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The general responsibility for the provision of public pension rests
with the state al nbst everywhere. The reason for the governnent to be
i nvol ved with providing mandatory public pensions is well-known: private
annuity nmarkets are not able to distinguish between people who are likely to
be long-lived and people who are likely to be short-lived, and consequently
adverse sel ection and noral hazard probl ens may plague private annuity
mar kets, which tends to drive up annuity prices. Unlike private pension
public pension nakes it possible to spread risk across the |argest nunber of
peopl e--including the whole population in a single insurance pool or in a
smal | nunber of pools, thus substantially |Iowering the costs of insurance and

adninistration.m ( Verbon 1988; Blinder 1988; Davis 1995)

If a public pension systenms has to be provided by the state, then one
may ask which | evel of government should bear the primary responsibility of
pensi on provision and administration. This question is especially relevant to
China's pension systemreform because one of the dominant features of the
current systemis a high degree of decentralization and fragnmentation in
pensi on provision and administration. The literature on public pension offers
little help to answering the question. Since, in the Wst where theories of
public pension are nost devel oped, with few exceptions, the provision and
adm ni stration of public pension is alnbst universally unified, the question
i s considered as extraneous and thereby negligible. Turning to the practices
of other countries, we find that national pension schenes varies so wdely
that there seens no single nodel or paradigm O course, some schenes work

better than others,ﬂ but we cannot expect to transplant what works el sewhere
to China w thout adaptation, for each country has its own tradition, social
structure, power distribution, or other specific characteristics that
condition its choice of institution.

The focus of this paper is the adm nistrative di nension of China's
pension reform However, the way a pension systemis adnministered is closely
related with the way pension provision is arranged. Therefore, both pension
provi sion and pension adninistration will be discussed in this paper. The
first section of the paper exanines nmmin variables that affect the
adm ni strative structure of public pension. The next section outlines the
mai n characteristics of the current system The third section describes sone
of China's newreforminitiatives. The fourth section conrents on probl ens
associated with China's fragnented pension system The fifth section presents
sonme suggestions on the direction toward which China's pension reformshould
head. The paper ends up with a brief discussion of the politics of pension
reform

Pensi on Provi sion and Pensi on Adm ni stration

1 There is a good deal of evidence that the operating costs associated with
gover nment provi sion of insurance are often | ower than those private schenes.
(Verbon 1988)

2 "Better" in the sense that they are nore effective and efficient in

al l eviating poverty, redistributing incone, and pronoting social welfare and
stability.



t he charge of,"'

The term "adm ni stration" could nean either "to provide with," "to have
' or "to act as executor or trustee of." In this paper

"pensi on adm nistration" is narrowy defined, neaning "to have the charge of
pension provision." Mrre specifically, it involves perfornmng the follow ng
functions:

. Enuneration
« Record keeping

« Contribution collection

« Benefit determ nation

« Benefit paynents and other clientele services
« Regul ating pension funds

« Supervising the operation of the system

« Protecting insured persons fromerrors and abuse (World Bank 1994b)

"Pension provision," on the other hand, nmeans "to neke pension insurance

avai l able to." \Woever provides pension insurance has the authority to
specify the followi ng essential paranmeters of a pension system

Type of A d-Age Protection Wether a provident fund approach or a
soci al insurance approach should be adopted in setting up the pension

system (1 LO 1989).

Range of Coverage Wo will be covered by the systen? Al citizens
above the retirement age, all elderly workers, or only former workers of
| arge establishnents?

Unit of Pooling What is the appropriate |evel of pooling? An
enterprise, a group of enterprises, a county, a prefecture, a province,
or the whol e nation?

Source of Funds Who will contribute? The government al one, or
enpl oyers and enpl oyees as well? Wat will be the cal cul ati on base for
pension contribution? How high will contribution rates be?

Met hod of Financing How will the system be financed? Fully funded,
partially funded, or pay-as-you-go?

Qualifying Conditions for Benefits What requirenents does one have to
nmeet to be eligible for pension benefits? Merely attainment of a
specified age? O nore conditions, such as resident status and

conpl etion of a specified period of contributions, have to be satisfied?
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Asian countries are nore likely to adopt the provident fund approach

Exanpl es are Singapore, |ndonesia, Ml aysia, and India. See Appendi X.



Benefit Fornmula WII the systembe a defined benefit, defined
contribution, or a conbination of the two formulas? |f defined benefit,
will the benefit rate be flat or will it be related to wage | evels or
years of work or both? WII the benefit |evel be indexed? |If yes, wll
it be indexed against price or wage or both?

Managenent of Pension Funds WII| pension reserves be publicly or
privately nanaged? Were and how will the pension funds be invested?

O her Pillars WII occupational pension plans and/ or personal saving
pl ans be used to suppl enent the public pension prograns? |If yes, wll
they be voluntary or nmandatory?

Pensi on admi ni strati on and pensi on provision thus are separate but
rel ated concepts. |In sonme countries (e.g., Gernany and Switzerland), pension
provision is centralized but pension adninistration is decentralized. |If
| ocal governnents are allowed to make deci sions about the paraneters of
pensi on provision, however, it is inpracticable for the central governnent to
adm nister the system It is hard to find any country in the world in which
pensi on provision is decentralized but pension adm nistration is centralized
(see Appendix). Unified and centralized adm nistration is feasible only if
two preconditions are net:

St andardi zation: All system paraneters (type of system range of
coverage, source of fund, nethod of financing, qualifying conditions for
benefits, benefit formula, funds managenent, supplenmental tiers) are
standardi zed throughout the country.

Integration: All |ocal pension pools are integrated into a nationa
pool

When pension provision is thoroughly standardi zed and integrated, it can
be called a unified provision. As country profiles in the Appendi x shows,
pension provision in the United States, Britain, Australia, Sweden is highly
uni fied, and consequently the adnmi nistrative structures of these systens are
unified and centralized. 1In sone countries, pension provision is only
standardi zed but not integrated. Canada is an exanple, where two legally
separ at ed pensi on programs co-exi st: the Canada Pension Plan and the Quebec
Pensi on Plan. However, the two prograns are so sinilar to each other in
| evel s of benefits and rates of contribution that the two are usually referred
to as the Canada/ Quebec Pension Plan. Nevertheless, due to divided authority
over public pensions, Canada has a bifurcated adm nistrative system in which
the federal government is dominant in age-related prograns, while the
responsibilities and activities of provincial governnents are nuch nore
extensive than their counterparts in the above-nentioned countries. There are
al so countries which have several nationally integrated pension prograns
covering different segnents of the population. For instance, prior to the
1985 reform the Japanese public pension system conprised three schenes: the
Enpl oyees' Pension Insurance (EPlI) was the programinsuring the labor force in
the private sector; the Miutual Aid Association (MAA), the enpl oyees of the
public sector; and the National Pension |Insurance (NPlI), farnmers and self-
enpl oyed individuals. Their contribution formulas were not standardi zed and
there was al so wi de benefit gap between these plans. Although these prograns



were admi ni stered by the Social Insurance Agency at the national |evel, the
system as a whol e had been criticized as being too fragnented.

These exanpl es denpnstrate that the structure of pension administration
is closely related with the degrees of standardization and integration of the
country's pension provision. No nobdel of administrative arrangenent is good
for all kinds of systens. Centralized administration nmay be inperative for a
unified system But, for a systemthat is neither standardi zed nor
integrated, centralized adninistration nay be nore ineffectual and costly than
decentralized administration. Hence it is pointless to discuss, in abstract
terns, what are the appropriate roles of central and |ocal governments in the
adm ni stration of public pension. Different pension systens place different
kinds of information and resource constraints on the effectiveness of pension

admi ni stration respectively by the central and | ocal governnents.@ What is
the appropriate administrative arrangenent depends on the type of pension to
be provided. |In designing the structure of pension adm nistration, policy-
makers thus must think of what kind of arrangement could work nost effectively
and efficiently within the institutional constraints inherent in the pension
systemthey are building up, rather than what ought to be in an ideal system
The ways of adninistering different systems ought to be different.

Pensi on Provi si on and Pensi on Adm ni stration in China

Conpared to nost of the countries that offer public pension prograns,
pension adnministration in China is extrenmely decentralized. Such a high
degree of decentralization is not surprising given the fragnentation of

pensi on provision in China.

So far, China has not yet had a social security |law that provides a

coherent |egal framework for public pension in the whole nation.E The centra
government, through its various mnistries, issues directives concerning
pension provision fromtime to tine. But there are nearly no provisions
universally applicable to workers in all regions, of all occupational status,
and enmployed in all sectors and by enterprises of all ownership forns. Thus,
provincial and |l ocal authorities are allowed to pass their own provisions in
regard to pension provision. (Borchard 1993) As each |ocal governnment in
effect draws up its own blue-prints for pension reform there emerges a
pensi on systemthat shows considerable diversity in pension provision across
regions as well as work units.

This section starts with an examination of the fragnmentation in pension
provi sion along two di mensions: the degree of integration and the degree of
standardi zation . It then assesses the inpact of the systemon its
adm ni stration. The fragnented provision gives rise to the decentralized
admi ni stration; the decentralized adm nistration in turn reinforces the

4 For instance, the infornation problemis nore severe for the centra
government in a neans-tested schene than otherw se

S  Another exanple of fragnented pension provision and pension administration
is Colonbia. See the profile of Colonbia in the Appendi x.

6 Adraft of Social Security Law is at an advanced stage. For comments on
the draft, see bel ow



fragmentation in provision. The nost challenging task of China's pension
reformis to reduce the fragnentation in provision, and to make the reforned
systemand its adm nistration nore unified.

1. Low Degree of Integration

One of the objectives of the pooling of social insurance is to spread
ri sks anong the population. To realize the full benefit of risk-spreading,
the size of the basic unit of retirenent pension pooling should be as |arge as
possible. As a matter of fact, in many countries, the unit of pension
financing and provision is the whole nation. However, China's pension pooling
has been characterized by a | ow degree of integration, nmeaning the unit of
pool i ng has been too small

A national systemused to exist for the financing and paynent of pension

benefits in China between 1953 and 1969.E During the Cul tural Revolution
(1966-1976), however, trade unions--the primary organi zations responsible for
admi ni stration of |abor insurance--were di sbanded, which brought an end to the
national ly unified pension system Consequently, pension insurance becane the
responsi bility of individual enterprises (Ahnad & Hussain 1991).

The transition to an enterprise-based pension systemdid not i mediately
cause much concern, for the nunber of retired workers was still relatively
small then. However, with nore and nore workers reaching the retirenent age,
pensi on expenditures placed an increasingly heavy burden on old state-owned
and collective enterprises with a |long standing, thus severely inpairing the
devel opnent capacity of these enterprises. After China entered an era of
economi ¢ reform the uneven distribution of pension costs also neant an
unequal conpetitive status in the market. |In order to break the direct link
between the enterprise and the provision of all pension incone, and to
redistribute the costs of retirement programs across enterprises, the centra
gover nment began, in the nid-1980s, to encourage | ocal governnents to
experiment in setting up retirement pension pools (Chow 1988).

Pensi on pooling arrangements anong enterprises have since been
est abl i shed t hroughout China. Most of the pension pooling schenmes are done at
the level of cities and counties. This does not necessarily nean that each
city or county is covered by a single pool. Instead, as will be shown bel ow,
nost cities and counties have numerous separate pooling schenes. Under these
schenes, participating enterprises contribute a certain percentage of their
payroll to a pool, which in turn pays the pension benefits to insured

7 According to the 1953 Labor |nsurance Regul ations, participatory
enterprises were required to contribute a sum equivalent to three percent of
the payroll towards a | abor insurance fund. Thirty percent of this nonthly
contribution was transferred to a account of the All-China Federation of Trade
Union so that a certain degree of redistribution could be effected between
enterprises of varying financial commtnents. The remai nder went to the
enterprise's trade union account for benefit paynents. Surpluses fromthe
nont hly expenditures at the enterprise | evel would be submtted to nunicipal
provincial, or mnisterial adm nistration (depending on enterprise
affiliation) for resource pooling. The central governnent routinely
subsi di zed program expenditures in case of shortfall. (Chow, 20-23)



enpl oyees. The percentage of the payroll paid into the pool and the
proportion of pensions the pool pays out vary between schenes but not within
schenes. In other words, city or county has not yet become the basic unit of
pensi on financing and provision. The basic unit is nerely a collection of
enterprises organi zed al ong various lines (Shao & Chen 1991). Conpared to the
old system the scope of pension financing, of course, has been expanded.
But, this is but the first step to turn the enterprise insurance into social
insurance. Even if all retirement pension pools within a nmunicipality or
county were to be conbined into a unified |local pool, differences between

| ocal pools would still be very large. Since the ratio of the retired to the
| abor-force varies w dely across regions, the burden of pension financing
woul d be very unevenly distributed as long as these | ocal pools are not
integrated into a national pension system (Hussain 1993)

2. Low Degree of Standardization

Since there are no national legislation directly addressing the question
of which social groups are to be covered by the pension system the range of
coverage varies fromlocality to locality. For instance, it is within |loca
governnments' discretion to determ ne whether conpul sory pooling prograns
shoul d be established for private enterprises and sel f-enpl oyed workers, and
workers in joint ventures. |In sonme places, they are covered but in other

pl aces, they excluded.E

Mor eover, as pointed out above, within each locality, there usually
exi st a variety of separate schemes covering different groups of the |oca

population.E The first dividing line lies between civil servants and public
institution enployees on the one hand and enterprise enpl oyees on the other
Unli ke schenes for other categories of people, the one for governnent staff
and workers is directly and entirely financed by the state budget. As for
enterprise enpl oyees, they are conmonly placed in separate pools according to
the ownership formof their work units. W rkers in state and collective
enterprises are likely to be put in separate pools, not to nention workers in
joint ventures and private conpanies, if they are covered at all. Mbreover
enpl oyees working in state-owned enterprises are not necessarily covered by
the sane program There are 11 sectoral pension plans. For instance, the

M nistries of Railways, Post, and Tel ecommuni cations, and the electricity
departnment of the Mnistry of Energy and the National Construction Conpany
pool funds on a nationw de but sectoral basis. These prograns are not only
different fromthose for the rest of the state sector but also different from
each other. Finally, even within the sane sector, pools for pernanent workers

8 For instance, in Beijing, pension pooling has been extended to all urban
wor kers except for the self-enployed (and government workers are covered in a
separate systen); in Yantai, pension pooling has been extended to all non-
gover nment al urban workers including the self-enployed; in N ngbo, the pension
system now covers all urban enterprise workers and will expand coverage to the
sel f-enpl oyed in 1995; and in Chengdu, pension pooling has been extended to
all enterprise workers including tenporary workers and the sel f-enpl oyed.

9 Public pension is still largely absent in the Chinese countryside. There
have recently been sone innovative prograns of funded individual accounts for
rural pensioners are being initiated, but they are voluntary.



are often kept separate fromthose for contract or temporary workers (Lee
1993).

As a result of the above-nentioned divisions, it is not unusual for a
locality to have multitudi nous pooling schenes, each of which covers only a
smal | segnent of the urban population. |In the country as a whole, there nust
be thousands of separate pension schenes. These schenes differ widely in
their contents:

Base for Contribution |In different schenes, contributions are paid on
di fferent bases. |In some schenes, contribution base equals standard
wages, allowances and subsidies; in others, the base is obtained by
addi ng pensi on expenses fromthe previous year to standard wages,

al | owances and subsidies; and, in still others, the contribution base is
the total wage bill including bonuses.

Rate of Contribution No uniformcontribution rate has been established
across pooling schenmes, as would be needed to elimnate the distortion
Local governnents, and even their subordi nate agenci es, have the de
facto authority to determine contribution rates. For |ocal policy-
makers, the nost inportant concern is to match contributions with
pensi on expenditures. As a result of the different ratios of pensioners
to the | abor force across regions and sectors, contribution rates vary
wi dely across regions, sector, and even across enterprises in the sane
sector. To reflect fluctuation in retirenment pension expenses, Sone

| ocal policy-nakers even change contribution rates year by year. (Bank
39, 49)

Met hod of Financing Retirenment pensions for permanent enpl oyees in
state-owned enterprises are operated on a pay-as-you-go basis, while
pooling for contract workers is funded. Sone cities prevent the use of
contract workers' pension funds to help pay retirenent expenses for

per manent enpl oyees, while others allow them

Benefit Fornmula There is a great variation in insurers' pension
benefits. Schenes for permanent enpl oyees of state-owned enterprises
and government agencies generally use a defined-benefit fornula that
prom ses a specified pension to retirees, while schenes for contract
wor kers nmay contain sone el ements of a defined contribution fornula.
Even within the former category of schenes, enployees' benefit |evels
vary across regions, sectors, and enterprises. (Wrld Bank 1990)

3. Fragnentation and Decentralization in Pension Adm nistration

To a large extent, the fragnentati on of China's pension system can be
attributed to the dispensation of authority over pension provision. In China,
a great nunber of scattered governnent agencies are involved in retirenment
pension policy fornmation and inplenentati on, but none enjoys exclusive policy
authority. The Mnistry of Labor (MJL) oversees pension provision for state
enterprise staff and workers, the Mnistry of Personnel (MOP) is in charge of
the sane tasks for enployees working in governnent organi zations and public
institutions, while pension prograns for those aged people without famly
support in rural areas and for the retired soldiers fall under the
jurisdiction of the Mnistry of Cvil Affairs (MOCA). 1In addition to these



three ministries, other governnent agencies such as State Reform Conm ssion
(SRC), State Planning Conm ssion (SPC), State Econom c and Conmerci al

Conmi ssion (SECC), All-China Federation of Trade Unions (ACFTU), the Mnistry
of Finance (MOF), China National Comrttee on Aging (CNCA), People's Insurance
Conmpany of China (PICC), People's Bank, and even Central MIlitary Conm ssion
(CVMC) have also, to a varying degree, contributed their efforts to the
operation of the current pension systemand the designing of China's future
pensi on system (World Bank 1990)

Wth so nany government agencies playing in the arena of pension
provision, it is inperative to define clearly the role of each agency.
However, the division of |abor and power between themis rather confusing.
Under such an institutional environnment, jurisdictional conflicts is
unavoi dabl e: when these agencies fromtine to tine issue directives concerning
pensi on provision, one often treads on others' toes. Each agency of course
desires to protect its sphere of influence, and they all act to check one
another. Infringenments of authority becone a persistent phenonenon, and
vol untary co-operation between different agencies and levels is hard to be
realized. To make the matter worse, there is no unified authoritative
institution to coordinate ministerial behaviors and to exercise nacro control
Fromthe point of view of the provinces, directives fromBeijing often appear
to be perplexing and conflicting. The dispensation of responsibilities to
vari ous governnent agenci es thus becones one of the major inpedinments for the
establ i shnent of a unified pension system

I mportant as the role played by national -1evel governnent agencies is,
pension policies in China are made in effect by |local governnents rather than
the central government. The responsibility of the central agencies is
confined mainly to the drafting of basic pension regulations. |n provinces
and cities, a conplete set of bureaus duplicate national mnistries. To
transmit and interpret national policy guidelines, central ninistries issue
"operational guidance" to their subordinate bureaus at the provincial and
| ocal levels, but inplenentation details are left to the latter. These
bureaus are supposed to be the adm nistrative arms of central ninistries, but
they in fact are absolutely obedient to the provincial, city or county
government. | n designing inplenenting procedures for enterprises to foll ow,

t hese | ocal government agencies often nodify central plans to nmake them nore
conpatible with what they term"local conditions." Local governnents may
even introduce policies that do not agree with central directives. |In the

| ast few years, we have witnessed a proliferation of the blueprints of pension
reformdrawn up by provincial and municipal governnents. Wen central and

| ocal regulations conflict, unless there is strong central prohibition, the
rules and regulations instituted by |ocal governnents in fact govern the
actual practice (Wrld Bank 1990). This explains why nost cities and counties
have been organi zing | ocal pension pools with special features varying from
one place to another

In addition to rule-setting for pension provision within their
jurisdictions, |ocal governnents are responsible for supervising and
adm ni stering |local resource pooling and pension funds. For this purpose,
speci al pension pooling agenci es have been established throughout the country,
usually at city and county level and controlled by the | ocal |abor bureaus.
There is no uniformnane for such agencies, and they nay also take a variety
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of forms. The agency can operate as a section of the local |abor bureau, a
sem -i ndependent organi zati on, or even a "conpany." (Wrld Bank 1990)

No natter what nanes and fornms these agencies take, nearly all of them
| ack necessary resources for detailed admi nistration of pension pooling. In
general, there are only few professional staff in an agency. They nmay have
neither the tinme nor the training to exani ne the books of participating
enterprises. It is therefore difficult for themaccurately to account the
anmount of contribution due fromeach enterprise and the benefit paynent due to
each retiree

Moreover, |ocal governnments are not free from bureaucratic politics.
The | abor bureau is but one of |ocal governnent agencies that are involved in
t he busi ness of pension provision. Pension pooling agencies under the |abor
bureau therefore do not have exclusive authority in this area. They would
need hel p from other bureaus, such as the tax bureau, to obtain better
i nfornati on rel evant to pension provision. But such institutional connections
are few or non-existent in nost places. Only a handful cities have recently
taken steps towards overcom ng the split supervision and managenent of pension
provi sion by establishing a unified "Social Security Adm nistration."”

Due to the resource constraint and the absence of necessary
institutional support, with few exceptions, pension pooling agencies have
limted their role mainly to acting as a cl earing-house, collecting funds from
surplus enterprises (whose required contribution exceeds the pension costs of
its own retirees) and turning over the surpluses to deficit enterprises.
Basi ¢ pension adninistrative functions are left to individual enterprises.

Now, records of such paraneters relevant to determ ning pensions as age,
| ength of services, and types of work renmmin kept at individual enterprises.
In nost places, enterprises still determine eligibility requirenents and
benefit | evels, and disburse pension paynents for their ex-enployees. And
they operate with linmted supervision from pooling agencies or |ocal |abor
bureaus at the provincial, municipal, and county levels. Only in sone places,
| ocal pension pooling agenci es have established branches at the district |eve
to experinent with taking over the adm nistration (benefit determ nation and
paynment distribution) of retirenent pension for workers fromenterprises
participating in the pool

The primary weakness of having individual enterprises adninister pension
prograns is the difficulty in setting up standards of operation. The keeping
of records of enploynent and wages by enterprises also nakes it easier for
themto abuse the system and nakes it nore difficult for the authorities to
supervise and audit eligibility requirenments and benefit levels. A uniform
quality of service to pensioners thus is unlikely to be realized as |ong as
the day-to-day administration renmains the responsibility of work units.

In sum the Chinese pension adninistration is characterized by four
features: (1) at the national level, the authority over pension policy
formation is split between different governnent agencies, (2) whatever central
directives may be, they may or may not be followed by |ocal governments, (3)
| ocal governnent agencies play only limted role in program adm nistration and
supervi sion, (4) the day-by-day administration of pension provision rests
largely with units of enpl oynent.
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The highly fragnmented and decentralized adm nistration is at |east
partly responsible for the wide variations in pension provision across region
sector, and enterprises, as discussed above.

China's New Initiatives in Pension Reform

Prior to 1989, while the pension systemhad in general been very
fragmented, a few provinces had tried to standardi ze and integrate different
schenes within their jurisdictions. Shanghai was a notable exanmple. It
di stinguished itself fromthe other provinces by instituting a single pension
pool for both permanent enpl oyees and contract workers, and by unifying the
contribution base and rates for these two categories of workers. Moreover
i nstead of pooling at county |evel, Shanghai, a municipality directly under
the central government and with decision-nmaki ng powers equal to a province,

itself becane the basic unit of pension financing and provision.E] As the
city unified pension schenes, it also began to unify pension adm nistration
Shanghai was anong the first provincial units to establish a unified "Soci al
Security Administration."

In 1989 Hai nan Province, China's |argest special economnmc zone, was
designated to experinent overall social security systemreformat the
provincial level. After three years of preparation, the new system was put
into practice at the beginning of 1992. The new ol d-age pensi on system can be
summari zed as follows: (1) the systemis conpul sory, (2) all enterprises,
regardl ess of their form of ownership, nust participate in the system (3) al
enpl oyees, regardl ess of their occupational status, are included in the
system (4) the burden of pension insurance expenses will be borne jointly by
bot h enpl oyers and enpl oyees through their respective contributions, (5) the
pensi on insurance funds are divided into the public pension funds and the
i ndi vi dual pension accounts, (6) the contribution base is the total wage bil
as defined by the National Statistical Bureau; (7) contribution rates are to
be standardi zed, (8) benefit forrmulas will be standardized, (9) pension pools
at the city/county level will be integrated into a unified pool at provincial
[ evel, (10) individual pension accounts are transferable.

Uni fi ed pension provision needs the support of unified pension
adm ni stration. In Hainan, the previous separate pension administrative units
are replaced by a unified adninistration at the provincial |evel, which
consists of two institutions: Social Security Comittee and the Soci al
Security Bureau. The forner serves as the | eading organ responsible for
policy making and nacro control, while the latter works as inplementing organ
responsi ble for the day-by-day operati on of pension insurance. (CH RD 1993;
Krieg 1993; Zhou 1993)

Also in 1992, a new pension systens was established in Shenzhen. In
1993 and 1994, several other cities, such as Shanghai, Whan, and N ngpo,
initiated new waves of pension reform The systens introduced in these cities

10 Beijing, Tienjin, and Fujian were also pooling at the provincial |evel at
the tine. (Bank, 36)
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| argely share the above-nentioned ten features observed in the Hai nan nodel,
but with sone differences in detail. (SRC 1995)

In March 1995, the State Council issued a circular (G rcular No. 6) on
pensi on reform which was neant to point the broad directions of future reform
and to provide general guidelines for |ocal experinmentation. The circular
represents a nilestone in the process of China's pension reform It
est ablishes the follow ng principles for [ ocal governments to observe in their
future experiments of pension reform

A) Athree-tier pension systemw || be established: The first tier
consi sts of the national basic pension insurance program the second
tier, of occupational pensions; and the third, of personal saving.

B) The first tier will be financed by contributions from both enpl oyers
and enpl oyees.

C) Separate pools will be combined into a unified one

D) The current existing PAYG system of pension will be changed into a
nm xed system of PAYG and pensi on insurance funds. The pension insurance
funds are to be divided into the public pension funds and the individual
pensi on accounts. A retirees' pension incomes will cone fromhis
accunul at ed personal account. The public pension funds will be used to
guar ant ee basic pension benefits, pay pensions to current retirees, and
shoul der ot her obligations.

E) The basic pension insurance system should be gradually extended to
cover all workers in the formal urban sector

F) Al kinds of enterprises and workers should be treated equally by
uni fied standard, through unified managenment, and under unified system
The funds shall be under unified regul ation

G Pension benefits will be indexed to wage.

H) The supervisory and adm nistrative structures of pension funds
shoul d be separat ed.

Qovi ously, what the central government envisages is a systemthat is
nore standardi zed and integrated than the current one. But it will by no
means be a nationally unified system Pension pooling will be unified only at
the | evel of pref ecture, and coverage, contribution rates, the way of
di vidi ng the public pension funds fromthe individual pension accounts, the
| evel of mninum pension, and the degree of indexation will be deternined by

11  The Ningpo nodel is less unified than those adopted in Shenzhen, Shanghai
and Wihan, because it contains three separate pooling schemes respectively for
enpl oyees of state-owned and |large collective enterprises, enployees of small
collective enterprises, and enpl oyees of private business and self-enpl oyed.

12 |n China, prefecture is an administrative |evel higher than county but
| ower than province.
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prefectural governnents, not the central governnent and not even provincial
governnments (SRC 1995).

The Circular contains two inplenenting plans, Plan | drafted by the SRC
and Plan Il by the MOL. Governnents at the prefectural |evel are given the

right to select a plan fromthe two alternatives. Al t hough both plans are
based on the idea of conbining social pooling and individual accounts, their
enphasis is different. Plan | stresses the significance of individua

account, whereas Plan Il puts nore enphasis on social pooli ng. The Pl an |
makes sonme specific suggestions on the rates of contribution fromindividuals,
but Plan Il leaves this matter to be specified by the local authorities. Both
pl ans propose that the rates of contribution fromenterprises will be

determ ned by the | ocal authorities. As for the division between the public
pensi on funds and the individual pension accounts, the two plans again differ,

with Plan | allow ng a nuch |arger individual account than Plan Il does.
Consequently, a retiree's pension incone will cone alnmost entirely fromhis or
her individual account (basically defined contribution) under Plan I, but

mai nly fromthe public pension funds (basically defined benefit) under the
Plan I1.

It is clear fromthe above description that Plan | is basically a
provi dent fund schene and Plan Il a social insurance schene. The two
approaches address to the issue of individual equity versus social adequacy in
radically different ways. As it has been well-known, the two concepts--

i ndi vi dual equity and soci al adequacy--are generally in direct conflict.!i

VWhi ch concept should serve as the principal objective of public pension is the
nost fundanental choice any public pension systemhas to nake. Although
public pension systens in the world usually have a benefit basis falling
somewher e between conpl ete individual equity and conpl ete social adequacy, the
general tendency is nore toward soci al adequacy than toward individual equity.
No country has, however, ever tried to pronbte at once two contrasti ng nodel s,
one based largely on individual equity considerations and the other on social
adequacy considerations. W have reason to believe that if some parts of

Chi na adopt the former nodel and the other parts of the country choose the
latter, it would be hard for the country's public pension systemto becone
nationally unified in the future.

In fact, if GCrcular No. 6 is to be followed, China would find itself
havi ng many rather than just two pension schemes operating in various parts of
the country, for the document permits | ocal governnents to nmodify the two
nodel s it proposes. Thus, at best, China would end up with hundreds separate
schenmes at the level of prefecture. Conpared to what China has now, the new
system woul d represent a progress, for the basic unit of pension provision is

13 The provincial governments have the right to approve or di sapprove the

sel ected reform designs.

14 |n fact, the MOL added the idea of individual account to its design in the
| ast minute.

15 | ndividual equity means that the contributor receives benefit protection
directly related to the anbunt of his or her contributions. Social adequacy
means that the benefits paid will provide a certain standard of living for al
contributors. ( )
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to be enlarged fromthe county level to the prefectural |evel. Moreover
these | ocal schenes are likely to beconme nore unified internally. But China
woul d still have a long way to go to develop a nationally unified pension
system

O her than suggesting that the overall responsibility for adm nistration
of ol d-age pension insurance should rest with the MOL, Circular No. 6 says
al nost not hi ng about pension administration. However, the latest draft of
Social Security Law gives us sone i dea about Chinese policy-nmakers' vision of
the future structure of pension adm nistration (SRC 1995).

Like Circular No. 6, the draft of Social Security Law does not pursue
the goal of nationally unified provision of pension. Accordingly, the
structure of pension adm nistration it designs is, to a |arge extent, stil
very decentralized and fragnented. The structure will consist of three sorts
of organi zations: social insurance adm nistrative agencies, pension
institutions, and supervisory boards. The central social insurance agency is
responsi ble for the administration of the entire pension systemin the
country. Local social insurance agencies, however, are not the arns of the
central social insurance agency. Set up at the county |level or above, a |loca
agency is controlled by the governnent at the sane level. Their
responsibility is to adm nister pension schenes within their respective
jurisdictions. Pension institutions will be set up wherever there are pension
pools to be managed, that is, at the county | evel and above. These
institutions (and their subordinate district offices) are responsible for the
daily operation of pension schenmes, including contribution collection, benefit
paynent, managenent of pension funds, and delivering clientel e services.
Soci al insurance adm nistrative agencies are given the right to supervise and
regul ate the perfornmance of the pension institutions at the sane |evel.
Finally, consisting of representatives of enployees, enployers, retirees, and
t he governnent, supervisory boards are to be set up anywhere there are pension
institutions. Their role is to nonitor and supervi se pension institutions at
the sane | evel

Clearly, this structure of pension administration is not a nationally
unified one. The central social insurance agency has but a very limted role
to play in such a system Local governnment agencies, on the other hand, are
given the green light to run their pension schenes al nost independently, as
| ong as these schenes are consistent with the very lax |egal framework for

ol d-age pension provision set forth by the Social Security LaMLE]

In sum schenmes energing fromthe recent Chinese pension reform
experiments and new initiatives continue to evolve at the local |evel.

Probl ems with Fragnented Pension System

16 principles set forth by the Social Security Law for ol d-age pension
i nsurance resenble those in G rcular No. 6.
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The fragnmentation of China's retirenent pension system creates many
probl ens. This section focuses on four of them problens of sustainability,
safety, equity, and efficiency.

1. Sustainability Problens

It is well-known that the nmain reason for China to reformthe previous
enterprise-based pension insurance systemwas its unsustainability. Gven the
fact that the ratio of pensioners to the | abor force (dependency ratio) varies
wi dely not only across regions (Wrld Bank 1995a) but al so across occupati onal
groups, industrial sectors, and enterprises of different ownership forns,
(World Bank 1990) it is doubtful that the current practice of establishing
separate pooling prograns for different social groups at the local |evel would
be able to overcone the sustainability problem

A primary objective of retirenent pension pooling is to spread the risk
associated with uncertain retirenment ages anong people. Since the average
outcone for a large group of people is nuch nore certain than that for a
smal | er group, the risk can be substantially reduced by pooling the pension
liabilities and contributions across various segnents of the |abor-force, and
it can be mininmzed by pooling across the | argest nunber of people--including
everyone in the country in a single insurance pool. Separate financing of
pensi ons for each segment of people would fail to do either.

The separation between the pools for pernanent and contract workers, for
i nstance, obstructs the sharing of costs between the two groups. Since al
new workers who join the |abor force after 1986 are contract workers, the poo
for permanent workers faces an insoluble problem a declining nunber of active
per manent enpl oyees will have to support an increasing nunber of retirees. In
ot her words, the current pension program for pernmanent enpl oyees woul d
eventual |y becone unsust ai nabl e.

In general, because of the diverse retirement pension experinents in
Chi na, pooling of resources is not wi de enough. Consequently, the benefits of
risk pooling are not fully realized. |Integrating various independent pools
into a large pool would ease this problem Shanghai is a good exanple. Since
the late 1980s, there has been only a single pension pool for both pernmanent
and contract workers in Shanghai. The city was conpelled to do so because of
its rapidly aging population. Unified pooling is a way to reduce the overal
contribution rate.

O her parts of China may foll ow Shanghai's exanple to solve the probl em
of pension financing by instituting integrated pools. However, it needs to be
noted that Shanghai is a city with a provincial status. Pension pooling in a
city at the county |level nay not be | arge enough to utilize the advantages of
pooling of risks and finances due to the uneven distribution of dependency
rati os across regions.

2. Equity Probl enms
Vertical equity problens arise as long as there are separate pension
schenes for different social groups, and the contribution rates and benefit

| evel s of these schenes diverge. The state is supposed to undertake at | east
sonme redistribution fromthe better-off groups to the worse-off groups. The
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goal of this type of redistribution is to reduce inequality in the society.
This goal can be achi eved through either standardizing the paraneters of
various individual schenes or integrating these schemes into a unified one.

However, even if |ocal governnents conpletely unify pension schenmes in
their respective jurisdictions, horizontal equity problens may arise if these
locally unified pools are independent fromeach other. Horizontal equity
hol ds that people in equal circunstances ought to be treated equally.
According to this principle, people with equal |evels of econom c well -being
shoul d pay equal ampunts of taxes and receive equal |evels of benefits
regardl ess of where they live. (Steuerle 1994)

China's municipality-based pooling system whether at the county |eve
or the prefectural level, is unlikely to attain this goal, even if | ocal pools
were financially sustainable. Because dependency rati o varies across regions,
in such a systemregions that happen to have hi gh dependency ratios woul d be
di scrim nated against in conparison with regions with | ower dependency rati os.
The fornmer consistently face the following two choices. The first is to raise
contribution rates so that the | evel of pension benefits would be conparable
with that in the latter. The second choice is to |ower the | evel of pension
benefits so that contribution rates would be equal to the level in the latter
Ei ther way, people living in regions with high dependency rati os would be
hurt. Since the uneven distribution of dependency ratios across regions is
sonet hi ng unavoi dable, China is unlikely to be able to overcone such
hori zontal equity problens as |ong as pension provision remains done at one of
subnational levels. O course, the higher the level, the | ess serious the
probl ens.

During the | ast sixteen years, the progress of economic reforns in China
has been acconpani ed by an increasing divergence in devel opment between
regi ons, as can be seen in incone disparity. (Hu & Wang forthcom ng) A
growing gap in matters of pension provision will exacerbate the tendency of
wi dening regional inequalities. China should take effective neasures,
i ncluding reforns necessary for enlarging the size of the basic unit of
pension provision, to tackle this problembefore it becones expl osive.

3. Efficiency Problens

An econony woul d be nost efficient if factors of production nove freely,
econoni ¢ agents conpete with each other on an equal footing, and transaction
costs are low. However, a fragnmented pension systemtends to obstruct factor
nobi lity, hinder conpetition, and augnent transaction costs.

Pensi on insurance prograns may help the econony to be efficient when
they treat all the insured equally. Wen uniformcontribution rates and
benefit levels apply to all the insured, other things being equal, it does not
matter nuch where one works. Thus, working people can be readily redepl oyed
according to their preferences and the demands for their talents and
abilities. The econony works best when people are free to nove to neet the
needs of a changi ng situation

Vertical and horizontal inequity resulting fromthe fragmentation of

pensi on system however, may have the side effect of inpeding |abor nobility
within a locality and between localities. The status division between soci al
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groups and differences in contributions and benefits, for instance, tend to
inhibit the nobility of |abor across enterprises. Wrkers would not willingly
| eave a job covered by a good pension insurance schene to another job if their
benefits are to be reduced or |lost altogether. Moreover, if there are gaps
bet ween schenes in different localities and especially when there are no
portability arrangenents for allowi ng workers to transfer fromone locality to
anot her wi thout |osing sone of their pension benefits, the free novenent of

| abor across regions woul d be inpeded. |n any case, the fragmentation of
pensi on system creates a disincentive for people to nove and adapt as econonic
ef ficiency would dictate.

D fferences in pension contributions nay also i nfluence conpetitiveness
of conpani es and regi ons, because enpl oyers' pension contributions raise |abor
costs. If the rates of contribution are higher in a schene than in anot her
the enterprises participating the forner schene will be put in an inferior
position in their conpetition with the enterprises participating the latter
schene. Simlarly, regions with high contributions would find thensel ves | ess
conpetitive in attracting i nvestments than regions with | ower contributions.
The reason is sinple: for conpanies with interregional market, other things
being equal, a region with costly pension programwould place their firns at a
conpetitive disadvantage in relation to firns operating in regions with | ess
advanced, and therefore |less costly prograns.

Conpetition of course is not always desirable. |If |ocal governnents vie
wi th each other in reducing pension benefits in order to obtain an
advant ageous position in interregional conpetition, there is a danger that the
overal |l level of pension benefits in the country will spiral down to a point
that makes the system of pension insurance neani ngless. To avoid such an
undesirabl e interregi onal conpetition, at |east sonme uniform m ni num st andards
of pension provision should be instituted on the nationwi de basis, or at |east
at the provincial |evel.

Finally, a fragmented pension systemtends to have the foll ow ng
negative effects: legal confusion, admnistrative conplexity, |ack of
coordi nation, high operating costs, and difficulty in establishing a single
regi ster, and ineffective control of evasion. 1In one word, the fragnentation
of pension provision is likely to result in high transaction costs. The
uni fication of pension provision wuld | ower transaction costs. Likew se,
efficiency gains can be attained by the vertical and horizontal integration of
pensi on administration. For instance, the transfer of the day-by-day
adm ni stration of pension provision fromindividual enterprises to specialized
| ocal pension agencies would significantly reduce the operating costs of the
system Simlarly, nerging all the sections related to pension provision in
various central mnistries, such as MOL, MOP, and MOCA, into a single mnistry
woul d pool scarce human resources together and give full play to their
expertise. (Wrld Bank 1995a) Econom es of scale can further exploited by
i ntegrating pension administrative agencies at all levels into a unified

net wor k.

17 |n Latin American countries where there are nultiple pension institutions
(e.g., Bolivia, Colonbia), the percentages for adm nistrative expenditures
tend to be higher than in countries that either began in a relatively unified
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4. Safety Probl ens

To the extent China's future pension systemis going to be partially
funded, every effort has to be made to guarantee that the investnent of
pensi on funds woul d be safe and profitable. However, if the adm nistration
and utilization of pension funds are decentralized to | ower |evels of |oca
government, as it is in China today, the safety of such funds woul d be
severely conpron sed

Chi nese | ocal governnents have shown a great interest in pension funds.
Two reasons may explain why. First, they regard pension funds as cheap noney
for local investnent projects. Second, they expect the central governnent, as
the ultimte guarantor for the pension insurance funds, to bail themout, if
their projects fall through (a noral hazard problem). For the first reason
they have strong incentives to keep the pension funds within their localities
and are reluctant to relinquish control over these potentially |arge funds.
For the second reason, they are inclined to invest the pension funds only in
their jurisdictions, even if investing el sewhere nmay be nore profitable. |If
the two reasons sound plausi ble, one nmay expect that the control of the
pensi on funds by |ocal governments might reduce the rates of return to pension
funds and increase the risk faced by pension funds. The danger is
particularly severe when there are no effective supervisory mechani sns for
such funds, which may | eaving them open for m suse and abuse. | ndeed,
exanpl es of questionable investnents, nisappropriation, and illegal use of

these funds by | ocal governments have been abundant in China.!! (Worl d Bank
1990, 1995hb)

Recommendati ons on the Directions of Reform

The di scussion in the previous section suggests that the current
fragnmented systemis neither financially viable nor efficient nor equitable
nor safe. Reformis inevitable. Now the inmportant question is howto
di stingui sh between appropriate and i nappropriate options. Before naking
speci fic recommendati ons on what China should do, it is useful first to lay
out some principles that nay provide a hel pful framework for thinking about
what option is appropriate for China's pension systemreform In nmy view a
good pension system should be built on the follow ng five principles:

A) Social Adequacy. The basic idea of public pension is to use social
means to prevent deprivation and vulnerability to deprivation associated
with ol d-age. Therefore, a pension systemshould assure that the
insured are able to neet certain basic needs regardl ess of the anounts
of their individual contributions.

manner or underwent unification and standardization (e.g., Argentina, Brazil,
Chile, Costa Rica, Uruguay, and Panama) (Mesa-Lago 1994)

18 For exanple, although the central governnent requires that 80% of al
accunul ated pension funds be invested in governnent bonds, but sone |oca
governments do not follow this rule and invest the pension funds on | oca
projects directly.
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B) Individual Equity. An individual's insurance protection beyond the
basi ¢ pension should be sonehow related to the prem um s/ he has paid,
and vice versa.

C) Equality. Legal conditions for entitlenent should be standardi zed
and unjustifiable inequalities between social groups and between regions
el i m nat ed.

D) Econonmic Efficiency. The operation of pension system should avoid
any adverse inpact on | abor market.

E) Sustainability. Whatever pension systemis chosen, it should be
financially sustainable fromnot only a short termbut also a long-term
poi nt of view.

Based on these five principles and also in view of other countries'
experi ence, the paper reconmends the follow ng neasures be taken

1. The Extension of Coverage

In principle, the larger the proportion of the population is covered,
the nore efficiently a pension insurance system woul d operate. In practice,
however, nobst countries have extended coverage gradually, first to public
enpl oyees (including mlitary personnel and civil servants, teachers, and
enpl oyees of public utilities), and then to workers in large private sector
firnms. Sone countries (e.g., the United States) have further extended
coverage to all salaried enployees and wage earners in the urban areas
(enpl oyees of small firns and the sel f-enployed), and a small nunber of
i ndustrial countries (e.g., Sweden) even provide coverage for the entire
popul ation. But, coverage of public pension systens in econonically
devel opi ng nations (e.g., India) is still largely linmted to a snall
proportion of the working population. Two related factors are nost crucial
for explaining the variation: one is the |l evel of econom c devel opnent and the
other is governnent tax and adm nistrative capabilities. Coverage expansion
usual |y takes place after the economc growh has enables a country to bear
the financial burden of pension insurance, and the enhancenent of state
capacity has facilitated rule enforcenent and thus | owered transaction costs
in the operation of the pension system (Wrld Bank 1994a) The Appendi X
contains an enlightening case in this aspect, the case of Korea.

A long-termobjective of China' s pension reformis the extension of
coverage to the entire working population. But, at the present, the
possibility of extending ol d-age pensions to the rural population is stil
beyond the country's econonmic power. What China should and is able to do is
to extent pension coverage to all workers (regardl ess of their occupationa
status, including pernmanent workers, contract workers and tenporary workers)
of all enterprises (regardless of their form of ownership, including state-
owned enterprises, large collective enterprises, small collective enterprises,
private enterprises, and Chinese staff of foreign joint ventures and foreign
enterprises). By covering new categories of workers who have been growing in
nunber as a result of econonmic reform such extensi on would hel p achi eve the
i mportant objective of broadening the base of the pension system (Wrld Bank
1990)
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2. Standardi zation

Fromthe draft of Social Security Law and Circular No. 6, it is clear

that China is determned to establish a three-tiered pension systen1E] The
first tier would provide only an adequate basic pension. The second tier
woul d consi st of occupational pension prograns provided by individua
enterprises or groups of enterprises. And individual saving plans woul d nmake
up the third tier. The first tier itself conprises two layers. The defined
benefit conponent woul d guarantee sone ninimumlevel of pension to all who
fulfill eligibility conditions. The defined contribution conponent woul d be
actuarially fair, for it allows each individual to get the value of his/her

own contributions and the investnent returns earned.

The transition to such a three-tier system provides a unique opportunity
for China to replace nunerous separate pension schemes for different social
groups with a uni form pension provision for all workers covered by the system
Since the first tier is supposed to guarantee only a basic |iving standard and
the other tiers to supplenment it with retirenment incone in excess of a
m ni mum pension benefits for certain groups, such as pernanent workers in

st at e-owned enterprises, could be reduced in terns of replacenent rate.
Thus, it is possible for the first tier to standardi ze pension provision at a
| ow but adequate level for all the insured. Japan's far-reaching 1985 pension
ref orm provi des an instructive exanple of such a transition. (see Appendi x)

St andardi zation calls for at |east four changes. (1) The range of
coverage should be uniformy specified. (2) The contribution base should be
uniformy defined. (3) The contribution rates should be sone uniform
percentages of the contribution base (2) Uniformbenefit formulas should
apply to all the insured.

St andardi zation could be realized w thout conbining all separate pension
pools into a single pool; it requires only uniform standards be used in al
pools. However, if all the key paraneters of different schemes are to be
standardi zed, it nmakes no sense to keep the standardi zed pool s separat ed.

O herwi se unnecessary admini strative costs would ensue. Therefore, it is wise

to conbine the pools that are subject to the sane set of standards.!!

Wi | e pools are standardi zed and conbi ned, the special pension program
for the enpl oyees of governnent and nonprofit institutions nmay remai n separate
fromthe general program There is nothing unusual for a country to have a
speci al pension program for governnent workers. The United States, GCermany,

19 Many countries have nulti-tiered pension system Exanples are |srael
France, Sweden, Switzerland, Canada, Japan, and the United Kingdom See
Appendi X.

20 The relative size of each conponent differs between Plan | and Plan Il of
Circular No. 6.

21 \Wen benefits from occupational pension plans are added, however, the
overall level of retirenment income may not be | ower.

22 Latin American countries in general, and Chile in particular are
interesting cases in this regard. See the profiles of "Latin Anerica" and
"Chile" in the Appendi x.
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Japan, and Korea are sone exanples (see Appendi x). Neverthel ess, arrangenents
shoul d be made so that the pension plan for the special group would be

conpati ble with the general pension plan. Such conpatibility will help I abor
nobility between this special sector and the rest of the urban econony.

3. Integration

St andardi zati on has a spatial dimension. It may be executed by
government either at the county, prefectural, provincial, or national |evel
Then a question arises: which | evel of governnent should be entrusted the
authority to specify the details of standardization? GCbviously, if only
county governnents are assigned the power, the pension systemwould certainly
not be seen as unified fromthe provincial point of view, even if schenes are
t horoughly standardi zed in individual counties. |In general, as long as the
details of standardization are left within the discretion of subnationa
governnments, a country's pension systemwould remain a fragnented one, even
t hough the fragnentati on may have been |largely renoved at the subnationa
levels. Only when the central governnent conmits itself to the cause of
standardi zati on, does a nationally unified pension system becone possi bl e.

There is a consensus in China that within a city or county, pension
pool i ng should be fully integrat ed. In fact, that is what China has been
doi ng since the mid-1980s. Mreover, few would object the idea that when
conditions permt, local pension pools should be gradually integrated into
| arger regional pools, then provincial pools, and eventually, a unified

nati onal pool. By pooling across the |argest possible nunber of people, a
nati onal ly unified pension system has the advantage of minim zing risks
associated with old-age. After all, this is the way nost countries in the

wor | d organi ze their pension systens. (World Bank 1994a)

In designing its future pension system China nust decide whether to
centralize pension provision further to a higher Ievel of governnent. |If the
answer is negative, the currently existing disparity in pension provision
across cities and counties would continue to prevail. |If the answer is
positive, then the next question is which |evel of pooling, prefectural,
provincial, or national, is nbst appropriate under present circunstances.
Essentially, this is an issue of decentralization versus centralization.

A decentralized approach to pension reform of course, is not wthout
redeening features, especially in a large country |ike China.

A) Gven the vast size of China, a decentralized systemis nore
adaptable to the wi de regional differences in standard of |iving and

| abor market conditions. The locally selected designs tend to fit | ocal
situations better.

23 There are 2,183 counties in China. On average, each county has only about
a half nmillion population. Since the number of people who are covered by
pensi on schenes are just a fraction of the popul ati on, pension pools at the
county level tend to be very snall.

24 Even in nost of federalist countries, such as Australia, Austria, Mexico,
and the United States, public pension is provided by the central governments.
See Appendi x.
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B) Decentralization allows roomfor experinentation. [|ndeed, due to the
decentralized nature of China's pension reform a variety of pension
schenes have been experinmented in the country. Such experinents nmay
hel p the country to nake better choices.

C) Decentralization nakes inplementation relatively easier, for |oca
governnments are nmore willing to i npl ement schenes desi gned by thensel ves
than one inposed fromthe top.

D) Due to the foregoing three advantages, the decentralized approach to
reformmy help to speed up the pace of reforns.

On the di sadvantage side, a decentralized pension systemis by nature
not able to provide equal ol d-age protection across localities, thus violating
the equality principle discussed above. Moreover, when a pension systemis
too fragnented, it nay even | ose the advantages of risk-spreading which is
essential for any social insurance program Consequently, the system nmay
becone financially unsustai nabl e.

The problens of inequality and unsustainability are evident in China's
current county-based pension system Change therefore is inperative.
However, the nere extension of the size of the basic unit of pension pooling
fromcounty to prefecture, as indicated by Circular No. 6, nmay not be a good
idea for two reasons. First, prefectural-level schenes may still not be |arge
enough to utilize the advantage of risk pooling, because the dependency ratio

varies very wi dely across prefectural units.!i Second and nore inportant,
posi ti oned between the provincial and county governments, the prefectura
government's power is |ess substantive than either's. Accordingly, the
structure of the prefectural governnent tends to be |less elaborate. W thout
necessary human-resources, this level of governnent's ability to adm nister
pensi on pooling is questionable.

A unified pension systemfor the whole country is ultimtely desirable
in order to achieve the w dest possible risk spreading and an even
di stribution of pension contributions and benefits across the Iand. But such
a system may not be feasible at present, given that China's econom c decision-
maki ng is highly decentralized. For the central government to assune the
financial responsibility for providing pension benefits to the entire urban
wor ki ng popul ation, it has to be able to collect contributions from enpl oyers
and enpl oyees scattering all over the country. However, it is doubtful that
the central government has such adm nistrative capacity. In fact, tax
collection has for years been a constant headache that troubles China's
central governnent. (Wang & Hu, 1994) 1In 1994, its tax revenue accounted for
only 5.1 percent of GDP, probably the lowest in the whole world. The
coll ection of pension contributions may very well be nmore demandi ng than tax
col I ection.

25 There are altogether 336 administrative units at the prefecture |evel,
anong which 185 are nunicipalities. The dependency ratio differ greatly
bet ween these nmunicipalities and other ordinary prefectures.
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Since the central government's adninistrative capacity and fisca
position are too weak to pool sufficient resources for providing pension
benefit on the nationw de basis, an attainable option in the short termwould
be a pension system organi zed at the provincial level. Usually ten tines as
| arge as prefectures, Chinese provinces are akin to |arge- or nediumsized
nations in terns of population (see Table 1), and therefore | arge enough for
reapi ng the "econonies due to pooling"” if all pension pools are to be conbi ned
at the provincial level. Such provincial pools should be able provide a
stabl e source of finance for the first tier of the pension systemwthin
i ndi vidual provinces. For this reason, provincial pooling appears to be a
good conprom se between centralization and decentralization (Study G oup 1989)
O course, the ultimte goal of national pooling should not be abandoned.

However, before national pooling becones feasible, provincial pooling is
a choice better than any other alternatives.

Many countries experienced a shift from dependence on |ocal financing of
pension provision to the assunption of a substantial portion of the cost by
the central governnment. The United States is an exanple (see Appendi x)

4. Harnoni zation

If provincial pooling is to be instituted, China would end up with 30
di fferent pension schenes. These schenes nmay be financially sustainable, but
t he co-existence of 30 i ndependent pension schemes in a country would result
in inequality and inefficiency. To nminimze undesirable effects of provincial
pooling, the central governnent should nake efforts to harnoni ze these
provi nci al schenes.

Har noni zation can be realized by the introduction of uniformlega
regulation in different provinces either by provincial |egislative decisions
or by national law. The forner option involves |less central intervention and
coercion, but is probably nore costly and tardy, because it is difficult to
coordinate multilateral legislative activities so as to adapt individua
provincial schenes in a desired manner. |If the latter option is chosen
nati onal regul ati ons nmust be uniformand applicable to all the provinces.

And i ndi vi dual provinces nust adapt their pension schenes to these nationa
regul ati ons.

Har noni zation woul d certainly require the provinces to nake some changes
of their pension schenes. But how nuch change is required depends on the
content of uniformregulations. |If harnonization applies to the entire ol d-
age pension, a uniformsystemwould have to be created and pension provision
woul d have to be equal in all the provinces. |f harnonization applies to the
structure of the systens, only partial but not conplete harnonization is
needed. |f harnonization applies to individual elenments of the system such
as the retirenent age, the nethod of financing, or benefit level, only
mar gi nal changes are necessary. (Schnahl 1993)

Har noni zation in China should start with sone key paraneters of pension
system then apply to the overall structure of the system and finally to the
entire system Thus, before China builds up a unified pension system
provi nci al ol d-age pension schenes will operate under a set of nationa
gui delines. Since these schenes are adninistered by provincial governments,
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variations are allowed. But their legal framework is |laid down in nationa
| aws, and thereby a certain degree of unity is achieved.

Thi s paper recommends to harnoni ze the follow ng paraneters in the next
stage of pension reform

« Coverage
« Retirenment age
« Contribution base

« Vesting period

The harnoni zati on of these paraneters will help overcone the
transferability problem As long as there are workers who nove between
provi nces that adopt different pension schenmes, there is a transferability
problem Wthout transferability, a person m ght | ose sone of his/her pension
benefits when s/he noves across provinces. Interregional |abor nmobility thus
woul d be di scouraged. To achieve the aimof increasing |labor mobility on a
nati onwi de basis, pension insurance has to be transferable from one province
to another. To facilitate such transfer, the central governnment shoul d
requi re provincial pension schenes to nmake portability arrangenents which
all ows the transfer of either accunul ated personal pension account (under a
defined contribution plan) or pension benefits (under a defined benefit plan)
fromone province to another. Wile portability in theory can be arranged
bet ween di fferent provincial pension plans, there are numerous technica
difficulties arising fromthe valuation of contributions or benefits,
differing benefit fornmulas, the division of contributions into the public
funds and individual accounts, actuarial assunptions, and funding ratios
bet ween "inporting" and "exporting" pension plans. Resolving the
transferability problemtherefore would require the central governnent to |ay

out certain guidelines for portability.E]

5. Unified Adm nistration

The way in which a pension systemis admnistered, to a | arge extent,
depends on the degree of disparity in pension provision. The unified pension
adm ni stration usually goes together with uniformty and fragmented with
di sparity. (Hussain 1993) |If, as suggested by this paper, the province wll
becorme the basic unit of pension financing, and pension provision will becone
standardi zed within each and every province, there will certainly be a greater
degree of uniformity in China's pension system Accordingly, the new pension

26 |n Switzerland and Canada, there is conplete portability between different
pensi on schenmes. See Appendi X.
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system nay need to be supported by a nore unified pension adninistration than
before. Because of the co-existence of 30 i ndependent provincial pension
schenes, however, a highly centralized pension adninistration nay not be
appropriate and practicable.

A) Supervisory Structure

The supervisory structure should be unified.

In the past, a great number of central ministries were responsible for
di fferent aspects of pension provision in China, and friction between them
often led to confusion and waste. The state of incongruity nust be ended.
Circular No. 6 assigned the overall responsibility of pension adm nistration
to the Mnistry of Labor. This is an appl audable nove. The paper recomends
either to change the name of MOL into Mnistry of Labor and Social Security
(MLSS) so as to nmake clear its task or establish an independent M nistry of
Social Security (MsSS). |In any case, China needs a specialized and
authoritative central mnistry to oversee the whol e pension system just as

many countries in the world have done.

The M.SS or MSS will be responsible for policy making and the
coordi nation of the entire system Mre specifically, its functions include:

« Overall planning.

« Making proposals to the People's Congress in regard to the | ega
framework for pension insurance.

« |Issuing decrees and regul ati ons delineating coverage, retirenent age,

contribution base, vesting period, and other matters to be carried out
nati onw de.

« Unifying the structure of admnistrative organi zations throughout the
nati on.

« Introducing standard adm ni strative procedures.
« Setting national standard of practice in accounting and auditi ng.

« Designing a basic set of forms for records and reports.

27 In many countries, the overall responsibility of pension adninistration
often falls within the purview of Mnistry of Labor, the Mnistry of Soci al
Security, the Mnistry of Health, or even the Mnistries of Finance or the
Interior. See Appendix for exanples.
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« Supervising the | aw enforcenent in the provinces.

« Coordinating transferability arrangenents between the provinces.

By playing these roles, the M.SS or MBS will be able guarantee the
ref orned pubic pension systemto be nore unified than before.

Each province should establish its own bureau of |abor and social
security (BLSS) or bureau of social security (BSS). Subject to the |eadership
of the provincial government, the bureau is not a subordinate unit of the
central MSS or NSS.!! But it does have the responsibility to see to it that
the operation of the provincial pension schenme is consistent with the centra
gui dance. The bureau may set up branches in municipalities, prefectures, and
counties to inplenent provincial policies under its unified admnistration

Keepi ng pension provision unified within the province is the main task
of the provincial bureau. For this reason, it should be allowed to perform

all the functions MSS or MSS performs, though at the provincial level. The
bureau shoul d al so be given the responsibility for supervising contribution
col l ection, pension paynment, and the investnent of pension funds. In

addition, it should be responsible for coordinating the activities of its
branches at |ower |evels.

Al t hough the central and provincial supervisory nmechani snms are
separated, each is nore unified at its own | evel than before. Together they
will help to nake the whol e pension insurance system nore unified.

B) Adninistrative Structure

Since the basic unit of pension financing and provision is province, the
adm ni strative structure should be centralized only within the province. Each
province is fully responsible for adm nistering its own pension pool. From
the national point of view the adm nistrative structure thus is rather
decentral i zed.

A provincial pension scheme may be operated either by a special division
of the provincial BLSS (or BSS) or a sem -autonomous pension institution.
Unli ke the supervisory structure which always falls within the purview of the
state, the adm nistrative organization of national pension schenes varies
wi dely. As Appendi x shows, in many countries (Australia, Canada, Denmark, New
Zeal and, the United Kingdom and the United States), public pension is
directly adm ni stered by the state, whereas in others (Brazil, France,
Germany, India, |Indonesia, Mlaysia Mexico, Pakistan, Singapore), the
adm ni stration of schenes is del egated to autononous or sem -autononous (non-
profit-making) institutions. (DHHS 1993) Therefore, there is no single nodel
for China to follow \hatever type of administrative structure is used, the
chosen agency and its branches are responsible for

28 The State Council has decided that "vertical |eadership" (chuizhi |ingdao)
does not apply to social security institutions. (SRC, 44)
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. Registration

« Record keeping

« Contribution collection

« Benefit determ nation

« Benefit paynents and other clientele services

« Managenent of pension funds

It is inmportant to note that except Canada and the forner Yugoslavia,
al nrost no country in the world allows its |local governnents to mess up with
pensi on funds, and for good reasons. As pointed out in the previous section
if the local governnents are given the authority to nanage pension funds, they
are inclined to invest the financial resources within their jurisdictions
wi t hout nuch concern about the rates of return. Such a proclivity may expose
the interests of insured persons to excessive risks. To avoid this danger
China is better to have its provincial pension schenes adm nistered by seni -
aut ononous institutions.

To insulate the operation of pension schenes fromthe politica
i nfluences that cone from provincial governments, such institution should be
managed by tripartite governing comm ssion, including representatives of
retirees, enployees and enpl oyers alongside civil servants fromthe provincial
BLSS or BSS. The bureau's participation allows it to nonitor the institution
fromwithin, but it is no longer able to avail the provincial governnent of
noni es earnarked for ol d-age pensions.

If the supervisory and administrative structures were to be built as
suggested here, China's future system of pension adm nistrati on would be very
close to the decentralized nodel used by Germany and Switzerland (see
Appendi x) .

C) Pension Reformlnstitution

The fragnmentation of China's current pension systemis at |east in part
due to the fact that a great nunber of government agenci es have been invol ved
in the process of pension reform all designing their own pension plans with
very little effective coordination. This situation has to be changed if China
hopes to make its new pension system standardi zed, integrated, and harnonized
to the degree it desires.

Changes are taking place at sone subnational levels. Wile instituting
provi nce-based or nunicipality-based pension schenes, a nunber of provinces
and nunicipalities (e.g., Hainan, Shanghai, Whan, and N ngpo) have recently

est abl i shed social security connissionsE] to coordi nate pension reformefforts
in their respective jurisdictions. Headed usually by a deputy governor or a

29 Their actual nanes may be different.
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deputy nayor, the conmi ssion custonmarily consist of the heads of all relevant
gover nnment agenci es, such as systemreform comi ssion, planning comm ssion
econonmi ¢ comi ssion, people's bank, federation of trade unions, and bureaus of
| abor, personnel, public health, civil affairs, finance, taxation, auditing,
statistics and the like. Such a conposition enables the conm ssion to discuss
maj or i ssues in pension reform build consensus, and neke deci si ons.

Moreover, with the establishment of the social security conm ssion, no other
government agency is allowed to introduce pension reform neasures without
sanction of the commission. Thus, the uniformty of the | ocal pension schene
may be attai nable even when the systemis undergoing relatively rapid changes.
( SRC 1995)

At the central level, a simlar institution is also urgently needed.
Al though Circular No. 6 entrusts the MOL with the task of pronoting pension
reformin the country, it, in the neantine, authorizes the SRC to engage
itself in sone "in-depth experinents of pension reform"™ |In addition, the
SPC, SECC, MOF, People's Bank, and other "relevant" central ministries are
encouraged to "play supporting roles" in the reform Since these mnistries
are equal in ternms of their official ranking, such an arrangenent may help to
| essen, but is unlikely to elimnate, bureaucratic friction concerning pension
provi si on between them The way Circular No. 6 has cone out w thout
reconciling MOL and SRC visions of pension reformis an illuninating exanple
in this regard.

To renove the fragnentation in designing the reform the Chinese central
government may need to set up a Leading Group of Pension Reform conprising the
heads of all relevant central ministries. Such a powerful central body will
not only give a high profile to the task of pension reform but also help to
buil d consensus over main issues in the reformand to hammer out policies that
are concordant with each other.

Concl usi on: The Politics of Pension Reform

China's present pension systemis too fragnented so that it needs to be

reforned. In the long term there is little doubt that China will be better
off with a single and unified pension insurance system covering the whole
country, just as nost of other countries do. In the short term however, it

is feasible for China to establish only a province-based pension system a
systemthat is nore unified than the enterprise-based and county-based
alternatives, but nevertheless retains a degree of fragnentation. 1In order to
make transition fromhere to there | ess painstaking, China's current pension
reformshould start with designs that are not only consistent with its short-
term goal but also helpful to eventually acconplishing its |ong-term goal

More inportant, policy-makers need to be sober-m nded about what may
constitute main obstructions to forward novenent.

In our view, as in the past, the main obstructions standing in the way
of future pension reformw |l be of political rather than econonic nature. |If
we conceive of the pension reformas a process of redistributing costs and
benefits, then the reforminevitably inposes costs on sonme groups and brings
benefits to others. For obviously reasons, those whose interests are damaged
in the process resist changes, while those whose interests are advanced
support changes. Conflicts between the |osers and gainers would affect the
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outcone of the reformin one way or another. Three categories of such
conflicts have been observed.

Conflicts between Individual Wrkers

Since an el aborate pension insurance system has been in existence for
per manent workers of state-owned enterprises, anything | ess favorabl e woul d
arouse resistance fromthem However, the benefit |evel of pernmanent workers
cannot be nmintai ned unless funds collected fromcontract workers and ot hers
may be tapped to help pay retirenent expenses for this group, which would
certainly make contract workers and ot hers unhappy. Pernmanent workers woul d
favor a unified pooling and contract workers and others a separate pooling.
Because contract workers and others are still small in nunber and weak in
political influence, this kind of conflicts are relatively easy to be
over cone.

Conflicts between Enterprises

Wth a high ratio of pensioners to the |abor force and thereby high
retirement costs, long standing state-owned enterprises naturally have an
incentive to join a unified pool. But new state-owned enterprises, and
enterprises in the non-state sector such as private conpanies, joint ventures
and foreign firns, tend to have relatively young workforce and | ow retirenent
costs. If they join pools with enterprises with high pension burdens, they
woul d have beconme net contributors in the short run. Therefore they are
reluctant to join.

For years, this kind of resistance has been one of the nbst inportant
obstacles to the fornmati on of city-based pooling. Local governments often
have to make concessions to enterprises with few ol der workers. Sone such

enterprises have been exenpt fromparticipating in the pool. |If they do join
the pool, it is often because |ocal governments allow themtax advantages or
reduce their contributions. It appears nore difficult to overconme resistance

by a group of enterprises than resistance by individual contract workers.

Conflicts between Regions

Here "region" can refer to county, prefecture, or province. "New'
regions with | ow dependency ratios have no incentive to share the pension
i nsurance costs of "old" regions with high ratios. Little wonder that they
general |y oppose the idea of setting up |arger regional, provincial, or
nati onal schene. To justify their position, they sonetinmes resort to the
following lines of reasoning: there is a direct relation between the aging of
t he popul ation and the |l evel of econom c devel opnent. Economically nore
devel oped regions are likely to enter the phase of an aging society earlier
than relatively backward regions. 1In other words, the pension burden of well-
of f areas tends to be higher than of backward ones. Thus, a transition to the
provincial or national pooling would require the latter to pay for the
pensi ons of the fornmer, which is considered unfair. (CH RD 1993)

From the point of view of "old" regions, however, what is unfair is the
systemthat keeps the flows of pension contributions from"old" and "new'
regi ons separate. The inplicit pension contributions of the retirees in the
"ol d" regions have been an inportant source of capital for "new' regions'
econonmi ¢ take-off. There therefore is nothing wong for themto get
conpensated by the beneficiaries of their contributions in "new' regions.
(WORLD Bank 1995b)

30



What interests us here is not whose argunent is nore plausible, but
their contrasting attitude toward the provincial or national pension schene
that would involve a large redistribution across regions. Resistance by a
group of regions is certainly nuch nore difficult to be subdued than
resi stance by a group of enterprises, which is perhaps the principal reason
why the provincial pooling is still rare and the national pooling at the
nonent is not even on the reform agenda

Anong the three types of resistance, the first type has been largely
nol lified, the second type is being abated, and the third type is stil
m ghty. China has to break all types of resistance before it can establish a
truly unified pension systemin the country. A country cannot mould its
pensi on i nsurance system according to doctrine. It can only achieve what is
possi ble and feasible in a given situation
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Table 1: Population in the Chinese Provinces and Sel ected Countries

(10, 000 persons)

Provi nce Total Popul ation Conpar abl e Case
Beijing 1112 Hungary (1032)
Tianjin 928 Bul gari a (896)
Hebei 6334 Phi | i ppi nes (6426)
Shanxi 3012 Argentina (3310)

I nner Mongolia 2232 Romani a (2275)

Li aoni ng 4042 Sout h Korea (4366)
Jilin 2555 Canada (2744)

Hei | ongj i ang 3640 Pol and (3836)
Shanghai 1349 Czechosl ovaki a (1573)
Ji angsu 6967 Vi et nam (6948)
Zhej i ang 4266 Myanmar (4367)
Anhui 5897 Turkey (5878)

Fuj i an 3150 Argentina

Ji angxi 3966 Pol and

Shandong 8642 Germany (8057)
Henan 8949 Mexi co (8954)
Hubei 5653 France (5737)
Hunan 6311 Phi | i ppi nes
Guangdong 6607 Phi | i ppi nes
Guangxi 4438 Myanmnar

Hai nan 701 Bul gari a

Si chuan 11104 Paki stan (11911)
Qui zhou 3409 Argentina

Yunnan 3885 Pol and

Ti bet 232 Mongol i a (231)
Shaanxi 3443 Argentina

Gansu 2345 Nort h Korea (2292)
Q nghai 467 New Zeal and (341)
Ni ngxi a 495 New Zeal and

Xi ngj i ang 1605 Australia (1753)

Source: State Statistical Bureau. 1994. Statistical Yearbook of China, 1994.
Beijing: China Statistical Publishing House, pp. 60, 735.
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