PAYG rate with regular adjustments. In practice, a small
working fund will be maintained with 3 to 24 months of ben-
efit payments. As there are no significant assets accumulated,
benefits are paid out of contributions. For full funding, accu-
mulated assets are maintained equal to the PV of all accrued
future benefits. The contribution is equal to the PV of benefit
accruals during the year taking into account future returns.
Any initial deficit or deficits resulting from a re-evaluation or
emerging experience are amortized over a short period sur-
plus and returns on assets can significantly reduce the required
contributions. In target funding, a long-term target (40, 50,
75 years) is set as an amount of assets defined in percentage
of payroll, GDP, other benchmark or a given arbitrary amount.
The rate is the level percentage contribution, by reference to
a base, required to achieve the target, and this percentage is
recalculated periodically, moving the target forward. Model-
ing defined contribution systems is simpler, because the PV
of benefits is automatically equal to the PV of contributions,
and financing is automatically on a full funding basis. Alter-
native financing methods can provide the necessary assets to

pay the benefits on a timely basis for nationally defined con-
tribution systems operated on the basis of virtual assets. More-
over, the legacy from predecessor systems adds to complexity
of policy options.

118. A ‘hump’ is created when changing the financing method
created discontinuities. The transition from PAYG to partial
or full funding creates a double burden often called the “hump”
or the implicit pension debt. The amount of implicit debt de-
pends on the financing method for the future. The lower are
the future contributions, the higher will be the required as-
sets. Target funding can include the funding of the debt over a
given period, and spreading the transition over longer periods
can be used to avoid overburdening one generation.

119. The sophisticated part of modeling is the necessity to
generate future populations of participants and retirees, fu-
ture wages of the participants, the benefits emerging from the
system formulas, and other benchmark for the calculation of
contributions that are not wage-related. The contributions and
the accumulated assets are derived from these basic values.
The projection streams provide the basic values from which
optional financing paths can be calculated towards optional
targets. ‘Macros’ can be defined that will produce the contri-
bution flows on a selected path and accumulated assets can
be projected from the return assumptions and the benefit flows.
Guerard emphasized that a model is not a throwaway tool for
initial design only. It improves with recurring utilization and
is a basis for regular financial reporting on the financial con-
dition of the plan. The modeling should be institutionalized
to enhance sustainability of the plan. There is a need to plan
the collection of information and to have peer review for tech-
nical quality and compliance with professional standards.
Guerard noted that making projections and doing modeling
should be mandatory for initial design, modifications, and
regular reporting, be independent from political pressures, and
have a standard format for reporting results adapted to targets
which facilitates education of people into understanding the
performance of the system.

120. Risks should be assessed and continuously monitored.
The control of risks can be done by looking at the base sce-
nario, and also at the risks under adverse scenarios, that are
adverse but plausible, and should consider all material risks
to which the system is sensitive and for continuing sustain-
ability. For risk analysis, appropriate assumptions for alter-
native scenarios may require adjustments and should anticipate
sponsor or participants expected response to adversity. Test-
ing on the basis of deterministic simulations is still dominant
but stochastic modeling is already significant. Guerard noted
that actuaries are developing better measures and predictors
of risks.

121. The modeling process requires suitable methodology and
tools, accurate data, appropriate assumptions, qualified pro-
fessional staff, and a review and reporting process. Suitable
methodology and tools require the identification of key is-
sues, technical definitions of metrics and objectives, consis-
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tent software for projections, internal controls on projection
software, consistency over successive valuations, and be adapt-
able to changes. The international practice requires qualified
professionals, a senior expert review panel, independence from
political pressures, updating of projections every 1–3 years,
the model be directed to key policy issues, have a long-term
perspective, educate users of the results, and communicate
broadly to senior officials, political bodies, and the public.
Making a pension plan, Guerard observed, is not just a math-
ematical exercise, but requires judgment on labor policy, health
factors and economics. An illustrative process of modeling
would involve the following: initial planning (review issues,
assumptions, prior years’ results), identify and make changes
for needed methodology and assumptions, production of pro-
jections, sub-projections, peer review by a center of excel-
lence, high-level expert panel review and comments, high-level
review of results (administrators, officials, appointees), re-
port on results by relevant officials, and publication of finan-
cial outlook. The projections must be compared with
projections from other models, test the real burden on economy
and potential liquidation of assets, and review regional dis-
parities.

122. Guerard noted that the models would indicate that there
are no miracles, but many choices. There is no free lunch,
that is the choice is between pay more now or pay more later
on. Launching or increasing a system produces a discontinu-
ity, and switching from PAYG to funding produces a hump,
which can be spread out but not erased. Many intermediate
financing paths between PAYG and full funding allow to fit
capacity of financial markets. Guerard noted that social secu-
rity is a major tool for wealth redistribution between genera-
tions, between men and women, young to old, rich to poor, or
the contrary. The level of re-distributive effects is an impor-
tant policy consideration and may justify alternative sources
for financing. The ultimate objective of modeling is to pro-
vide greater financial security in retirement. For this, the model
will need to assess the real impact on retirees and survivors.
Averages may hide distortions, in particular the transitional
effects on the ‘sandwich’ generation when switching from DB
to DC. Tax treatment of pensions has impact on costs distri-
bution, level of benefits, re-distributive effects and compli-
ance. Guerard concluded by stating that social security reforms
should respond to emerging global trends, and consider coun-
try experience and structures, but remain committed to pro-
tecting all sectors of society.

123. In the open discussion session that followed, Asher noted
that Guerard’s presentation brought out the power of model-
ing and the importance of getting the basic data right at the
beginning of the process itself and having good record keep-
ing and analysis. Asher noted that contingent liabilities of the
government in the form of guarantees when going from DB
to DC have a probabilistic element that can get converted into
actual fiscal cost, and enquired how to model these. Guerard
replied that it would be better to leave the contingent guaran-
tee out of the first round of modeling and use the results to
estimate the cost of contingent liability. In other cases, when

the government gives guarantee of some significant minimum
for everybody, then we should have a combination of a DC
plan with pension arising from the contributions paid in and a
defined minimum benefit. Then the model will allow one to
calculate both and take the greater, in which case we would
want to isolate where the greater is the guarantee, what is the
additional contribution required by the government to pay for
those benefits, and the government could choose either to pay
it as lump sum on retirement or on monthly cash flow basis.
Both methods have been used, Guerard pointed out. Recog-
nition bonds are a way to pay those differentials on a lump
sum basis, and then the plan administers the assets. Asher
observed that Guerard’s analysis brought out the importance
of thinking long-term and that small amounts make a lot of
difference.

Civil Service Pensions

124. Professor Mukul Asher gave another presentation on
“Reforming Civil Service Pensions: Issues and International
Trends” by noting that for pensions, most developing coun-
tries have been divided into three groups: private and formal
sector, civil service and military, and informal sector. In his
presentation, Asher examined at the reasons for having civil
service reform, and some country studies for Malaysia,
Singapore and Thailand, and considered gradual versus fun-
damental structural reform strategies.

125. Civil service pension reform is needed to mitigate dual-
ism in social security systems as civil services typically have
a different social security system to that of others. It is also
needed to assist in fiscal transparency and consolidation, which
is a pre-condition for deeper macro-and micro-economic re-
forms to help preserve future fiscal flexibility to ensure that
future liabilities may be payable and to enhance labor market
flexibility, which is essential for competing in the globalized
environment. Civil service pension reform could potentially
increase savings, shift their composition towards contractual
long-term savings and potentially assist in developing finan-
cial and capital markets. Asher emphasized that none of the
above will be achieved automatically. Design and implemen-
tation of reforms appropriate in a particular context are es-
sential to civil service pension reform. Asher noted that civil
service pensions might be a large proportion of total pensions
as governments have used public sector employment as a way
to provide jobs. Civil service pension reform will require a
rethink of the public sector employment contract terms and
conditions.

126. Malaysia has a non-contributory, non-portable, indexed
DB scheme with survivors’ benefits. Rapid ageing implies an
increasingly heavier burden of non-contributory health care
benefits of civil servants. Even with Malaysia’s healthy fiscal
position the above system implies increasing fiscal burden,
which will be of serious concern. After 1990 especially, there
has been a sharp increase in the total expenditure on civil
service pensions. The fiscal burden of current arrangements
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will grow even faster as the bulge in government employ-
ment during the 1970 as a reflection of the new economic
policy (NEP) translates into increased numbers of pensioners
now. The setting-up of the Pensions Trust Fund (PTF) in 1991
was only a small step and did not change the fundamental un-
funded nature and lack of portability to private sector jobs.
There is a need for greater transparency concerning opera-
tions of the PTF as well as a need to ensure that the above
arrangement is not used to protect current pension arrange-
ments of civil servants in a privileged manner. In Malaysia,
Asher noted there has been no real reform.

127. In Singapore, the CPF is an example of what not to do,
Asher pointed out, in general, but for civil service pensions it
is good system. Originally, there was a non-contributory but
non-indexed DB pension for civil servants. Two conversions
from DB pensions to the CPF in 1973 and 1987 substantially
reduced the category of civil servants under the pension
scheme.  Since 1987, the fiscal burden has been minimized,
and fiscal consolidation and fiscal flexibility achieved.
Singapore set-up the Pension Fund in 1995. However, this
does not alter the un-funded nature of the old DB system and
the operations of the pension fund are not transparent but the
fund ensures pension benefits to the members.

128. Thailand has a fairly generous scheme for its civil ser-
vants. Until recently, government officers were eligible for non-
contributory, PAYG, DB, non-portable, indexed pension scheme
with survivors’ benefits and health care privileges. In addition,
they are eligible for gratuity and since 1987 fall under the pur-
view of the Provident Fund Act of 1987. The employees and
government as an employer contribute 3 per cent of wages each.
In 1996, the officials’ Gratuity and Pension Fund Act (GPF)
was passed, and came into force in March 1997. It left gratuity
benefits unchanged. It establishes the government pension fund,
which is a mandatory DC scheme with 3 percent contribution
by the employee and by the government as an employer. The
civil service pension scheme thus, is a combination of DB–DC
schemes, with transition compensation to those joining volun-
tarily. This is a small step in managing the fiscal burden of civil
service pensions in Thailand. The GPF is a single pooled fund
with no portability. No annuity is permitted, so there is room to
improve economic effects of the GPF through design changes.
Asher noted that political economy of Thailand will be a chal-
lenge in making GPF substantively autonomous, transparent
and accountable. GPF balances are to be invested domestically.
So there is no country or systemic risk diversification. Domes-
tically, the GPF can undertake investment diversification in-
cluding in equities (up to 10 per cent). The main limitations on
investment diversification arise from limitations of the domes-
tic capital market.

129. Coming to the issue of gradual vs. fundamental struc-
tural reform strategies, Asher noted that civil service pension
arrangements may be non-contributory or they may be at least
partly contributory. If contributory, then the issue of financ-
ing of pensions to existing retirees during the transition to a
mandatory savings DC system would arise. The fiscal posi-

tion of the government would be relevant in designing the
pace and nature of such a transition. If non-contributory, then
a shift to even partial contributory scheme will require gov-
ernment to explicitly contribute its share. This will increase
current government expenditure in the short-run. Therefore,
the fiscal position of the government will be relevant for the
pace and the scope of a shift to the contributory arrangement.
In either type of reform, existing promises of pension ben-
efits to the extent they are contractual, must be honored to
retain credibility, equity and support for reforms. Political will
for civil service pension reform is essential. The main feature
of the reform should be an introduction of significant degree
of broad pre-funding from the employees and the government
as employer. Broad pre-funding involves higher national sav-
ings and/or promise of lower benefits to new entrants. It is
essential to keep good records of civil servants (wage history,
dependents) and to avoid benefit promises in terms of spe-
cific services, particularly for health care. Any implicit or
explicit government guarantees which may give rise to con-
tingent liabilities in the future must be avoided or at least struc-
tured to minimize them. Pre-funding implies accumulation
of assets. This must be invested with high priority to fidu-
ciary responsibility, transparency and accountability. It should
also assist in improving the efficiency with which these sav-
ings are translated into investments. Transitional arrangements
are essential. These should be carefully designed, keeping in
mind particular institutional, cultural, and political factors.
These will be in addition to the fiscal and other economic
factors. The fiscal position has major impact on the nature
and scope of reform. The reform should facilitate labor mar-
ket flexibility between public and private sectors. The ulti-
mate goal of such reform should be to substantially reduce if
not eliminate the existing dualism in pension benefits between
public and private sectors.

130. For the gradual reform strategy, the underlying assump-
tions are that political factors preclude rapid and far-reaching
reform, and the expectation that strong economic growth will
mitigate the severity of the fiscal burden over time. Such re-
form is to be used as a learning process, and as a confidence
building process for more far-reaching reforms in the future.
The elements of a gradual reform are the introduction of man-
datory pre-funding component for the future entrants to the
civil service, with incentives to those civil servants below a
certain age or those with certain preferences towards risk. The
pre-funding will thus alter current DB pension benefits to a
mixture of DC–DB benefits. Also, health benefits of the new
entrants are to be separated from the pension benefits and
made at least partly contributory. The parametric changes
needed involve tightening eligibility, examining pension ben-
efit formula and gratuity benefits, unifying pension terms and
conditions at different levels of government and across states
and urban bodies, timing of retirement benefits, indexing,
tightening survivor’s benefits, improving administrative and
compliance efficiency, and enhancing portability.

131. The assumptions underlying the fundamental structural
reform strategy are that political consensus exists on the need



28 ADBI Executive Summary Series No. S55/02

and the nature of civil service pension reform, the fiscal situ-
ation is strong enough to implement this strategy and can avoid
or minimize government guarantees, and that administrative
capacity, institutions, and financial and capital markets are
sufficiently developed to implement this strategy. In addition
to the relevant parametric and other changes suggested in the
gradual reform strategy, a substantial proportion of the exist-
ing civil servants as well as all the new entrants should be
shifted to a mandatory savings DC–FF scheme, with recogni-
tion bonds or similar financial assets provided for the accu-
mulated pension benefit rights. Health care benefits of all
current employees and future entrants are to be separated from
the pension benefits and made contributory. Investment of the
accumulated balances is to be integrated with those for the
private sector employees, and their governance structure
should give the same high priority to fiduciary responsibility,
transparency, and accountability.

132. In conclusion, Asher stated that civil service pension re-
form is essential for fiscal consolidation and fiscal flexibility.
The longer the reform is delayed, the more difficult the choices
will be. Careful attention to the transition phase and to design
and implementation details will be needed and managing the
political economy will be essential. Government guarantees,
which may give rise to large contingent liabilities should be
avoided. The only sustainable manner of providing promised
pension benefits to civil servants (and to private sector em-
ployees) is through robust and high quality economic growth.
So, civil service pension reform must be designed to contrib-
ute to this outcome.

133. In the open discussion session, a participant from the PRC
enquired about the number of countries including in the OECD
that have reformed civil service pensions. Asher replied that in
the OECD, countries have generally moved towards integrat-
ing the civil service pension system into the general pension
system and that more research was needed for civil service pen-
sions. Guerard added that there was a move towards making
civil service pension benefits and contributions convergent and
thus to have greater labor mobility through reducing the gener-
osity of the scheme by increasing the retirement age in some
OECD countries. Guerard pointed out that civil service pen-
sion reform was not a priority in many countries. Professor E.
Philip Davis, Brunel University, UK added that civil service
and wages had been curtailed in the UK, which curtailed pen-
sions and that the OECD countries instead of moving from
PAYG to funded schemes directly, were perhaps going in for
greater privatization in their civil service and thereby funding.
Asher added that for social cohesion, it would be difficult to
justify the high pensions received by the civil service and that
there is a need for a new employment contract. Civil servants
accounts for a disproportionate share of the pensions, reflect-
ing the dualism and economy in society something that is go-
ing to be less acceptable and economically affordable in the
future. Guerard raised the issue of funding of civil service pen-
sions and costs stating that the reform relating to convergence
and control of costs should not be handicapped by whether it is
funded or not. A participant from the PRC pointed out that re-

form of civil service pensions was also an important political
issue and had close links with the reform of the political sys-
tem, which made the civil service reforms difficult. Hussain
added that the issue of civil service pension reform should not
be seen in isolation but instead should be seen as part of a pack-
age of remuneration to the civil servants.

Social Safety Nets

134. Professor Athar Hussain began his presentation on
“Social Safety Nets for the ATEs: Design and Feasibility Is-
sues” by distinguishing between contributory old-age pen-
sions and social safety nets, which are actually geared to
people in need. By and large, social safety nets have to be
financed from general taxation while old-age pensions could
be financed from contributions. In developing countries where
a large part of the population is not covered by pensions, so-
cial safety nets are important to serve the goal of general pov-
erty alleviation for all those who qualify as poor including for
the elderly. Hussain conjectured that while having a universal
pension scheme is desirable in a developing country context
it is not necessarily an urgent priority and that perhaps pov-
erty alleviation can be served better through alternative
schemes. Hussain emphasized that for the purpose of identi-
fying poverty and designing poverty alleviation schemes, it is
important to have poverty lines that are computed in domes-
tic currency as well as defined separately for various regions
in a country taking into account the differential costs of liv-
ing and consumption. If the purpose is to design a social safety
net, then it is important to ask how one should view poverty.
The answer to this question will have important policy impli-
cations. Though the conventional way to view poverty is as
income poverty, the general consensus, however, now is that
insufficient personal income or consumption (in particular
food), although a central feature of poverty does not cover all
its aspects. Private income is a means to procuring what mar-
kets provide but basic human needs also include many goods
and services, which markets generally fail to provide in so-
cially desirable amounts. These include primary health care,
basic education and in many cases also housing. Thus, many
economists have advocated a more multi-dimensional view
of poverty that also considers the level of education and health,
access to housing and civil rights.

135. The multi-dimensional view of poverty has crucial im-
plications for the design and assessment of anti-poverty poli-
cies. The aim of anti-poverty policies may be to provide more
housing and more schools not just more income. In many
developing economies of Asia, people with a relatively high
private income can still be illiterate, prone to easily avoidable
diseases and lack of access to safe water and basic sanitation.
Conversely, a number of economies or regions in Asia have
managed to attain relatively high levels of health and educa-
tion despite comparatively low private income.

136. In designing and assessing anti-income-poverty policies,
it needs to be recognized that the population classified as poor
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is not homogeneous but highly differentiated. Of special im-
portance are three dimensions of poverty: (i) depth of pov-
erty, which is measured by the gap between the poverty line
and actual income; (ii) time dimension of poverty, whether
poverty is endemic (or long-term) or transitory; and (iii) socio-
economic correlates of poverty, which include, for example,
gender, ethnic origins, geographical location (remote rural
communities or urban shanty towns or informal settlements),
and the principal income source. These correlates serve two
functions: (i) they help to diagnose causes; and (ii) provide
guidelines for identifying vulnerable groups.

137. One aspect of poverty in the transitional economies is
the two-part division of poverty as seen in the PRC and Viet
Nam. Apart from the poverty inherited from the planned-
economy period, there is also a new poverty, which is a by-
product of transition from a planned to a market economy. In
the PRC, earlier poverty was dealt with by providing jobs. In
the new market economy, it is no longer possible to provide
jobs as the state sector is shrinking and the government is not
able to finance loss-making enterprises, leading to laid-off
employees of SOEs and other enterprises. Hussain, however,
observed that in the PRC context, urban poverty has also be-
come a problem now though the poverty inherited from be-
fore especially as seen in the rural areas in the western PRC
is greater in proportion than the new poverty as a result of
transition. Further, mainly due to acceleration in economic
growth during the period of transition, there has been a con-
siderable amount of poverty reduction in the PRC and Viet
Nam.

138. The main components of anti-poverty policies can be
divided under the following five headings: (i) the target group
and policy objectives; (ii) policy instruments and agencies
responsible for implementation; (iii) the cost of the policy
and the method of financing; (iv) unintended impact of policy
on recipients on, for example, incentive to work; and (v) pro-
cedure for an ex-post assessment of policy. In general, four
forms of selection can be identified: (i) assessment of house-
holds or individuals based on observable indicators of pov-
erty, such as income or consumption; (ii) group selection by
geographical area, age, gender, or ethnic and social status;
(iii) self-selection by the target group itself in response to
conditions attached to assistance, as in the case of poverty
relief through public works; and (iv) impersonal selection
through intervention in the segment of a particular market,
for example, by subsidizing food prices or fertilizer prices, or
loans at concessional rates, the benefits to different groups
being determined by their market situation. Most poverty al-
leviation schemes involve some combination of the above.
Hussain briefly discussed the relative merits and demerits of
these targeting mechanisms pointing out that every form of
targeting involves costs and administration and that it is im-
portant to have a target, which cannot be manipulated by
people for their own benefit.

139. Agencies and organizations responsible for poverty al-
leviation include government agencies, NGOs, self-help

groups and cooperative organizations and enterprises. Hussain
reminded the participants that one important NGO that has
contributed to poverty-alleviation has been the labor unions.
In the PRC, enterprises have played an important role and
will continue to do so. For the informal sector, instead of try-
ing to bring it into the formal sector, Hussain stressed that
one have to ask what is the best form of social security we
can provide given their situation. Most social security sys-
tems are employee-oriented, and instead of thinking of an
extension of the formal schemes, we should try to think of
alternative ways to reach the informal sector.

140. The principal methods for financing of poverty allevia-
tion policies include financing from taxes or other forms of
government revenue from domestic or foreign sources, social
insurance schemes, and part payment with service. Financing
can be done through combining contributory and non-con-
tributory policies as for old-age support. The financial bur-
den can also be divided between the various government tiers
as in the Minimum Living Standard Scheme (MLSS) in the
PRC.

141. Other aspects to keep in mind when designing anti-pov-
erty programs are their impact on the incentive to work to
save for old age and the possible negative impact on family
and kin support as these have an impact on the incidence of
poverty in the future. However, the adverse effect on incen-
tives is not a sufficient argument against poverty alleviation
programs as this has to be balanced against their benefits.

142. In conclusion, Hussain reminded the participants that
historically, pension schemes have originated to alleviate pov-
erty amongst the elderly. He laid stress on the importance of
taking steps to prevent poverty for the old especially for those
who are normally bypassed by the existing formal pension
schemes. These include small-scale farmers, businessmen,
migrants and the informally employed. Many of these groups
typically have all or some of the following characteristics: (i)
no or few savings; (ii) no physical abilities; and (iii) no rela-
tives to fall back on. Special attention needs to be given to
preventing old-age poverty in general and these groups in
particular. Hussain concluded by stating that if the objective
of the pension scheme is to prevent poverty among the old-
age people, then the best way to achieve this objective is
through a generalized poverty relief program rather than a
specialized scheme.

143. To a query in the open discussion session from Hussain
on how the PRC plans to cater for its poor given that a lot of
them are old. A participant from the PRC replied that the gov-
ernment planned to have a National Conference on poverty
alleviation focusing on rural areas and decided about how to
combine poverty alleviation with pension system reform.
Migrants into the urban areas and people in rural areas posed
a special concern. Another issue is how to redistribute income
from the rich to the poor areas in the PRC and how to set-up
an old-age pension insurance scheme in rural areas. At present,
there are some voluntary contributory schemes in certain ru-
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ral areas in the PRC. Hussain added that the PRC has exten-
sive experience in organizing rural pensions. Many of these
schemes are voluntary only in principle and are compulsory
in nature to provide pensions but these are not sufficient for
subsistence. Another problem is the high rates offered by local
officials, which cannot be paid in the future. Hussain noted
that the PRC is a good case study of the organizational prob-
lems in organizing a rural pension scheme and it was probably
better to have a diversified pension system in different areas in
the PRC. To query from a participant from the PRC regarding
the migration of young couples from rural to urban areas,
Hussain replied that migration has been used as a form of pov-
erty alleviation and that traditionally development has always
involved migration. He added that the PRC government policy
of resettling farmers away from the western areas is desirable
because land quality in those areas is so poor that there may
not be much hope for farmers who stay in these areas.

Design and Implementation of Pension
Reform: Global Lessons

144. Dr. E. Philip Davis, Professor of Economics and Fi-
nance, Brunel University, London, UK began his presenta-
tion on “Building an Environment for Pension Reform: Global
Lessons in Design and Implementation” by noting that pen-
sion systems should provide old-age security, be financially
sustainable, and offer support to economic growth and effi-
ciency. Pension reform is needed due to ageing and owing to
design failures, leading to the failure of pension systems. In
introducing reform, there is a need to ensure that the overall
environment is sound and to make appropriate choices for
design and implementation.

145. Davis listed some stylized models for major pension re-
forms. These include personal defined contribution funds
managed on decentralized basis (Latin America, Eastern Eu-
rope), personal defined contribution funds invested centrally
by public bodies (Hong Kong, China), mandatory occupa-
tional defined contribution funds (Australia), DC PAYG (Swe-
den, Italy, Poland), and abandonment of provident funds and
replacement by PAYG (African countries).

146. The stylized pattern of financial development involves
moving from family-based financing to banking development,
growth of equity finance (initially held by banks, wealthy
individuals, foreigners), insurance companies and mutual
funds, and to corporate bond markets when firms have repu-
tation for credit quality. The preconditions for financial de-
velopment are monetary stability (inflation controlled),
establishment of property rights and financial contract enforce-
ment, public information availability, limited liability for eq-
uity, collateralization for debt, accounting and protection from
fraud. Davis stated that securities markets require stronger
infrastructure than banks but banks are essential for securi-
ties market development (credit for underwriting, market
making). A question that arises is whether pension funds can
be introduced before securities markets develop. In thin and

volatile capital markets with high risks, poor diversification,
lack of skilled personnel with fund management expertise and
risk pension monies are used to fund government deficits.
Pension funds’ comparative advantage in capital markets and
the need for capital markets to offer annuities are other argu-
ments against such an introduction. The case for such an in-
troduction involves the following: (i) the initial investment of
the pension funds will be largely in bank deposits and gov-
ernment debt; (ii) the dynamic link of decentralized funding
to capital markets is increasing saving and asset accumula-
tion, regulations can be eased gradually in line with capital
market development; (iii) pension funds stimulate improve-
ments in financial infrastructure (auditing, accounting, bro-
kerage, disclosure); (iv) there is scope to use foreign expertise;
and (v) the endogenous growth benefits of pension reform,
raising overall economic growth. One example of a country
where pension funds were introduced before securities mar-
kets developed is Chile. Other options include international
investment, where there are benefits to retirement income se-
curity due to diversification but less to the domestic market
(Singapore, Norway), centralized provident funds (Singapore,
Malaysia) that are feasible earlier in the development process
than decentralized funds, personal defined contribution (Chile)
feasible earlier than occupational funds (Australia, Switzer-
land), and to retain PAYG but make DC (Sweden, Italy, Po-
land).

147. What are the regulatory preconditions for pension re-
form? The related issues include record keeping to oversee
contributions, efficiency of administration, skilled personnel
and the degree of political interference. There is a need for
sound accounting standards. Pension reform also relies on
wide range of financial regulators’ satisfactory performance
in the securities markets, banking and insurance. Bank regu-
lation is essential as a key investment of nascent pension funds
involving the evaluation of assets, monitoring of behavior and
remedies in case of default. Insurance regulation is essential,
given its role in annuities and needs to emphasis market dis-
cipline, solvency and consumer protection, while market
should be open to new entry. Training of professional regula-
tory staff, independence of regulators, strong supervisory and
intervention powers, and clear criteria for authorization and
closure are other important aspects of regulation.

148. The main choices in designing and implementation are
between: (i) funding or PAYG mandatory versus voluntary
provision, fiscal privileges for private funded schemes; (ii)
public versus private administration of funded schemes; (iii)
occupation versus personal-funded schemes; (iv) DC versus
DB-funded schemes; (v) internal versus external funding; (vi)
portfolio regulation versus prudent person rules for funded
pensions; and (vii) mandatory or discretionary indexation of
benefits versus annuities or lump sum payments. Issues for
consideration in each design choice include retirement income
security, financing issues including that of sustainability ef-
fects on labor markets and effects on capital markets. Davis
emphasized that the appropriate balance depends on the situ-
ation of the country in question.
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149. Davis then provided a detailed example of the main ben-
efits and costs of mandatory and voluntary provision in some
countries. For relatively advanced countries, equity and effi-
ciency is best balanced by compulsion in basic social secu-
rity (flat rate payments only). The development of an efficient
private sector pension system, based on opting out of earn-
ing-related social security with appropriate tax incentives,
should be sufficient to attract employers and employees. A
mandatory funded scheme may be appropriate where: (i) a
pre-existing voluntary system is wholly absent; (ii) a saving
culture is wholly absent; and/or (iii) even basic social secu-
rity schemes are moribund such as in transition economies.
Davis also raised some issues regarding funding and PAYG.
As regards fiscal privileges, the abolition of tax benefits can
lead to a sharp decline in voluntary pension saving as in New
Zealand or limit private provision as in Germany. In Austra-
lia and Denmark, mandatory schemes enable fiscal privileges
to be reduced or abolished. Davis gave some country ex-
amples regarding public versus private administration. Pub-
lic investment, even if efficient, may lack transparency and
involve hidden taxation such as in Singapore. In Chile and
UK, private (personal) pensions are vulnerable to high ad-
ministrative costs and a possible solution is that via hybrid
‘monopsony’ of public sector buying asset management ser-
vices on behalf of private individuals such as in Sweden. Cost
can be reduced if government collects contributions on be-
half of funds, the case in Argentina. Coming to occupational
versus personal pensions, Davis pointed out that the high cost
of personal pension annuities owing to adverse selection faced
by insurers, as in the UK and US, can be avoided in occupa-
tional funds where risks are pooled. There is also a concern
about financial literacy of personal pension investors, as in
the US. In transitional and emerging economies, short and
uncertain firm’s life-cycle and the need for labor mobility
weaken the case for occupational funds. Regarding DC ver-
sus DB, Davis noted that DB plans have been declining in
the UK and US partly due to the burden of regulation and
higher costs of administration. In Switzerland, there are poor
returns to DC occupational funds showing incentive prob-
lems compared with DB in Netherlands and UK. It is pos-
sible to have efficient DB system with no barriers to labor
mobility and industry schemes such as in the Netherlands.
There is no case in the world of mandatory private DB
schemes. DC schemes lead to the need for safety nets, as in
Chile and Singapore. Regarding internal versus external fund-
ing, Davis noted that in Germany and Japan, internal fund-
ing was popular in the post-war period. Regarding portfolio
regulations versus prudent person rules, Davis noted that in
Japan there was near bankruptcy of private pension funds,
which were largely invested domestically and also noted that
there was evidence of poorer performance of funds with regu-
lations in the range of OECD countries (1980–95). Coming
to indexation and annuities, Davis noted that in UK, com-
pulsory annuitization was criticized due to low annuity rates
pointing to the need for flexibility in drawing down and in-
vestment. In US, there is a concern over dissipation of retire-
ment saving, which also worsens adverse selection for those
who are seeking annuities and in Germany there is compul-

sory indexation of pensions while portfolio restrictions im-
pose an inappropriate asset mix.

150. In conclusion, Davis noted that the governments face a
range of issues in pension reform including ensuring that pre-
conditions are met and appropriate design and implementa-
tion is done. Its responsibility goes beyond pensions and
financial markets to the provision of a stable macro environ-
ment crucial for any pension system. Davis concluded his
presentation by noting some key lessons from the global ex-
perience. Elements of both PAYG and funding should be kept
(given the different risks they are exposed to), otherwise re-
forms should be tailored closely to the current situation en-
suring the underlying preconditions are met (basic financial
markets, regulatory structure and freedom from political in-
terference) with careful attention to sequencing. Legal claims
to pension rights should be established. Once for all reforms
are better than repeated partial reforms that generate uncer-
tainty and no system can protect against all risks.

151. A participant from the PRC began the open discussion
session by noting that the PRC pension system had elements
of both DB and DC plans via social pooling and individual
accounts, therefore requested Davis to evaluate this. Davis
stated that while the overall idea of combining DB and DC
plan is helpful, it is important to keep in mind the following:
(i) what sort of liabilities DB schemes are accumulating and
whether there would be a problem of financing them in the
future; (ii) the funding aspect when going from PAYG to DB
plans; and (iii) the administrative costs for DC plans, what
investments are allowed. Davis noted that there are always
problems to face regardless of the type of pension system
adopted and each country has to find a system that minimizes
the problems given its objectives. Asher added that it is better
to have a diversified system, as having both DB and DC ele-
ments in one scheme or one organization could lead to prob-
lems of transparency and require skills and experience that
may be lacking. Hussain pointed out if the principal objective
of a pension system is to provide basic subsistence, then some
DB element will have to be part of the pension system. Davis
added that DC schemes are often subject to high administra-
tive costs, so that the poorer people are likely to have their
smaller contributions consumed by these administrative costs,
hence DB schemes are probably better for poor people. A
participant from the PRC wanted some more concrete sug-
gestions and recommendations for pension reform in the ATEs.
Davis stressed that retaining some basic amount of social se-
curity as well as having a funded element are important. For
funding, Davis recommended the provident fund model and
the Chilean personal-account model but cautioned that one
must be careful about its organization and avoidance of ad-
ministrative costs and having adequate investments. For the
latter, Davis suggested that the ATEs should invest globally
but should also have a large proportion of money going into
the domestic capital market. Hussain added that there should
be a combination of current contributions and funding as full
funding in the ATEs would involve penalization of current
generations. A participant from the PRC raised the point that
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in the PRC, the pension received depends on the last salary
(or last employer), which would have repercussions for people
moving from one job to another and from region to another at
the time of retirement. Davis stated that the issue related to
actuarial fairness and that in a funded DC scheme, one should
ensure that there is a transfer of value of their earlier contri-
butions to their new job in such a situation and that DB should
be average salary-based, taking into account inflation rather
than last salary-based. Guerard added that pensions should
be seen as deferred compensation and reflect the career earn-
ings. As the pensioner moves between jobs or regions, Guerard
recommended moving the asset that guarantees the fund or
moving pension rights and pooling them together. Asher added
that good record-keeping was necessary for this.

Governance and Regulatory Issues

152. Dr. E. Philip Davis gave another presentation on “Pen-
sion Fund Management: Governance and Regulatory Issues”
by noting that while pension reforms commonly lead to an
increased role for funding, the crucial element is the appro-
priate investment of assets. Davis examined the nature and
influence of governance and regulatory aspects in archetypal-
established mandatory systems, in order to draw lessons. In
his presentation, Davis looked at the basic arithmetic of fund-
ing, models of mandatory funded pensions, governance is-
sues in investment, regulatory issues in investment and the
performance of mandatory funded schemes.

153. The return to PAYG depends on population growth, pro-
ductivity and dependency ratio, while the return to funding
depends on the rate of return on assets invested and the pas-
sivity ratio. Funding advantage depends on whether the rate
of return exceeds wage growth (compounded if dependency
ratio exceeds passivity). Economically, it is unlikely that wage
growth could exceed asset returns for long periods (other-
wise build-up of debt). Models of mandatory-funded pensions
include personal DC funds managed on decentralized basis
(Chile), personal DC funds invested centrally by public bod-
ies (Singapore, Malaysia), and mandatory occupational DC
funds (Australia, Switzerland). Governance concerns issues
of control over funds exerted by beneficiaries and/or ultimate
liability holders under the normal legal system. Regulation
concerns issues of control over funds exerted by supervisory
agency nominated by government for specific oversight of
the sector in question. Davis emphasized that governance and
regulation are mutually reinforcing and not independent.

154. In personal pensions, governance operates largely via
consumers’ ability to exit and the desire of investment firms
to maintain reputation. High costs of transfer, as in the UK,
weaken this link. In occupational funds, there is a form of
trust, foundation or captive insurance company. Personal li-
ability of trustees for sound investment decisions is also con-
sistent with regulations. However, the weakness shown in UK
with the Maxwell scandal involving the abuse of assets with
trustees’ knowledge as well as frauds, points to the need for

careful regulation and to the desirability of occupational and
pension funds having different balance sheets. Key issues for
occupational funds include who nominates trustees and as-
sets managers, how knowledgeable are they and should em-
ployees be a majority on the board of trustees. Public funds
have parliamentary or government nominees and are subject
to government oversight in all governance structures. There
is an important role for information, performance measure-
ment and control of administrative costs. Issues of governance
also arise from politicization and from corporate governance
by Funds. Regarding information disclosure for consumers,
which is an essential complement but not a substitute for regu-
lation (lack of understanding and countervailing power). In-
formation disclosure should ideally include investments,
charges, returns, individual balances and actuarial projections.
Another issue connected with governance is that of perfor-
mance measurement. This involves the calculation of both
returns and risks on a portfolio during a given period by an
independent body and is essential in personal funds to enable
individuals to exercise informed choice, and exercise gover-
nance via exit. Public funds need it for parliamentary over-
sight and in occupational fund, it is of relevance mainly to the
bearer of ultimate risk (company in DB, individual in DC).
Regulators also use performance measurement in personal DC
systems. Another governance issue is the control of adminis-
trative costs. These costs reduce the realized investment re-
turns, and were particularly high in Chile (costs of switching,
promotional costs, costs of running individual accounts).
Administrative costs are low for provident funds, intermedi-
ate for occupational funds and higher for occupational DB
than DC funds. The politicization of investment is a key gov-
ernance issue for centralized funds, impacting on investment
returns. In worst cases, it can finance government consump-
tion of ‘white elephant’ projects, avoiding international in-
vestments that are vulnerable to inflation. Corporate
governance is a means for ensuring that management of com-
panies in which funds invest, does not act contrary to inves-
tors’ interests. To be effective, the legal system needs to support
investors’ rights and not managers’ interests. In the corporate
governance movement among US public sector schemes, the
effect on returns is a matter of controversy. Mandatory funds
may easily dominate domestic shareholder base pointing to a
need to monitor managers since liquidity of stakes is low. In
most cases, mandatory funds are passive investors or invest
largely in government bonds or international assets, as in
Singapore.

155. Davis pointed out that regulation is particularly essen-
tial for decentralized funds. The role of pension regulator in-
cludes the following: (i) to manage the institutional structure
of the sector; (ii) oversee information disclosure; (iii) ensure
that records are maintained on contributions and rights to ben-
efits; (iv) review collection of investment and cost data; and
(v) enforce laws on pension reserves, management and ben-
efits. Possible regulatory models are that of Chile for per-
sonal funds with single agency with on-site inspections and
continuous assessment of transactions and that of the Nether-
lands for occupational funds and insurance where regulator
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oversees both benefits and investments and has involvement
with structural issues. The choice between prudent person rules
and portfolio restrictions can be seen as a choice between
quantitative limits on risky assets versus the requirement to
diversify prudently. The case against quantitative restrictions
includes the following: (i) it hinders appropriate investment
strategies; (ii) it is harder to allow for duration; (iii) its focus
is on assets and not portfolio; (iv) inflexibility; (v) adverse
incentive effects (for investors and governments); (vi) limits
scope for international investment; and (vii) the adverse ef-
fects on asset management sector and the economy more gen-
erally. The case against prudent person rules includes the
following: (i) inexperienced and poorly managed sectors need
for transparency and high degree of trust; (ii) restrictions are
more readily monitored; and (iii) capital outflow controls.
Returns and contributions regulation are counterparts to sol-
vency regulation in DB schemes. For example, in Singapore,
returns to consumers set relative to bank deposit rates regard-
less of actual returns. Insurance and guarantees are often de-
sired for social reasons. The economic issue of moral hazard
arises from such public guarantees other than for fraud, ne-
cessitating monitoring and capital or portfolio restrictions. In
Switzerland, there is a guarantee insolvency of pension pro-
vider while in Australia there is only guarantee against fraud.
In Chile, the government guarantees a minimum return if pen-
sion fund returns inadequate. Other regulation related to fund
management and governance include separation of custody
of securities, capital requirements for asset managers, loss
sharing for managers, restrictions on commissions, separa-
tion of fund from company in occupational funds, accounting
standards, and authorization, merger and closure of funds. The
performance of mandatory funded schemes provides an acid
test of effectiveness of governance and regulation. The aver-
age returns are highest in Chile and Malaysia. In Singapore,
they are hindered by government pre-emption and in Austra-
lia, Switzerland by historic portfolio regulations. In conclu-
sion, Davis emphasized that it is useful to highlight the nature
of the risks impinging on the realized returns to individual
members of funded schemes. Regulation and governance can
only address the first two of the following: (i) risks arising
from the operation of the pension system (political interfer-
ence, poor management, conflicts of interest, administrative
costs, competition); (ii) risks arising from inappropriate regu-
lation (portfolio restrictions); (iii) risks arising from the per-
formance of financial asset markets (domestic and global);
and (iv) risks arising from the nature of the pension system
(longevity risk).

156. Davis concluded by giving some lessons from global
experience. Prudent person regulation where feasible, is su-
perior to portfolio restrictions. Public investment of pension
monies suffers risks of politicization. It is crucial that regula-
tion of private asset managers and pension fund trustees be
sound. Occupational funds where feasible, are superior to
personal pensions, owing to costs albeit with incentive prob-
lems in investment of DC funds. Davis emphasized that in
developing or transition economies, the case for personal pen-
sions becomes stronger.

157. In the open discussion session, Guerard reiterated that
good governance has deep roots in infrastructure, therefore
well-qualified professionals are needed for accounting and
actuarial projections to guarantee success at the implementa-
tion level. In the discussion after a point raised by a partici-
pant from the PRC on limitations on investment, Vohra
reiterated that portfolio investment limitations in Chile have
led to a rise in administrative costs since pension funds in-
curred greater marketing costs as their portfolios began to be
similar to each other. Whitehouse, however, pointed out that
the reason for similar portfolios in Chile might have been the
relative rate of return guarantee rather than the limitations on
investments. Guerard pointed out the desirability of having
both quantitative restrictions on investments and the prudent
man rule together. Vohra added that the regulatory authority
must be composed of people who understand risks and the
evolution of the market.

Country Updates

158. In the last session on “Pension Reform Strategies: Coun-
try Presentations”, the delegation from the PRC noted that
the social security system is facing problems in the country
due to lack of adequate funds and problems in its administra-
tion and management. Pension reform in this case should aim
to save expenditure and open more channels for funding. To
reduce expenditure, the contribution period for the DC com-
ponent should be increased, the basic pension should be
closely related to the contribution period, and the replace-
ment rate be gradually reduced. Early retirement should be
controlled and the pension benefit criterion standardized and
consolidated. Also, the payment of pension benefits should
be centralized, as this will reduce the scope for fraud. To in-
crease the income of the pension fund, the PRC delegation
suggested financing through multiple channels and strength-
ening the collection of contributions. For the latter: (i) the
pension system coverage must be expanded; (ii) the verifica-
tion of the contributory base must be strengthened; and (iii)
delays in collecting contributions should be sorted out. For
financing through multiple channels, part of the state assets
should be sold to get cash to allocate to the social security
fund, which should also be allowed to receive donations to
finance the pension benefit.

159. The delegation from the Lao PDR listed out the prob-
lems and issues relating to its pension system and suggested
some reforms. Some problems relating to the public sector
pension system are as follows: (i) lack of effective data on the
number of pensioners; (ii) late delivery of pension benefit to
retirees in remote areas due to poor infrastructure; (iii) delay
in payment of funeral related benefit; and (iv) some people
reaching the retirement age of 60 but not wanting to retire.
With the private sector scheme, the main problem is the un-
der reporting of wages and number of workers. The strategic
reforms suggested by the delegation for the public sector pen-
sion system include the following: (i) the data collection form
should be redesigned in the same format for the whole coun-
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try; and (ii) the staff concerned should be trained for data
collection. Further, the delegation noted that external assis-
tance in data collection would be needed. For the private sec-
tor, the delegation suggested that public education programs
should be conducted regularly, the MOLSS and the MOF
should have a close coordination to encourage compliance,
an appropriate penalty structure for non-compliance should
be set-up and the Social Security Organization Board should
use professional assistance.

160. The delegation from Mongolia stated that Mongolia has
the state compulsory pension system since 1995. However,
the high fiscal deficit is expected to increase if the existing
pension system is to continue. The current pension system in
Mongolia will soon face serious pressure from demographic
shifts when the baby boomers start to retire, in addition to the
pressure from higher life expectancy and lower population
growth. The coverage ratio is not expected to increase as most
urban residents are already in the system and others (farmers)
are difficult to reach. Another problem with the current pen-
sion system is the over generous benefits package for pen-
sioners, which are unlikely to change. Collection is unlikely
to increase because the contribution rate is already too high,
which hurts domestic savings and limits employers’ interest
to create jobs. There is not much possibility for cross subsidi-
zation from their social security schemes. Further, govern-
ments’ continued fiscal support to the pension system is
questionable, as the fiscal deficit is already 7.4 per cent of
GDP at 13 billion MNT. In addition, the government also has
to spend 13 billion MNT for the social assistance fund. The
pension reform in Mongolia aims to move from PAYG to two
separate systems: (i) which continues PAYG for those born
before 1 January 1960; and another (ii) fully funded individual
account system for those born after 1 January 1960. This con-
version is to be completed by 2007. By 2020 women should
retire at the age of 60 while increasing retirement age limit by
6 months every year from 2011. The Mongolian delegation
noted that the government is strongly committed to reform
and a long-term strategy has already been made. The admin-
istration is handled by an independent government agency,
which is also responsible for fund management and Mongolia
has enacted the Social Insurance Law in 1995. The delega-
tion listed some key challenges of pension reforms in
Mongolia. The SSIGO does not have sufficient capability in
performing actuarial analysis and there are only limited
sources for government to obtain additional financing for pen-
sion reforms as there are no more SOEs to privatize. Under-
developed capital markets pose a problem and the policy now
is to invest overseas (NYSE, HKG, Tokyo). The foreign re-
serve is about 15 per cent of GDP. Another problem is that
there is no trust law or fund management companies law in
Mongolia.

161. The delegation from Myanmar described the main fea-
tures of the social security system in Myanmar. It listed the
lack of good financial conditions, technical knowledge and
the need to reduce the fiscal burden of the civil service pen-
sions as the main issues facing pension fund in Myanmar.

The delegation also emphasized the vital role that computers,
computer technology and resource persons in the related fields
are vital to the realization of the old-age pension scheme.

162. The Cambodian delegation made some recommenda-
tions for building a sound legal, regulatory and institutional
framework for the social security system in Cambodia. On
the basis of the issues deliberated at the workshop, they rec-
ommended a review of the Draft Law and re-examining the
basis of implementation in terms of coverage, benefits, con-
tributions and management. The delegation recommended
changes to the Draft Law in the following areas: (i) defining
the term ‘contribution’ as contribution or fees and not tax; (ii)
redefinition of the base of contributions; (iii) define an ap-
proach to basic exemptions; (iv) rate and collection of contri-
bution; (v) revising the retirement age; (vi) determination of
retirement benefits, survivor pensions; (vii) adjustment of
pension benefits for inflation taxation issues, methods of dis-
tribution of benefits; and (viii) the need for actuarial analysis.
The delegation also identified the following areas for review:
coverage, contributions, benefits and management, in particu-
lar, issues related to managing the NSSF. The delegation noted
that the social security system in Cambodia has to start al-
most completely from scratch as both physical and human
resources and institutional resources were eliminated earlier.

163. In its country presentation, the delegation from Viet Nam
listed some of the achievements of their social security sys-
tem as well as some outstanding issues that remain to be ad-
dressed. A main problem is the low percentage of coverage
with only 10 per cent of the total number of workers nation-
wide being covered. While the Labor Code defines two social
insurance schemes, compulsory and voluntary schemes but
the voluntary scheme is not in effect yet. For example, the
employee in co-operatives and other forms of workers who
desire to participate in social insurance are not covered by
social insurance schemes. Another problem is the lack of cor-
respondence between the benefit and contribution rates. Also
in the long-run, the social security fund cannot be expected to
be self-financed with the current contribution and benefit rates.
To deal with the above problems, the following recommen-
dations were made by the delegation: (i) extension of cover-
age of social security to establishments with less than 10
employees; (ii) supplementing the compulsory social secu-
rity policy with six benefit schemes relating to sickness, ma-
ternity, retirement, survivor’s, unemployment, employment
injury and occupational disease; (iii) change in the contribu-
tion and benefit rates and developing the voluntary old-age
benefit scheme for rural workers, non-state workers and self-
employees; (iv) review of early retirement and male–female
differential retirement ages; (v) improvement of management
of social security; and (vi) developing an information tech-
nology system for management of the fund, contribution, ben-
efit payment activities and other fields of administration.

164. Commenting on the country presentations, Hussain noted
that it is better to use retirement than life expectancy at birth
in pension calculations. Guerard described the Cambodian ef-
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forts at setting-up their pension plan as a comprehensive effort
and suggested the public reporting of results in Cambodia and
the setting-up of an independent supervisory body to have
checks and balances. Chhikara enquired about the seriousness
of the funding issue in the pension system in the PRC from the
delegation. A PRC participant reiterated that the contribution
collection needs to be strengthened, the management of the col-
lection needs to be improved, benefits should be aligned with
contributions, and incentives for compliance should be im-
proved. The funding problem is mainly because of the
government’s needs to pay transition costs. The PRC is now
probing multiple channels of funding and, the participant stated,
foreign experience is needed for this. Vohra noted the common-
alities in the pension problems of all the six countries partici-
pating in the training workshop. These relate to coverage,
contribution, assessment and collection, computation of ben-
efits, retirement age, management and the social security bud-
get. He stated that the PRC could learn from the provision of a
separate social security budget in Viet Nam. Davis advised the
Mongolian delegation to examine the annuities market seriously.
Hussain noted the importance of calculating the cost of admin-
istration especially in the PRC case where they are not fully
transparent. He suggested that drawing on Viet Nam’s experi-
ence, the link between old-age pensions and other social secu-
rity benefits must be examined, as old-age pensions will not
automatically reduce old-age poverty due to low coverage.
Hussain also suggested that the link between old-age pension
and health care insurance should be examined.

Conclusions

165. The Training Workshop was jointly closed by Mr. Jiao
Kaiping, Director General of Pension Insurance, MOLSS,
PRC and Mr. Bruce Murray, Resident Representative, ADB,
Resident Mission, Beijing. On behalf of the MOLSS, Kaiping
congratulated the participants on the successful completion of
the conference and thanked the resource persons. He stated that
the Training Workshop had been organized at the right time
from the PRC’s perspective. With globalization and the transi-
tion from a planned to a market economy, market reforms have

taken place and SOE restructuring has been undertaken. This,
combined with the impact of the rapid ageing population,
has provided impetus for pension system reform in the PRC.
Kaiping stated that the fact that the ADB and ADB Institute
had organized this Workshop in Beijing was of great sig-
nificance given th pension system reform initiatives under-
taken recently in the PRC. Kaiping added that the Workshop
had provided an opportunity for the ATEs to exchange their
experiences in pension system reform and learn about the
global experience from the resource speakers and this ex-
change would be beneficial to all. Kaiping suggested clas-
sifying countries according to their inflation rates in different
time periods to examine the impact of the inflation rate on
pensions. Kaiping also suggested that if the resource speak-
ers have more specific recommendations for each country
regarding the financing of pensions and other aspects of pen-
sion reform, it would be more beneficial for the ATEs.
Kaiping concluded by stating that in future he hoped to have
further cooperation from the ADB and ADB Institute and to
continue the exchange of experiences with the other coun-
try delegates.

166. Murray observed that a wide range of topics related to
pensions had been discussed at the Training Workshop. He
noted that pension reforms are critical and challenging is-
sue in ATEs and though the road ahead in pension reform in
the ATEs may be full of potholes and wrong turns, he was
confident that with the knowledge and hard work of the par-
ticipants to the training workshop, a better future for the
senior citizens would be obtained. He hoped that the train-
ing workshop had imparted tools and knowledge that would
be useful to the participants when they returned to their re-
spective countries. Murray thanked the management and
staff of the ADB Institute and the PRC MOLSS, Morgan
Stanley, the resource speakers and translators for making
the training workshop a success and also thanked the par-
ticipants for taking time out from their busy schedules to
attend the workshop. Chhikara thanked the MOLSS for their
co-operation. Murray wrapped up the training workshop by
distributing certificates to the participants.
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