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Foreword

One of the most significant challenges today fov&oments around the world is to ensure the
availability of employment, in conditions of decembrk, to every member of the working-age
population who seeks it. Nowhere is this challeggeater in scope, diversity and intensity than in
the People’s Republic of China. At the same tingefhe country’s economy grows rapidly and
adjusts to the demands of the global market plde system of social security for China’s 700
million workers has also entered an ongoing penbdransformation. Over the last decade, the
evolution of China’s enterprise system towardscogeizable market economy has been mirrored
quite naturally in a transformation of its sociatarity provisions from an enterprise-based system
of social support to one following the principldgablic social insurance.

The challenge of developing China’s social secigyistem to meet the needs of workers in all parts
of the country for income maintenance in the fade sach “contingencies” as old-age,
unemployment, sickness, employment injuries anddeots and maternity, is multi-dimensional.
One dimension is the urgent need to extend coveaaggiickly as possible to all workers; another
is to ensure that institutions, which historicalflect strongly the organizational culture of Giim
public administration, should have or acquire teeassary capacities to fulfil their role of meeting
such needs. A crucial element in achieving thegectibes has been a high level of collaboration
and cooperation between many actors, notably tate Stouncil and the concerned line ministries,
and in this regard remarkable results have beeieth within a short time-span.

Broadly, the objectives of the social security egstare to provide an appropriate, decent, level of
income maintenance for individuals needing to clddemefits under the various social security
branches, including the mandatory basic pensiotesysalong with the schemes of medical
insurance, unemployment insurance and employmeutyirinsurance. Together with the public
programme of the minimum living standard guarafiteenced from general government resources,
these schemes provide a degree of “consumption thing®, based on a formal scheme of income
redistribution. However, such schemes also offel imanner which is recognized as increasingly
important, a valuable approach to the problemsekpy prevention and reduction.

The sheer size of China, and the provincial palitistructure, has provided the opportunity to
develop and test a considerable range of initiatfee social security provision on a “pilot” basis.
Some early, but promising trials have been focusedconomically less well-developed areas such
as Liaoning Province, and enable experience todbeeged before definitive legal instruments are
promulgated at the national level. At the same tithe central institutions are able to pool the
experience and know-how which is gained, and tcst*feack” the adoption of, for example,
management tools reflecting the most modern inftionatechnology in a remarkably uniform
manner throughout the country.

The evident need at the present time is to extbrdvarious social security programmes to all
workers and their families, to guarantee the fimgnsustainability of the system in the long run,
and to redistribute the system’s resources acrbsswidest possible geographical base — in
summary to meet the needs and expectations obfslation in the light of the country’s growing
wealth. Clearly, the effort to achieve these aimstmot slacken. Yet the foundations of the social
security system of China are strong, and the IL&ksoforward to playing its full part as this work
goes forward in the new millennium.
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Introduction

In the 1990s, the Government of China embarkedhenmajor challenge of opening its
economy. At the same time, it began to adopt afsgtistainable social measures suitable
to a market economy and the requirements of a mdbbour force. Early initiatives
focussed on measures to ease the reform of the-stated enterprises throughout the
country. Progress has been rapid, and this itage has largely been completed. China’s
economy has expanded rapidly, in the context dbalsation, and it has both become a
major force in, and increasingly integrated intoe tglobal economy. Now, therefore,
attention is turning increasingly towards the emjoli¢ distribution of the benefits of the
expanding economy. It is seen clearly that theiggidole of the State is crucial in this
regard, and that the fundamental instrument toeaehthis objective is the public social
security system. We may remark that this approaciords closely with the principles
which underlie those promulgated by the ILO, ancressed, for example, in its
Convention number 102 concerning minimum standfmdsocial security.

Historically, the framework for the delivery of sakprogrammes in China, including not
only income support, but also education and housivas, for urban workers and their
families through work units at the enterprise lewgld for rural workers through collective
arrangements through the communes. The natureeokdbial provisions available to,
respectively, urban and rural populations wereretioee, rather different in both kind and
in philosophy. The growth of the social securitgteyns over the last twenty years or so
reflects the development of the country’s entegosigstem during that period, and we may
trace a few “landmarks” along the way. By the [4@80s, it had become clear that
attention was needed to the previously unknown gimemon of unemployment, following
the introduction of formal labour contracts. Follog/ the adoption of the Labour Law in
1995 and the beginning of reforms to the State-@WBeterprises (SOES), attention was
focussed increasingly on the reform of the old-pgasion insurance system; this task is
continuing. The unemployment insurance system heaen durther refined beyond the
scope of SOE reforms. At the same time — the 18804 and early 2000s — considerable
effort has been devoted to the extension of thdipubedical insurance system to the
entire country. Most recently, the provisions fongdoyment injury coverage have been
brought within the scope of social insurance, st the responsibility for benefit provision
in the case of fatal accidents at work has beennzed by the public system rather than
being left to employers.

The necessary work to establish appropriate legahdations governing each benefit
branch within the overall system of the social si&g$scheme has now been completed in
large measure, but much remains to be done toachidl implementation of the reform
process for all of the schemes. Success in thardegill depend largely on the ongoing
provision of adequate resources and administratapacity at all levels of the
administration. The social security system in Chirkes developed in a way that is (by
comparison with most other countries) relativelghthy decentralized, and yet relies on the
collaboration of many Government Departments atnidgonal, as well as the provincial
levels. Accordingly, it is crucially important thite many “stakeholders” in the system,
including not only the administrators and otheriaids, but also the employers and
workers, must do so on the basis of a high levehwéreness and active participation.
Social security systems — in any country — muspoesl to economic and demographic
conditions that change constantly, and in thateseeforms can never be regarded as being
finished “once and for all’. Nevertheless, in Chira relatively high level of effort
continues at present towards the achievement ddfiberthat adequately meet needs, that
are distributed equitably and efficiently, and tbah be provided at an affordable cost. The
Government has adopted a prudential approachijrigiad number of reform options on a
pilot basis, mainly in several provinces of the tioEast, and in seeking the widest
possible consensus before crystallising a defimitiglicy framework for the social security
system to be adopted at the national level andriereshin national law.




A Memorandum of Understandingas concluded between the ILO and the Ministry of
Labour and Social Security in 2001, within the feamork of which a series of technical
studies have been jointly undertaken by the ILO #redMinistry of Labour and Social
Security (MOLSS). These were finalized in 2002 untthe final project report entitled
“Review of the urban social security system — pamsinsurance, unemployment
insurance, health insurance, maternity insuraneepl@yment injury insurance and
sickness and invalidity benefit provisions”. A dkdd technical analysis was undertaken of
each of the social insurance benefit programmesa tgam of 9 high-level international
experts, supervised on behalf of the ILO by Anneudr, and working with a team of
13 national experts, coordinated for the Nationahdemy of Social Insurance of the
MOLSS by He Ping. A high-level tripartite seminaidhon 12 March 2002 in Beijing, at
which agreement was reached on a set of recomniensldor future directions for the
development of technical cooperation in all aspetthe social security system of China.
This modus operandhas served as a valuable model for the developwiemerms of
Reference for future projects in collaboration witther partners such as the European
Union.

The essential aim of the present study is an iatedr understanding, in its relevant
historical context, of the past, present and ptepaevelopment of the social security
system of China. In order to do so, an assessngemhade of each of the benefit
programmes administered either directly or indlyectinder the auspices of the
government, including both the social insurancegmmmes under the supervision of the
MOLSS and the social assistance programme admiedistsy the Ministry of Civil Affairs
(MOCA). These aspects form the subjects of, regpdgt Chapters 1 and 2. Chapter 3
offers a social protection development agenda,gdesi to address strategic issues and
possible directions which policy makers may wiskcomsider for the optimal delivery of
social protection to the people of China.

In view of the fast changing pace of developmenthef Chinese economy and its social
fabric, a static picture of the situation at a giymint in time would obviously be of very
limited value. The authors have rather, therefateempted to provide a set of reflections
that should remain valid over time. The views, whiare presented, reflect their
observations and experience from other countriet)d extent that these provide possible
indicators as to the outcome of the recent refaointhe Chinese social security system
according to the principles of a socialist markaireomy. It is obviously a very ambitious
task to achieve a full understanding of China’'g¢esysof social security, and one that can
hardly be completed in the frame of a study suckhis The authors’ hope is that their
work will provoke further thoughts, comments andws$ that may be shared with our
partners both in China itself and elsewhere, anld imoand outside the ILO itself.




1. Social, economic, demographic
and institutional context

China, home to one of the world’s oldest civilipai$, is currently also home to one of the
world’s most dynamic economies. In a quarter cgntuhas transformed itself from a
socialist planned economy largely isolated from ib&t of the world to one increasingly
based on market principles following an export-bag@wth strategy. This transformation
has helped to fuel an extended period of rapid @mim growth, but it has also created a
host of significant challenges for Chinese sociatyeneral and the Chinese system of
social security in particular.

The economic transformation has been accompanieddjyr changes in the structure of
both the Chinese economy and Chinese society.duglyi economic activity in the urban
areas was virtually the exclusive domain of stated collectively-owned enterprises and,
in the rural areas was under the control of locahmunes. High levels of employment
under the planned economy were accompanied in Wgcthigh levels of hidden
unemployment. In the last two decades, however, stee-owned and collective
enterprises have declined dramatically, both irmserof numbers of enterprises and
employment, while privately owned and foreign joamtterprises have expanded rapidly.
The commune system that dominated rural life hagelg faded away. While many
millions of jobs have, in effect, “migrated” frorme set of institutions to another and from
one geographic area to another, at the same tige taumbers of workers have been “laid
off” and become unemployed. Reform of the labourkethas begun, but has gone
forward at a slower pace than economic reformsjenthie so-called “iron rice bowl” has
been largely dismantled, transition measures héaarlg been necessary to alleviate the
social impact.

The old approaches to income protection, mostlyagad at the enterprise level, could not
function effectively under the new arrangementsrattarising the changing structure of
the Chinese economy, and it has been necessaBhioa to completely rebuild its system
of social security. New institutions have had tacheated to guarantee and deliver benefits
under the social security programmes and to matiegefinancing. The benefit packages
have had to be restructured to reflect in a mongrgpiate way the social protection
challenges that arise in a market economy, to adjpiswidening regional income
differentials, to reflect changes in the relatidpsbetween the Chinese state, public
institutions and its citizens, and to begin to deith rapid changes in the age-profile of the
population. Many reforms have already been intredydut much more has to be done
before the Chinese social security system will ble 0 assure appropriate benefits, that
adequately meet individuals’ needs, that are bisteid equitably and efficiently and that
are provided at an affordable cost.

This chapter discusses the major challenges thataClaces in reforming its social
security system. It begins by exploring the ecompnidemographic and institutional
context in which ongoing social security reformg aaking place. It looks first at the
dramatic changes occurring in the structure of ioghrural and urban economies of China
and the geographic imbalances that rapid growfiraglucing. It reviews the longer-term
consequences of past demographic policies andrntumegional and worldwide trends in
fertility and mortality rates. It ends with a rewief the current economic situation and the
relative scope of the current social protectiortesyswithin the national economy.

1.1. A gradual and pragmatic process of economic,
social and labour market reforms

Economic reform in China has been a gradual anghpaitic process, drawing on ideas and
theories from many sources, but adapted for the&3lei environment. New concepts have
often been introduced on a pilot basis, to be destea handful of places where their
impact can be carefully monitored. On the basisexerience gained under the pilot




conditions, adjustments are made to address anyenass technical problems,
philosophical concerns and institutional issuesnany cases, the initial approach has then
been modified and retested, perhaps in additionahtions. Some reforms have been
implemented quickly across the country, while aghesive evolved more slowly. The pace
and pattern of implementation generally recognizeth the need to work out technical
solutions and to assess the social impacts ofcpéati approaches, and the need to ensure
that the speed and direction of change reflecenaml consensus.

The pattern of development of the social protecsigstem has broadly followed that of the
labour market since the mid 1980s, when the proaksesform accelerated, and leading up
to the introduction of the Labour Law of 1995. Ange of different options has been
identified, and tested in different parts of theumiwy with regard to such dimensions as
financial viability and ability to attract consemssas to how the system should evolve.
Developing such a consensus has proved to be nifficeildin some areas than in others
and the implementation of reforms within a suitatdéional framework has proved to be a
considerable challenge. Over the years a relatiaiin degree of economic and fiscal
autonomy has been delegated to the sub-nationalsleand the way in which social
security institutions have developed in responsdiffering conditions from one province
to another has undoubtedly played some part in Goating the process of achieving such
a consensus. We may point, for example, to thereeqe in the provinces of Liaoning,
Heilongjiang and Jilin, where the impact has besihrhost strongly - and social security
systems under trial have had to deal with the aqueseces - of the closure of state-owned
and collective-owned enterprises.

Important aspects of the ongoing process of ecanoeforms may be traced back to the
announcement of the “Open Door” policy in 1978, &nd following period up to 1984,
when four special economic zones were created ichMoreign investment and foreign
joint ventures were encouraged (three in Guangdomone in Fujian provinég The
reform strategy comprised, firstly, a refocusingted nation’s foreign economic relations,
secondly taking initial, limited steps toward ogenup the country to foreign enterprises,
and thirdly restructuring the agricultural systérhe change in foreign economic relations
involved a reassessment of the old “ideals” of eoadic self-sufficiency, together with the
opening of the country to foreign tourism, focusiaiention on increasing exports,
sending large numbers of students abroad to stadycanvassing the world for further
ideas as to how reform might proceed. In April 198% special economic zones were
extended to the fourteen largest coastal citieduding Dailian, Tianjin, Shanghai and
Guangzhou.

In this first phase of reform, however, the mogihgicant changes occurred in the rural
areas. Prior to 1980, Chinese agriculture opereddidctively through a network of local
communes. The communes had a near monopoly onotli@ sind economic life of the
rural populations, controlling production decisioasd the allocation of farm labour.
Beginning in 1979, however, experiments were bdgwsome of the poorer, more remote
rural areas with a new system of “household respiitg’, alternatively described as the
“contract system”, under which an individual fargifiamily was allowed to work a
particular plot of land and retain all proceedsfrihe sale of their output after delivering a
fixed amount of produce to the collective at a giyeice. The system proved both popular
with the rural populations and effective in incliegsagricultural output, and it soon spread
to the rest of the rural sector. By the mid 1988s,communes and the commune system
had all but disappeared from rural China. The imhpacagriculture in the early years was
dramatic. For example, between 1980 and 1995, gotéh production in China increased

1 In 1998 alone, the top three provinces where Fgwere most important include Liaoning provinchese
11.7 per cent of the 8.9 million employed wereafflas well as in Heilongjiang and Jilin provinoshere the
percentage of laid-offs amounted to 10.2 and 9r8cpat respectively (employment was of 8.2 milliamd
5.1 million respectively). Cf. China Labour Statisti Yearbook, 1998.

2 The three cities in Guangdong province were ShemzBhuhai, and Shantou. The city in Fujian proginc
was Xiamen.




by roughly 50 perceritAmongst countries which have made a transitiomfawllective-
based to individual-based agriculture, it is omyGhina (and Vietnam) that agricultural
sector reform appears to have been really sucdéddfat only was more food produced,
but less labour was required to produce it. Ttaagition, however, gave rise to the first of
many adjustment problems for the Chinese policyarak

China has historically discouraged the migratiorruwfl workers to urban areas, in part
because of the difficulty of expanding sufficientlgpidly the supply of food and other
necessities in the cities. Thus the different adstriative units of the country have been
designated specifically as “urban” or “rural”’, asasis on which individuals would be
registered as residents at birth. The policy unagbich it is generally expected that
individuals would settle at their place of birth registration allows, however, for many
exceptions and has by no means been stronglyédswst at all times or in all places.
Social security provisions have largely been taibraround this urban and rural
dichotomy. The rules governing social security [Bimn have, however, reflected the
overall relative complexity of operating enterpsisa the urban areas, and are generally
more elaborate than those applicable to rural werke

To reduce the pressures driving rural-to-urban atign, China has adopted a number of
strategies, of which one of the most important heean to provide additional employment
opportunities in non-farm enterprises located iralrareas. Initially, township and village
governments operated all such enterprises, and #neystill known collectively as
township and village enterprises (TVES). In thersewf wider reform of the agricultural
sector, however, private individuals have also b&léswed to organize such enterprises.
Between 1980 and 1995, the number of such entegpgeew from 1.4 million to over 22
million, with almost all of the growth occurring the private sector. Over this period, total
TVE employment increased by 100 million, from 28limin to 128 million, of which it is
estimated that private or self-employed individusadsounted for 60 million.

This, fairly successful trend may be seen as gaatreew approach to reform which began
in 19842 Basic elements included the explicit legalizatadrprivate entrepreneurship and
the introduction of essential supporting marketiingons such as bankruptcy laws and
security markets. To the policy of developing ruealterprise was added a strategy of
reforming the structure and governance of the staterprises, under which permission
was granted where appropriate for the leasing ddistrial and commercial enterprises to
individuals and collectives. A “factory directorsponsibility system” was developed in
order to encourage the more efficient operationthaf enterprises and to facilitate a
reappraisal of the competing roles of the party afhdenterprise management in the
operations of these economic institutions.

Some further changes were introduced in 1986. Tinededed the ending of the existing
system of effective lifetime employment guarantdemwn colloquially as the “the iron
rice bowl!”. Instead, a system of labour contraete into effect; these could be of limited
duration and that allowed factory directors consifiy greater flexibility in matching
their labour forces to the assessed enterprisesnddtw earliest provisions by way of
unemployment insurance were developed at this tilneras not, however, until some
years later, with the adoption in 1995 of the neabdur Law, and the SNational
Congress of the CPC in 1997 which adopted an empay strategy based on the
principles of the market economy, that the labamtkact system was in fact implemented
in full, and integrated into the 5-year plan of @2®00 and the national long-term
objectives to 2010.

% China Statistical Yearbook 2002, Tables 12—17.

4 The reform process in China may have stalled #ferinitial decade and a half as aggregate Chinese g
production has not increased significantly sinaertiid 1990s. Cf. Rozelle and Swinnen, 2004.

5 “Decision of the Central Committee of the Chinese Caomist Party on Reform of the Economic Structure,”
issued October 1984.
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Throughout the 1980s, the country’s approach todalmarket reforms was a matter of
deep debate, probably resulting in some moderatidhe pace of their implementation, at
least in the urban areas. By 1992, however, theetiim of reform was clearly established,
and the 1% Congress of the Communist Party officially adoptesd“Decision on the
Socialist Market Economy,” endorsing the reform rapagh and articulating a new
economic philosophy, characterized as “market $ispiawith Chinese characteristics.”
The Congress also recognized that the structutieeo$ocial security system must change
to reflect the changing structure of the economg aole.

Economic activity and employment patterns beganhi@nge rapidly following the 1992
Congress, and large-scale labour mobility becameslity. The role played by the state-
and collectively owned sector of the urban econgegked in the mid 1990s and then
began to decline. Between 1995 and 2002, the tatatishow that employment in state-
owned and collective enterprises fell by 61 millimm 42 percent, although part of the
apparent employment decline represents a shiftntergrise structure and ownership.
During these years, control of all but about 3,00@he 114,000 state-owned enterprises
was decentralized from Beijing to provincial anccdb levels; in many cases local
governments authorized divestment, partially orirelyt to the non-state sector. The
numbers reflect more than just a change in owngréltwever. By one estimate, the state
enterprises “downsized” by at least 20 million wank between 1994 and 1999, while
another 8.5 million were laid off in the next thrgears’

Simultaneously, employment in privately owned gmises, including foreign joint
ventures and foreign-owned enterprises, expandgdlyaln these same years (between
1995 and 2002), it is estimated that employmergidatthe state and collective sector rose
by 118 million. In the aggregate picture, the giowt the non-state sector was more than
sufficient, in principle, to absorb the excess vewskshed by the state enterprises, so that
total urban employment increased by 57 million.

Table 1.1 sets these figures in the context obtiserved trends in urban employment over
the period until the year 2004.

Employment in urban enterprises, 1978-2003 (millions)

Year State- and Foreign, joint Self- Other Total
collectively- and private employed
controlled
1978 94.9 0 0.2 0 95.1
1980 104.4 0 0.8 0 105.2
1985 1231 04 45 0 1281
1990 139.0 2.2 6.2 23.1 170.4
1995 1441 13.7 15.6 17.0 1904
2000 96.0 32.5 214 81.6 2315
2002 82.8 45.8 22.7 96.4 2477
2003 78.8 256.4
2004 76.1 264.7

Source: China Statistical Yearbook, 2004 (Table 5-1).

A similar shift from the predominance of public pavate employment occurred in rural
areas, due in part to changes in ownership andam f shifts among employing
institutions. Between 1995 and 2000, employmentditectively-owned TVEs fell by a
third, or 22 million. The decline was offset, howevby an increase of almost the same
magnitude in employment in privately owned entesgsj as shown in Table 1.2.

China joined the World Trade Organization (WTORDBD2. By that time, it had grown to
be the world’s fourth largest exporter and foudhgest importer of manufactured goods,

6 Rawski (2000); and China Labour Statistics Yearb2@®3, Table 2—7.
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thus completing the transformation from a societsgély isolated from the rest of the
world to one of the world’s leading exporters amgorters in the remarkable time span of
less than a quarter of a century, or in other wdrding a period representing considerably
less than the working lifetime of an average Chenes

Employment in township and village enterprises, TVEs, selected years 1980-2002 (millions)

Year Collectively owned Privately owned Self Employed Total

1980 28.3 0 0 28.3
1985 415 48 235 69.8
1990 459 8.1 38.6 92.6
1995 60.6 8.8 59.3 128.6
2000 38.4 32.5 57.3 128.2
2002 38.0 35.0 59.8 1329

Source: China Statistical Yearbook, 2003.

It is to be expected that entry into the WTO waadl to further structural adjustments in
the next few years. In particular, China has cotedito opening more sectors of the
economy to foreign investment and foreign competiand to further curtailing subsidized
lending to the remaining state-owned enterpriseshEstep is likely to further reduce the
role of the state- and collectively-owned entegsisn the Chinese economy and bring
about the transfer of additional employment to phigate sector. One aspect, which may
be of particular significance as regards socialusgc provision, is the increasing
likelihood that foreign insurance companies wilstvito establish and transact business in
China.

The recent economic transformation has producedfigignt regional imbalances. A large
proportion of the new jobs which have been crehtad been located in the urban centres
of seven provinces that line China’'s east coasmfBeijing in the north to Guangdong
(bordering Hong Kong) in the Soutfhese centres have drawn many millions of migrants
in search of work. Between 1990 and 2000, the m@dijom of the seven east coast
provinces grew more than twice as fast as theofetste country. In these same years, the
fraction of China’s population living in urban aseancreased by 10 percentage points,
from 26 percent to 36 percent. By contrast, over phevious 26 years, the proportion
living in urban areas had increased by only 8 pgage points. Moreover, average wages
in these seven provinces have risen significartigva the levels prevailing elsewhere.
Average wages in the most dynamic areas of all —iri§e Shanghai and Guangdong
Province — can be up to twice as high as thosedanress advantaged provincesor
example, the highest level of the minimum monthlgge is around 500 to 580 yuan in
Beijing, Shanghai and Shenzhen compared with amontinimum which may be as low
as 250 yuan in cities of the provinces such asriirap Jilin and SichuaR.

Despite high levels of inward migration, since 2@62 more developed provinces of the
East Coast have in fact started facing labour abed, particularly in those industries
which are highly labour-intensive. This is becatksecost of living is too high in relation
to wages offered to attract sufficient rural migrarorkers. One apparent result of these
stresses has been the development of what arefeot efmall cities, albeit in areas
officially classified as “rural”, where industrieghich are characteristically “urban” may

” Three of the provinces, Beijing, Tianjin and Shaaighre technically provincial-level municipalities
8 China Labour Statistical Yearbook 2003, Table 4-9.
® China Labour Statistical Yearbook 2003, Table 5-20.

10 The Regulations on Minimum Wages were promulgatethb Ministry of Labour and Social Security in
2004. The method of calculating the minimum wagprescribed. The minimum monthly wage should apply
to all full-time employees whilst a minimum hounyage should apply to part-time employees. A penalty
equivalent to 25 per cent of the amount less tl@nminimum wage is levied charged to employers not
respecting those new provisions.
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have been established in such a way as to avoidiligations (even if also forgoing the
privileges) of those operating in areas classifisdirban.

Implications of economic reforms
for social security

Prior to the economic reforms, social protectiondtban workers was provided through
the mechanism often described as “the iron ricel Bdwworker was generally guaranteed

a job for life in one of the state-owned or colieetenterprises. Social protection benefits,
including health care, housing, and income suppfespavere provided by the enterprise
and financed from its budget. Many of these prigéie extended to the immediate family
of each worker. Even when such a worker becamdivealoy reason, for example, of old-

age retirement, disablement or other “contingerichesor she would generally retain their
entittements. Many of the larger state-owned emiggp, in fact, met their obligations in

this regard by direct provision of services, thiougge establishment and funding of, for
example, kindergartens, schools, hospitals, aridirigacentres either on or nearby their
industrial premises.

The economic reforms of the period since the eaf90s have required a complete
restructuring of the social protection system. e thew conditions, state-owned and
collective enterprises were expected to become sséficient, covering their operating
costs from their own revenues and no longer reldngunlimited subsidies from the
government budget to pay for wages and social iienather than those related to their
immediate business concern. As a result, entegpiselld no longer guarantee either
lifetime employment or the range of social beneditgl provisions hitherto promised. A
very large number of such enterprises found timabrdler to survive, they were obliged to
restructure and shed excess labour. Many millidngaskers simply lost their jobs in the
restructuring process. When the enterprises sulyitlee outcome of the restructuring
process was, in general, the effective disappearahthe “iron rice bowl”.

Economic reform required at least three major ddjasts to the social protection system.
Firstly, new forms of social protection had to veated to deal with the immediate need
for income support amongst those who lost theirsjab the restructuring process.
Unemployment insurance was strengthened to probieefits comparable with those
available on a transitional basis for workers laifl but still attached to their former
enterprises. Secondly, new institutions had to feated to manage the social protection
system as state-owned and collective enterprisekl g longer provide the necessary
institutional foundation. Responsibility for findng social benefits, particularly longer-
term benefits such as unemployment insurance ansiges, had to be transferred from
individual enterprises to larger groups of entesgsi This broader pooling was necessary
in order to equalize the burden among enterpridés different age profiles and assure
that payments to its workers continued if a paldcdirm ceased operations. New
institutions were required to collect contributicanrsd pay benefits. It has proved a major
challenge to bring these new institutions to thiafpaf being able to operate as an efficient
and coordinated system. Finally, coverage of warkierthe urban system had to be
extended beyond the state and collective sectorsrder in the first place to assure
coverage for the employees of enterprises that waresferred to private ownership, in
addition to workers in the new private enterpridgsng founded. As a matter of
practicality, advantage has been taken of the sikirrof coverage to employees from all
enterprises as a keyl hocrecourse to maximise the current inflow of incaimeéhe social
security system so as to be able to meet the dysegrsion and benefit entitlements due to
unemployed workers and pensioners, who have edneédights from the past.

The massive shifts in employment patterns havetlgraeecreased the demand not only for
employment services to help displaced workers aat for income support programmes,
including both unemployment benefits as such ameroforms of temporary assistance
specifically aimed at displaced workers. There am®reover, additional, if indirect,




stresses placed on the social security systemydghrdor example, pressure on the pension
schemes to provide benefits earlier than the noreteement age.

Differences, as between provinces, in rates of @win growth and population migration

have led to significant differences in both thechémr different forms of social protection

and the individual provinces’ financing capacitigsgain, the challenges have been
compounded, arising in this regard from the laclefééctive mechanisms for transferring
resources from the richer to the poorer provinces.

As regards the rural areas, the development ofdbsacial security provision, with the
notable exception of health care, lagged behindutban areas. Such social protection as
existed was provided in effect through the farmdink to the land and through the
commune system. When, as a result of the agrialltwaform process, the commune
structure faded away, the one set of instituticaysable of assuring any form of effective
social protection disappeared. The impact on adoebsalth care was dramatic. Whereas
the rural cooperative medical programme existinthanlate 1970s covered as much as 90
percent of the total rural population, by the eridhe 1980s coverage had reduced to
around 5 percent of the population. While new paognes are being developed, and
China continues to search for ways to improve rhedlth care, estimates suggest that
only about 10 percent of the rural population issgntly covered by a social security
medical programme. The need for attention to thbisteaissue of unbalanced social and
economic developments as between urban and rugibnse is well-understood, and
commitments were made in 2004 to extend the rwplfations’ access to health services
more effectively, as part of the wider effort tét ktandards of living closer to those of
urban areas.

The growth of the township and village enterpribas exposed a further “gap” in the
network of social protection coverage. Workers ilegnagriculture to join the TVEs have
lost their link to the land as a source of sociakgction, and yet, because these enterprises
are classified as belonging to rural areas, hatdeen able to gain access to membership
of the formal (urban) social security schemes.him ¢arly 1990s, a number of voluntary
pension programmes were instituted on an experahéaisis, as an alternative approach
to providing old-age security in rural areas, bawdrshown mixed and very limited results
to date. More recently, China has acceleratedtsftorrestore health coverage to the rural
populace, whether working in the TVESs or in agtigrd. The scope for progress in closing
this gap in coverage ought to be considerablepamésses and industries are encouraged
to develop in rural areas and may be expecteddoldér some responsibility for helping
those regions to develop and share in the countayisl economic progress.

Neither has it proved easy to establish an eqetdialsis on which to grant benefit
entitlements to those rural-to-urban migrants whweehbeen able to join the urban social
insurance system. In principle, coverage under rowsts of social insurance (other than
unemployment insurance) is granted to rural migrdegally residing in urban areas. In
practice, however, the legal status of many suchranis is unclear and coverage is
uncertain. It is evident that increasing numbers/ofkers are engaged in “flexible” forms
of employment, and that those employed in the dedtdinformal economy”, are rarely
issued with labour contracts. Such workers tenddoneither formally registered nor
counted accurately in the statistics, but it seékady that the majority are in fact rural
migrant workers. In 2003, a legislative review hegd the situation of rural migrants
taking up employment in urban areas, as a reswhath the requirements for approval on
the part of such individual workers, and of theicnuitment by enterprises in urban areas,
were relaxed. While it seems that the new arrangsndased on the provision of a
temporary residence card, may prove difficult t@liement and monitor, and have yet to
come into effect many areas, they are neverthedgpected eventually to significantly
ease labour mobility and to improve the socialgetion of migrant workers.
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Demographic developments and ageing

The challenge of adjusting China’s social protetsgstem to suit the changing economic
paradigm is complicated by the additional challenge the country’s changing
demographic structure. Past declines in fertilitgd @ontinued increases in life expectancy
are causing the population to “age” quite rapidithough similar demographic changes
are occurring in most countries, the trends argqudarly powerful in China, reflecting (in
part) the restricted family size prevailing sinbe 1970s.

China'’s total fertility rate fell from an estimaté 6.1 children per woman in the late 1960s
to 3.3 children in the late 1970s and further @®children in the early 21st century. At the
same time, life expectancy at birth has increaseoMer ten years since the late 1960s; for
men the increase over the period between 1965-d0 2800-2005 has been from
58.8 years to 68.9 years, and for women over thmesperiod from 60.4 years to
73.3 years. Viewed on an individual basis, decgirfertility means fewer children to share
the burden of caring for each set of aging parantslonger life spans mean more years
over which care must be provided. If the aged vexq@ected to rely exclusively on their
children for support, and the one-child policy [ppbked for the indefinite future in China’s
urban areas, the eventual result would be that adoh couple will be the sole source of
support for four parents and/or eight grandparents.

On an aggregate basis, these demographic changes di@ady begun to produce

significant shifts in the age structure of the @sie population, and will result in even

more dramatic changes in the years to come. Sethiamajor impact has been a reduction
in the proportion of the youth population (thosedenage 15) and an increase in the
working age population - those aged between 156dn@able 1.3). The youth population

fell from 41 per cent of the total in 1964 to 23 pent in 2000. At the same time, the
working age population increased from 56 per cérihe total in 1964 to 70 per cent in

2000. In these same years, the proportion of thpulption that was aged 65 and over
almost doubled, although from a very small basengifrom 4 per cent in 1964 to 7 per
cent in 2000.

Main demographic indicators, 1953-2000

1953 1964 1982 1990 2000

General population (millions) 594 .4 694.6 1'008.2 1133.7 1'265.8
By age group:

0-14 36% 41% 34% 28% 23%

15-64 59% 56% 62% 67% 70%

65 and over 4% 4% 5% 6% %
Age dependency ratio’ 0.07 0.06 0.08 0.08 0.11
Population by residence:

Urban population 13% 18% 21% 26% 36%

Rural population 87% 82% 79% 74% 64%

' Population aged 65 and over divided by population aged 15 through 64.
Source: China Statistical Yearbook, 2001.

In making the latest population projections for w@Zhithe central estimates of the UN
Population Division include an assumption thatiligrtrates will rise to 1.85 children per
women in the near future and remain at that lemél at least 2050. It is also assumed that
life expectancy at birth will rise by some fivedix years between now and the year 2050,
to reach 73.9 years and 79.7 years, for men andewagspectively.

In combination with past fertility and mortalityetnds, the assumed future changes are and
will continue to bring about a rapid shift in thgeastructure of the Chinese population.
The projections indicate that the proportion uraige 15 will probably continue to decline,
accounting for just 16 per cent of the total by @0Bhere is likely to be little change in the
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Table 1.4.

Figure 1.1.

proportion in the working age range (15 to 64 yeardil the year 2025, but thereafter this
proportion is also expected to begin to declindinfpby 9 percentage points between
2025 and 2050. On the other hand, the percentagpk &gand above is expected to triple,
rising from 7 percent of the total population, asasured in the 2000 census, to 23 percent
by 2050. If these projections are borne out initygalhen the impact of continued low
fertility will eventually (beyond the year 2025) beflected in the beginning of a decline in
the total population. (Table 1.4)

Projected demographic indicators, 2000 to 2050

2000 2025 2050

General population (millions) 1265.8 m 14451 m 1395.2m
General population by age group:

0-14 23% 18% 16%

15-64 70% 69% 61%

65 and over 7% 13% 23%
Age dependency ratio’ 0.11 0.20 0.37
Population by residence:

Urban population 36% 57% n.a.

Rural population 64% 43% n.a.

! Population aged 65 and over divided by population aged 15 through 64.
n.a.. notavailable.
Source: United Nations Population Division, 2002 medium variant projection.

Rising age dependency ratios will increase thetivelgper capita) cost of both pension
and health insurance programmes. As the relatigpgotions of the population tilts from
the “active” (15 to 64) towards the “aged” (65 ameer) group, (and in the absence of
offsetting changes in retirement ages, coveragesair benefit levels) the pension and
health benefits provided to the aged populationtroossume an increasing fraction of the
output produced by the active population. The changhe age profile of the population
expected over the next 30 years, as compared kathover the last 30 years is illustrated
by means of the “population pyramids” presenteBigure 1.1

Population pyramids, China, 1970, 2000 and 2030 (Source: United Nations Population Division)
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1.4.

Table 1.5.

Rapid ageing and its implications for
social security

The ageing of China’s population has profound isgilbons for its pension and health care
systems. The pension system has now operated onisviegsentially a pay-as-you-go
financing basis for more than thirty years. In §-pa-you-go system, the contribution rate
required to finance a given year's benefits is weiteed simply by two basic ratios,
namely the “system (or age) dependency ratio”, tviécthe ratio of pension beneficiaries
to contributing workers, and the “global averagplaeement rate”, which is the ratio of
the average benefit to the average wage upon wtoaltributions are being paid. The
contribution rate needed to finance pension bepeffinents is simply the value obtained
by multiplying these two numbers togetker.

The contribution rate required to finance healduiance benefits can be determined using
similar calculations if separate estimates are mafléhe rates required to finance,
respectively, benefits for the working age popolatand for the aged population. The
current rate required for the working age poputaii® usually calculated simply as the
average health insurance benefit expenditure pekeralivided by the average wage. The
additional rate (payable by or on behalf of the kimy population) required to finance
health benefits for the aged population is theorati the average benefit (for aged
individuals) to the average wage, multiplied by fystem dependency ratio (see above).
Experience in most countries suggests that chaingdhe system dependency ratio, year
by year, have a less dramatic impact on healtlrémee costs than on pensions, but there
is a strong observed tendency for per capita hegddnding to rise more rapidly than
average wages.

In China, the statutory retirement age is currebflyfor men, 50 for most women, and

55 for women in managerial positions. Accordindhge “age dependency ratio” reflected

in the measured pay-as-you-go social security desapproximately equal to the number

in the total population of men age 60 together witat of women aged 50 and over,

expressed as a ratio to the total of the populaifanen aged 15 to 59 and of women aged
15 to 49. The figures in Table 1.5 show how the dggendency ratio calculated in this

way may be expected to change over time, and tpadton the ratio expected in 2050 of
various adjustments in the retirement provisions.

Population dependency ratios, selected years for given retirement ages

Retirement age and year Dependency ratio
Men at 60 and women at 50

2000 0.23

2025 0.51

2050 0.76
Both men and women at 60

2050 0.56
Both men and women at 65

2050 0.37

Source: 1LO calculations based on United Nations Population Division, 2002 medium variant projection.

For China as a whole, the age dependency raticiassd with current retirement rules
was 0.23 in the year 2000. These projections stiggegatio will double before the year
2030, and will triple before 2050. This impliesthifithe ratio of beneficiaries to workers
under the pension system develops in rough prapott changes in the age structure of
the population as a whole, then the contributide raquired to finance a given pension
replacement rate would also triple between 200020%0D; the contribution rate required

11 A slightly higher rate would be required to inckuthe cost of administering the programme, if thab be
financed through contributions. Investment incoroeld allow a somewhat lower contribution rate, detieg
on the rate of return earned on the portfolio dreddesired rate of growth of the portfolio.
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1.5.

to finance health insurance would also increasestanhbially, even if rather less than
proportionately. However, this analysis assumes tiher parameters of the system
remain unchanged. One change that may attractdsmasion at some time in the next few
decades is an increase in the statutory retiremget for men, women or both; such a
change would have a significant impact on the agmeddency ratio and, therefore, the
cost of paying pensions and health insurance Wentdi the retired population. For

example, increasing the retirement age for womethéolevel now applicable to men is

estimated to reduce the dependency ratio in the 330 by 20 percentage points, or
about one-quarter. Increasing the retirement agbdth men and women to age 65 would
cut the 2050 aged dependency ratio by half, offggtinost (though not quite all) of the

increase projected for the period 2000 to 2050.

In fact, the current “best estimate” projectionggest that the demographic outlook, and
development of the expected age dependency rattbdee covered by the pension system
in China as a whole is more challenging than fer plopulation as a whole. Moreover,
under the system as administered at present, $enad global average replacement rate
is relatively high. As shown in Table 1.6, in 20B2 age/system dependency ratio was 32
percent, meaning that there were just over thredkeve for each retiree. Meanwhile, the
average benefit that year was 71 percent of theageewage. Thus, the contribution rate
required to finance pension benefit payments in22@h a pay-as-you-go basis) was just
under 23 percent of relevant wages or earnings. rélagively high system dependency
ratio reflects, to some extent, the fact that thpdct of the population ageing process is
seen more sharply among the urban population th#reicountry as a whole, and also that
pension system coverage is proportionately highesray state and collective enterprises,
which have workforces whose age profiles are diden averag& Even if, between now
and 2050, means could be put in place to restietgrowth of the system dependency
ratio to a doubling (rather than tripling) of therent figure, the contribution rate needed
to finance current pension replacement rates watildrise to more than 40 percent,
almost double the current required figure. Healdurance costs could also be expected to
increase substantially, if by a rather smallerdact

Implicit pay-as-you-go cost rate (PAYG) of China’s pension system, 2002

Actual 2002 pension system dependency ratio:

Pension beneficiaries (millions) 36.1m.

Pension system contributors (millions) 111.3 m.

Dependency ratio (A) 0.32
Actual 2002 pension system average replacement rate:

Average pension benefit (yuan) 8,087 p. a.

Average urban wage (yuan) 12,422 p. a.

Average replacement rate (B) 71%
Implicit cost rate for pension benefits (A) * (B) 23%

Source: 1LO calculations based on data from Chinese Labour Statistical Yearbook, 2003.

The context of social protection in 2005

Over the last quarter century, China has experéragid and sustained economic growth.
Between 1978 and 2002, per capita real gross dangsduct (GDP) grew at an average
annual rate of 8 percent per year and real averageal wages in urban employment grew
at an average annual rate of 6.2 percent per géthnugh these figures certainly represent
an impressive rate of sustained growth, some caugimeeded in their interpretation (see
commentators such as Rawski, 2000), given thagtbesth developed from a very low

12 Among provincial level governments, the four witle highest age dependency ratios are the muritagal
of Beijing, Shanghai, and Tianjin along with the amtzed province of Zeijiang.
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Table 1.8.

initial base, and per capita gross domestic proatu2z002 had still to cross the equivalent
of US$1,000 (Table 1.7).

Measures of economic activity in China, 1978-2002

Aggregate economic activity, 2002 Yuan US dollars
Gross domestic product (billions) 10,470 1,266
Gross domestic product per capita 8,184 988

Shares of 2002 gross domestic product:

Wages and related incomes 51%
Savings 31%

Average annual real growth rate, 1978-2002
Per capita GDP 8.0%
Average annual wage in urban enterprises 6.2%

Source: China Statistical Yearbook, 2003.

Annual earnings in urban enterprises averaged 2ydan in 2002, or about US$1,500.
Earnings levels vary substantially by region angetyof enterprise. In Beijing and
Shanghai municipalities, two of the most prospeiass in the country, average earnings
were estimated to be 75 to 93 percent higher thamational average. On the other hand,
in the least prosperous provinces average earmegs found typically to be at a level of
only about three-quarters of the national averddgme gap between the richest and the
poorest may be said, therefore, to be roughly twarie. Nationally, average earnings were
highest among foreign-funded enterprises and lowsging collective enterprises. As a
group, state-owned enterprises appear to haveepalsiclose to the national average. Part
of the gap between foreign-funded enterprises éner®, notably state-owned enterprises,
can be traced to the fact that the foreign-fundedrerises are more likely to be located in
higher wage areas. For this reason, amongst eisiespgocated in Shanghai, the highest
wage-level area of all, the gap between foreign state-owned enterprises was found to
be notably smaller than the gap nationally.

Wage distribution, 2002

Yuan Percent of overall
(national) average

Average annual wage in urban enterprises 12,422 100
Average by region
Shanghai 23,959 193
Beijing 21,852 176
Shanxi 9,357 75
Henan 9,174 74
Average by type of enterprise (nationally)
State-owned enterprises 12,869 104
Urban collective enterprises 7,667 62
Joint ownership units 12,451 100
Domestic share holding corporations 13,850 111
Foreign-funded units 17,892 144
Average by type of enterprise (Shanghai)
State-owned enterprises 24719 199
Urban collective enterprises 14851 120
Joint ownership units 18015 145
Domestic share holding corporations 25046 202
Foreign-funded units 30192 243

Source: Chinese Labour Statistical Yearbook, 2003.
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Table 1.9.

Table 1.9 shows the aggregate spending on majal security programmes in 2002. The
pension programme is by far the single largest efgnof the Chinese social protection
system, accounting for 82 percent of all socialiiasce spending. Medical insurance is
the second largest, representing 12 percent dbtaé Unemployment insurance accounts
for five percent of spending, and the remaining tpr@grammes, work injury and
maternity insurance, together comprise just beloe percent.

There are three other significant national prograsnthat provide additional social
protection facilities supplementing the social mwce programmes. The largest of these is
the network of Reemployment Service Centres thaewet up to assist workers who lost
their jobs in the course of the restructuring attestenterprises. In 2002, total spending on
these centres exceeded spending on the unemploymseinance benefits. However, even
in that year, spending had declined below that $aty, the year 2000, reflecting the
beginning of a programme to phase out these cerfdiesondly, the Minimum Living
Standard Guarantee is a social assistance progrdhanerovides a minimum income to
those with few or no other resources. It has begramding recently, but still operates
almost exclusively in urban areas. The third ofséhsupplementary programmes is the
Voluntary Pension Programme, which dates from #mtyel990s and is targeted towards
the rural populace.

Except for the Reemployment Service Centres, spgritis grown rapidly in recent years
in all of the country’s social protection progransnéarticularly rapid increases have
occurred in the medical insurance area, where aheaith insurance programme is still
being phased in, and in the minimum living guaranpgogramme. Despite the rapid
growth, total spending on these social securitygmmmes is still relatively modest.

Expenditures in 2002 under all five social insuepcogrammes combined amounted to
between 10 and 15 percent of total government spegrathd 3.3 percent of China’'s GDP.

The addition of expenditures under the other thpemyrammes outlined above would

bring the total to 3.6 percent of GDP. Pensionsfitnalone amounted to 2.7 percent of
GDP.

Social protection spending, 2002 and 2003

2002 2002 2003
Amount % of GDP Amount
(billion Yuan) (billion Yuan)
Total government expenditure 2,205 21.0%
Social insurance programmes
Pensions 284.3 2.71 312.2
Health 40.9 0.39 65.4
Unemployment 18.7 0.18 20.0
Maternity 1.3 0.01 14
Work Injury 2.0 0.02 2.7
Total social insurance 347.2 3.31 401.6
Other social protection programmes
Reemployment Service Centres 2 18.2 0.17
Minimum living standard guarantee programme ° 9.2 0.09
Rural voluntary pensions ¢ 1.4 0.01

a  2.35 billion of the outlays for reemployment service centres were financed from the unemployment insurance programme. Those
expenditures are counted twice in this table.

b 2003 spending and the increase is from 2001 to 2003.
¢ Based on early estimates of GDP and government expenditure, subject to updating.
Sources: China Labour Statistical Yearbooks, 2002 and 2003; Ministry of Civil Affairs.

All social security programmes appear to have dpdran aggregate, in surplus over
recent years (see Table 1.10). This is so in tesmthe consolidated situation at the
national level, but may not necessarily be so atiekel of all of the individual provinces,

where the ultimate responsibility for financing idéé rests. While the surpluses generally
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observed amongst the richer provinces of the EassCmay be regarded, implicitly, as
largely offsetting the deficits of the poorer pmosgs, namely those of the North East;
action is nevertheless needed to redress the fadainthalances of the system found in
some local situations, and to seek additional ressuwhen annual deficits are incurred.

Table 1.10. Budget balance of social insurance programmes, 1990-2003 (100 million Yuan)
Total Old-age Unemployment Medical Employment Maternity
pensions insurance insurance !njury insurance
Insurance

Revenue
1990 186.8 178.8 8.0
1991 225.0 215.7 9.3
1992 3774 365.8 1.7
1993 526.1 503.5 17.9 14 24 0.8
1994 742.0 707.4 254 3.2 46 15
1995 1'006.0 950.1 35.3 9.7 8.1 29
2000 2'644.5 22781 160.4 170.0 24.8 11.2
2001 3'101.9 2'489.0 187.3 383.6 28.3 13.7
2002 4'048.7 31715 215.6 607.8 32.0 218
2003 4'882.9 3'680.0 249.5 890.0 37.6 258
Expenditure
1990 151.9 149.3 25
1991 176.1 173.1 3.0
1992 3271 321.9 5.1
1993 4822 470.6 9.3 1.3 0.4 0.5
1994 680.0 661.1 14.2 29 0.9 0.8
1995 8771 847.6 18.9 7.3 1.8 1.6
2000 2'385.6 21155 1234 124.5 13.8 8.3
2001 2'748.0 23213 156.6 2441 16.5 9.6
2002 34715 2'842.9 186.6 409.4 19.9 12.8
2003 4016.4 31221 199.8 653.9 271 13.5
Balance at year-end
1990 117.3 97.9 19.5
1991 169.7 1441 25.7
1992 252.8 220.6 32.1
1993 303.7 258.6 40.8 04 31 0.8
1994 365.7 304.8 52.0 0.7 6.8 14
1995 516.8 429.8 68.4 31 12.7 2.7
2000 1'327.5 9471 195.9 109.8 57.9 16.8
2001 1622.8 1'054.1 226.2 253.0 68.9 20.6
2002 2'423.4 1'608.0 253.8 450.7 81.1 29.7
2003 3'313.8 2'206.5 303.5 670.6

Source: China Labour Statistical Yearbook, 2003 (Table 11-25).
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2.  Current social security programmes

Social security in the People’s Republic of Chiaa gone through several distinct phases.
A comprehensive system of social insurance wasbksitad soon after the current
Republic was established, but that system did woticue beyond the period of the
“Cultural Revolution” that began in 1966. A new ®m was created in the mid 1970s
under which individual employers were required tesuane responsibility for their
employees, and was itself gradually replaced, ftoenlate 1980s onwards, by a network
of government-sponsored programmes in which riskes ‘@ooled” across multiple
employers. The process of transferring responsdslifrom employer responsibilities is
not yet complete, and important structural isseesain to be resolved.

The system continues to evolve, in the light ofyéascale trials of new proposals and
organizational arrangements, and as new progranamegradually implemented across
the country. This chapter focuses on the struabfirsocial security in the country as it is
expected to develop on the basis of the princilaliegly established by 2004. We begin by
tracing the historical development of the systeiith warticular emphasis on the relatively
recent transition from a system of employers ligbihandates to social insurance. A brief
overview is presented of those features of thecttra of the Chinese state which are
relevant to an adequate understanding of the duoeyanization of the social security
system, followed by a discussion of the benefitmarfcing and administration
arrangements for each of the major social secpridggrammes in turn.

2.1. The development and early evolution of
the social security system

Phase |

The first approach to formal social protection ihifta was established through “(Draft)
Regulations Concerning Labour Insurance” issuetidifl. These established a system of
social insurance covering retirement, disabilitgath, sickness, maternity, work-related
injuries, and medical care. They also includedrenfof unemployment benefit called “job
waiting” relief. Together with the promise of liflete employment in the state and
collective enterprises, the new system creatediisy often described colloquially as the
“iron rice bowl”, of social security for urban waks.

Initially, the labour insurance regulations appliedly to those state and collectively-

owned enterprises located in urban areas and empglayore than 100 persons. The
programme soon spread, however, to government avefigment-related institutions such

as party organizations, schools, hospitals andarelanstitutions situated in urban areas.
In 1955, a separate system was set up to coverrgoeat employees and party

institutions, and in 1958 coverage was extendel tarban enterprises, regardless of size.
Coverage was not, however, extended to farmereataprises located in rural areas.

This early system was financed entirely by emplsy@&he pension system was financed
through explicit contributions levied on the entesp wage bill and was administered by
local trade union committees. The local committepsrated under the administrative
jurisdiction of the All China Federation of Tradenions (ACFTU) and under the policy
supervision of the Ministry of Labour in Beijingh& contribution rate for pensions was 3
per cent of wages. Beginning in 1954, 30 percenheffunds raised were transferred to a
national pension fund that was managed by the ACFNhe other 70 percent were
managed by the relevant local administering auttyofihe national fund was conceived as
the mechanism for subsidizing future pensions dostsgions experiencing unfavourable
economic or demographic developments, thereby pindua nationally-uniform pension
system.
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It is interesting to note that the initial parametef the pension system were similar to the
system then in effect in the Soviet Union. Pensiease made available to men at age 60
after 25 years of service and to women at age &@Ob(tie collar workers) or age 55 (for
white collar workers) after 20 years of serviceo3é employed in hazardous occupations
were eligible to receive benefits five years earligan the normal retirement age to
account for the difficult work conditions and theidverse health effects on individual
workers. Pensions varied in general from 50 to i@gnt of the retirees’ average wages at
the time of retirement.

Phase Il

In fact, very few workers qualified for pensionsthe early years. In 1952, the system
covered eight million active workers (on behalfadiom contributions were paid) but paid
pensions to only 20,000 retirees. The 3 percentriboiion rate was substantially more
than needed to cover the initial benefit costs, #redpension funds, under trade union
management, accumulated fairly substantial reserves

This social insurance system was dismantled dutiieg period from 1966 through to
around 1976 (that of the of the “Cultural Revolatip The institutions that had supervised
and managed the system, the trade unions, the ti§ingf Labour and the local
administrative organs were either suspended oplgsd, and the accumulated reserves
were appropriated for other purposes. At firstpoesibility for pooling of funds and for
oversight of the social insurance system shiftedotmal government labour bureaux.
Eventually, however, the pooling of employer cdmitions ceased and each enterprise
became responsible for the provision and finanoirfgll of employee welfare benefits for
its own employees. In principle, workers continaedbe entitled to social benefits, but
these were provided at the discretion of each lenérprise. In practice, many workers
found that they were unable to claim payment ofspmrs on reaching the theoretical
retirement age, and were obliged to delay thewracetirements.

Phase Il

The third phase in the evolution of social secubggan in 1978, when new regulations
were issued formally establishing employers’ resjiality for financing and providing
social insurance benefitd Technically, these regulations were applicabley dnl state-
owned enterprises, government, and governmenerklatstitutions, but the collective
enterprises were also encouraged to follow the la¢gigns, and most did so. The
regulations re-established entitlement to sociauiance benefits through employer-
provided pension, health, maternity, sickness amdkwjury benefits.

The objectives of the 1978 reforms included faatiitg the rehabilitation of workers
whose lives had been disrupted during the precegiags, and the creation of employment
vacancies in the state enterprises to provide dppities for new labour force entrants. To
help achieve these objectives, the conditions famspn eligibility were loosened and
benefits were made more generous. The minimum ceerfdgr pension eligibility was
lowered to ten years. The pension payable to tivitbebetween ten and fourteen years of
membership of the system was set at 60 percenthedf standard pay; for those with
between 15 and 19 years membership at 70 per testardard pay; and for those with
20 years or more at 75 percent of their standayd Ipaaddition, a lifetime job in the state
sector was guaranteed for one child of each retifaese liberalizing measures had the
desired impact, and in the first 12 months afteytivere issued, the number of pensioners
nearly doubled, from 3.14 million to 5.96 millioBetween 1978 and 1985, the pension
rolls increased five-fold and the costs of the pmnsystem rose from 2.8 percent to
10.6 percent of the aggregate wage bill of covérstitutions.

13 Document 104 of 1978, Third Plenary Session ofltifeParty Central Committee.




Phase IV

By the mid 1980s, the pace of economic reform hadelarated and the need to
accommodate structural changes in the labour méwd@tbecome apparent. In 1986 the
Government instituted a series of changes thatrbdga processes of deregulating the
labour market, adapting the social protection sydtea market system, and loosening the
“iron rice bowl” system of social protection.

Firstly, regulations issued in 1986 created a ngstesn, based on formal contracts, to
replace the system of permanent employment thabbad established thirty years earlier.
While those already employed would remain undepémenanent employment system, the
employment of a new employee at state- and colielgtiowned enterprises was to be
governed in each case by a labour contract, whichdcbe either fixed or indefinite in
term. Secondly, in recognition of the new degreemfertainty being introduced into the
labour market, the Government instituted an uneympént insurance programme. In
addition, a restructuring was begun of the systemafiministering the social insurance
programmes, progressively relieving employers okt thesponsibility for benefit
administration, particularly for longer-term beneff Urban administrations were required
to create social insurance agencies to assumeigiveos the social insurance programmes
in their areas and to begin pooling the unemploytniesurance contributions and the
pension contributions collected from and on belodlthe new contract employees. In
addition, employees were required for the firstetitn pay a share of the contribution rate,
so as to help finance the pensions of the conwackers, who were themselves brought
within the scope of all of the other existing sbasurance arrangements, including health
care, sickness, and work injury. Localities weisoancouraged to extend the principle of
contribution pooling, beyond the scope only of tiesvly hired contract workers, and to
test the possibility of extending pension covertméhe newly forming non-state urban
enterprises.

The unemployment insurance programme was designigidlly to provide benefits
specifically for laid-off employees of the statesmd enterprises. From the outset, benefits
were financed through pooling of social insuranaetibutions collected from enterprises.
Originally, benefits were scaled to previous eagaiand financed by a contribution of one
percent of earnings covered by the programme. B31%o0owever, the benefits were
changed to a “flat rate” basis providing an equajrpent for all workers within a locality
(although varying from one locality to another).

The late 1980s and early 1990s saw the emergereevarfiety of different approaches to
social insurance, particularly to pension structanel finance. In effect, in these years
social protection policies were allowed to evolveough a process of decentralized
experimentation in much the same way as generahomsic policies were evolving
through the experience gained in a variety of gpemonomic zones, with the expectation
that a consensus about the best approach for goctdction would emerge from the
experience of the various approaches being testdififerent parts of the country.

By 1991, each local (“county”) government had elsthbd a social insurance agency and
begun some degree of pooling of worker and emplagetributions, so that about two-
thirds of the employees of the state-owned entprivere participating in some form of
pension pool. However, the system remained quiggnfiented. It was common for
localities to establish separate pools, not only diate-owned enterprises, collectively-
owned enterprises and, where they were coveredethgloyees of private or joint-
ownership firms, but also for contract workers gednanent workers.

In 1991 the Government issued a statement settingspects of its pension policy, with a
view to establishing a coherent framework for tlevedoping process of decentralized
pension reform® The statement envisaged that the obligation tdritrie on their own

14 state Council Document 77 of 1986.

15 state Council Document No. 33.
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behalf would be extended to all employees, inclgdive remaining permanent employees
in the state sector. In addition, the statementdaw the progressive integration of the
various different pension pools and programmes dy existing at the local level and

their eventual integration into one national prognae. It set out a vision for a three-tier
pension system comprising: (1) a basic statutomgsioe financed by employer and

employee contributions, (2) supplemental pensiorented by enterprises from operating
surpluses, and (3) individual pensions financedaowoluntary basis by workers and

available at retirement as either a periodic paynoera lump sum. What the document
articulated, however, was essentially a visiohaathan a programme of specific pension
reform provisions.

The new economic structure, generally describeti@socialist market economic system,
was fully conceptualized in 1992 At that time, the need for further reform of trezisl
protection system was acknowledged, but no singfgaach to either pension or health
insurance was endorsed. Individual provinces caetinto test different approaches to
pension reform. Some emphasized increased soc@ingoof pension contributions in
order to spread the pension burden as evenly asbpmsacross all enterprises. Others
introduced, on a trial basis, individual funded aouts. These proved to be particularly
popular among the new private and joint enterpriaeshese enterprises had few, if any
“legacy” pension liabilities relating to long ped® of prior service by their employees.
Under a system of funded individual accounts, e enterprises could largely avoid the
burden of helping to finance the liabilities of thider enterprises.

Also in 1992, the Government initiated pilot prdgeevith the aim of developing some
form of pension provision, albeit on a voluntarysisa in the rural areas. Local
governments were to organize pension schemes, wiech more or less of necessity in
the form of defined contribution programmes, to ethiindividuals, governments, or
enterprises could make contributions. That yearemeer, the urban pension system that
had been created in 1986 was officially extendethése urban collective enterprises not
already participating.

Two years later, implementation began on a pilsidaf a concept called Reemployment
Service Centres (RSCs). These spread throughowotngtry by 1996, and in 1998 were
made mandatory for all state-owned enterprises. SR@OGvided the framework for an
integrated programme combining training, job seassistance, a monthly income and the
continuation of social insurance coverage to irdiiails laid off from the state enterprises.
However, the State Council showed itself to be adisBed with the results of this
initiative, and from the year 2000 onwards, a pesgive programme of closure of the
RSCs began.

The development of an increasing variety of initie$ in different provinces led inevitably
to increased fragmentation, particularly with rebyéw pension schemes, and it must be
said that this has, to a greater or lesser degregjdiced the likelihood of achieving the
vision of a unified pension system to which the 1L.®8licy statement pointed. Meanwhile,
by the mid 1990s, the traditional system of emplgy®vided health care was, in effect,
collapsing, as a result of the shift in employmfnotn the state- and collectively-owned
enterprises to the new private and joint enterprigeccordingly a rather urgent search
began for new strategies for, at the same timanfilng and delivering health care and for
bringing greater coherence to the “patchwork” diitgrof pension provisions.

In 1995, accordingly, the State Council issuedwa ciecular on pensions that established a
goal of creating one unified national pension gyste The circular set a target for
achieving this goal by the year 2000, and envisdlgat] by that time, all workers should
be participating in a single national system unither auspices of the Government and

18 “Decisions on Some Issues Concerning the Estahbsh of a Socialist Market Economic System,”
3 Plenary Session, f4National Congress.

17 «Circular on Deepening the Reform of the Old Agen$len System for Enterprise Employees,” State
Council Document 6.
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having, as far as possible, uniform rules, provisiand procedures. Having established the
goal of a unified system, however, the documenttwan to outline three different
approaches that provinces might take. One apprgah I) was to build schemes around
individual accounts to be financed by a 16 percentribution rate. The contribution rate
would be shared between employees and employera, lasis to be gradually adjusted
until one-half was paid by each. Contributions wlohe deposited in accounts accruing
interest on an administered (somewhat artificiaBie to be specified later, but reflecting a
combination of the rate of return on bank depasits the rate of growth of local average
earnings. Pooled employer contributions would éilsance additional benefits for workers
in mid- career at the time the new system was ksiedol. A second approach (Plan II)
combined a flat-rate “base” pension to be set abZfb percent of each locality’s average
wage with an earnings-related pension equal totd.d.4 percent of the individual
worker’'s standard wage for each year of service ampension derived from an account
built by voluntary individual contributions. A mdaid alternative was presented as the
third approach (Plan II-B), under which the earsinglated component of Plan Il would
be omitted, but retaining the combination of a-fite base pension and the individual
account. In all three approaches, “floor” and aililcg” earnings levels were to be
established for the calculation of each worker'sitdbution. The suggested floor was
60 percent of the local average wage, with thangeilo be set at either 200 per cent or
300 per cent of the local average wage.

The 1995 document took a very flexible approacheimouraging the provinces’
administrations to adopt any of the three modeldinmd or any combination of the
various features outlined in the circular. In dwairse, the different provinces exercised
their individual choices in his regard, which, howeg resulted ultimately in a further
degree of fragmentation of the pension system dvéyaeasonable degree of consensus
about how the pension system should be structusgdlbm said to have emerged two years
later, when in 1997 the State Council issued a diective on pensions, called for the
creation throughout the country of a system resimtlan I1-B of the 1995 documefit.
Pensions were to consist of three parts, a basgqreaqual to 20 percent of the average
wage of the province, an individual account thatvjided a pension based on the account
balance at retirement, and a transition benefitoimpensate workers in the middle of their
careers when the individual account approach wsiguted.

Although the new directive made significant progresvards a nationally uniform system,
certain important points of design and associatrdrpeters have yet to be specified. In
particular, no specific statement has been issoiéddicate whether it is intended that an
individual worker’s account should be maintainedeofreal” (advance funded) basis or
simply as a nominal record of contributions (andckotietical accumulations) until
retirement. In practice, most provinces have tebatembers’ accounts on a “notional”
basis, and, and have accumulated few, if any, “@ahsion reserves. At the end of 2002,
aggregate reserves in the pension system amoumtk@tltbillion Yuan, a figure roughly
equal to 55 per cent of that year's actual totalsgen expenditure’.

Two measures were introduced in the year 2000, withew to increasing the role of

advance funding in the pension system. Firstiyotgirogrammes have been launched in
selected provinces, beginning with Liaoning, destjto test several proposed revisions to
social insurance policies. One such was the creafi@a provincial-level fund to hold all of

the contributions that were earmarked for individaaounts, which would have the merit
of limiting the diversion of current contributiohs pay the pensions of current retirees. In
addition, a new national institution, the Nationabuncil for Social Security Fund

(NACSSEF), was created. This organization is eesagency directly responsible to the
State Council. Its function is to manage funds Hrat raised by the central government,
mainly through the sale of shares in state-ownddrprises, and set aside to help cover
future social security costs. These measures dmrbémselves amount to a fully detailed

18 state Council Decision 26.

19 Labour Yearbook, Table 11-29
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2.2.1.

strategy as regards the future financing of thatetyy for the pension system, but do go
some way in that regard.

The State Council and the Ministry of Labour anctiSloSecurity have also initiated
measures strengthening other parts of the socialrige system. These include interim
regulations on Occupational Injury and Disease rinste for Employees in Enterprises,
which were issued by the Ministry in 1996 and whettend the principle of pooling of
social insurance contributions to the occupatiémjaly programme.

In 1998, the State Council selected a new modealfioan workers’ health insurance, to be
called the Basic Health Insurance System. Thisesysis designed to rely on a

combination of individual accounts to finance oatipnt care and social pooling to

finance in-patient care. A period of two to thresags was envisaged to allow for the new
system to be phased in progressively, and to repthe combined provisions of the

existing Labour Health Insurance System and thee@uowent Health Insurance System,
each of which comprised essentially employer-masdiptovisions.

Finally, in 1999, coverage of social insurance paogmes was extended beyond the state
sector to foreign funded and private sector firkisthe same time, employees began to be
obliged to contribute to the unemployment insurgmogramme.

The Chinese State and social security

Four different levels of government bear respofisés for various aspects of the social

insurance system in China, and ideally they sheakk a high level of mutual cooperation

in their activities. This section focuses on how tifferent governmental units establish

social insurance policies and administer the prognas. The current arrangements are
reviewed briefly, and attention is drawn to thditn§onal and administrative issues which

they raise.

National organization

In the People’s Republic of China final authority relation to any legislative proposal
rests with the National People’s Congress, whidttsl the leaders of the Government,
enacts basic legislation and oversees the opesatbrthe Government. The National
People’s Congress is elected for a term of fivaey@ad meets in session during the first
guarter of each year.

The highest organ of state administration is tre@eS€ouncil, headed by the Premier, and
its members include the Vice-premiers, State Cdiongj and the heads of 29 Ministries

and Commissions making up the first tier of thetdrgovernment. The State Council has
the power to issue administrative and policy dixest and oversee the operations of
government organizations at all levels throughdunhg.

Responsibility for the Social Security system rgsistly with the Ministry of Labour and
Social Security and the Ministry of Civil Affaird.he former is responsible for all of the
social insurance programmes, together with thel peasion programme and also retains
authority in relation to the remaining reemploymergntres. The latter ministry is
responsible for the minimum income guarantee progra. Both Ministers are
automatically members of the State Council. Chiasiot, to date, adopted a consolidated
“basic law” on Social Security, but has relied ornegislative framework for all of its
Social Security programmes comprising Directivesrfrthe State Council together with
Regulations issued by the relevant Ministry.

At the second level, China is divided into 22 prmés, five autonomous regions, and four
municipalities. The autonomous regions and muniitipa are granted the same
administrative status as the provinces, and fosthe of simplification herein, references
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to provinces, provincial governments or adminigbreg are generally intended to refer
equally to the autonomous regions and municipalitie

Below the provincial (or second) level, adminidtratof the provinces is subdivided into

cities, prefectures, counties, townships and \@fagnd districts. The level immediately
below the provincial level (third level) is the yitevel, which we describe herein

— because some large counties have been grantezhthe administrative status as the
cities — again, for the purposes of simplificati@s, the “prefecture” (city/large county)

level. The next level (fourth) is the lowest lewal administration for social insurance

purposes, which we describe here as the “counsf’lethis includes those townships, etc.
that have county level status and have their owesiabansurance administrations. A

simplified outline of the overall national structuis presented in the diagram on the
following page.

2.2.2. Sub-national organization

The Social Security system described in this remfférs coverage to members in
mainland China, excluding the special administetiNstricts of Hong Kong and Macao
but including Hainan province. The territory cowtris divided into 31 sub-national
jurisdictions, of which, while we speak collectiyebf “provinces”, technically only
22 have that status as such, accompanied by fitenamous regiod$ and four
municipalities?* Each province is subdivided into prefecture-legeivernments, with
further successive subdivisions into, respectivelgpunty and township-level
administrations. At the end of 2002 the adminigiret numbered 332 at the prefecture
level, 2,860 counties and 44,850 townships. “Citiage represented at each of the
provincial, prefecture or county government levalsgl those that form either provincial or
prefecture-level governments are divided into ity which are, in turn, the effective
equivalent of counties.

The administration of each prefecture-level govesnmincludes a local Ministry of
Labour and Social Security, a Ministry of Civil Affs, a Department of Finance and a
Department of Taxation. Each of the prefecture aadnty-level administrations also
includes departments dealing with social securifikation, finance and civil affairs.
Responsibility for administering the Chinese sos&durity system is divided among these
various units of the several thousand county, ptafe and provincial level
administrations; responsibility for unemploymergurance resides variously with the local
social insurance or the local employment servigenay.

The (permanent) civil registration of each Chinagizen is made at a particular
geographic location. In principle, it is expectdthtt each individual will reside at the
location of their registration, unless they havevalid reason (such as temporary
employment or education) for residing in anotheisfliction. Those residing outside of
the area in which they are registered are considerebe “internal migrants”, who are
expected eventually to return to their permanemhdiolhe economic boom in the urban
areas and coastal provinces has by now drawn nsllaf migrants from the rural areas,
and such migrant workers may apply, if the recg\juarisdiction agrees, to have their
registration transferred.

2 Jnner Mongolia, Guangxi, Tibet, Ningxia, and Xamjig.
21 Beijing, Tianjin, Shanghai, and Chongaing.
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Figure 2.1.
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Division of administrative responsibilities

In general, the management of social insurance rgnoges is the responsibility of
whichever is the level of administration at whidte trelevant enterprise has itself been
registered. The relevant social security departroeagency ensures that contributions are
collected and that benefits are duly paid whengleremployees of a locally-registered
enterprise become entitled. The majority of entiegsrare registered with the county-level
administrations, but some state-owned enterpriges ragistered with prefecture or
provincial levels?

Provincial level governments may either assignaasibility for collecting social security

contributions to their social insurance agencies aorange for the collection of

contributions by the taxation bureaux; the arrarg@sput in place at the provincial level
are not necessarily, however, duplicated at thel leftheir subsidiary jurisdictions. Social
security benefit calculations and payments arerdsponsibility of the social security
agency (or, where applicable, the employment agency

Pension funds may be pooled at the county, prakectr provincial level and
unemployment insurance funds may be pooled at reitiee county or prefecture level.
Funds in the other three social insurance branaheghich the level of outward payments
in any given period is likely to be comparable hattof inward receipts, are held at the
administrative level at which they are collected. $ocial insurance contributions except
those for pensions are deposited in accounts niaéatdor the respective programme by
the social insurance agency operating at the latvelhich the funds are pooled. Pension
contributions are transferred to the finance depamnt of the relevant government unit
until needed to pay benefits. The finance departraghsequently transfers to the social
security agency the amount that the agency notgsdically as being needed to cover
benefit payment&’

The procedures to establish the boards of manadeofghe social security agencies at
each level, their staffing and operating procedares general financial provisions are all
established in accordance with the usual procedangs regulations governing public
institutions. The social security agency at eaclelles responsible for overseeing the
operations of those in the subsidiary administeatevels, but there is in fact no provision
for direct control of that agency’s personnel, fio@s or operating policies.

The operating budgets of the social security agsnaie allocated from the general budget
administered by the local Finance Department oh egmwernment administrative unit, and
should not be drawn from the agencies’ income by whcontributions Whichever
administrative unit manages the relevant fundingl ps also responsible for arranging
finance to cover any deficits in the pension andngployment insurance programmes,
although, in this case, the administration may oeably expect some assistance from
higher levels of government. The entire cost of tenimum Income Guarantee
programme is, however, paid from general governmmrenues.

The Ministry of Labour and Social Security

The Ministry of Labour and Social Security (MOLS®perates at four distinct
administrative levels — national, provincial, cignd county. At the national level, the

22 A few are also registered with the national goweent, although the central government apparenty ha
delegated responsibility for dealing with enterpsisegistered with it to the provincial level gavaents.

2 The Ministry of Finance and the Ministry of Laboand Social Security mandated the use of Finance
Departments as intermediaries to hold excess pefisiml balances in 1998 in an attempt to improrarfcial
controls. The ministries are now considering extegdhe practice to the other social insurance diras. See
“The Provisional Regulation on the Two-Way Admirggton of Collection and Payment of the Basic Pension
Funds of the Enterprises’ Staff.”

24 Contribution income was used to pay administragienses before 1997. The practice was discontimued
an effort to improve financial controls over adrsinative expenses.
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role of the MOLSS lies mainly in the sphere of aaél policy development, but it
operates functionally through delegation to theeg¢htower levels — respectively, the
provincial city, and county levels. In some cades tounty level administrations have
been upgraded to a levadri passuwith the status of cities.

Within each province responsibility for the implemetion of national policies within the
province, and their development and interpretatiothe light of local conditions, rests
with the Department of Labour and Social SecuribL$S). At the City level, the
Department is responsible for the implementationthef provincial government policies
within the City, and the development of City padiei At the county level, the operational
units are responsible for the implementation ofrtational, provincial and city policies.

This organizational structure for the MOLSS Depaitiis is mirrored at each of the three
operational levels; however the operational ledelsiot necessarily feature a full set of the
more specialised higher-level institutions (such fas example, the Labour and Social
Security Newspaper Agency, or the Jiujang Trairagtre). Figure 2.2, below, illustrates
the overall structure.

The Social Insurance Administration

The Bureau of Social Insurance Management (BSIMgraes at all three operational

levels of administration, and is responsible foe timplementation and day-to-day

administration of the various Social Insurance ss® At the Central level, the main role
of the BSIM is to coordinate the policy developmerark of four departments concerned
with the implementation and operations of the feaeial insurance schemes. At each of
the subsidiary operational levels, the BSIM forrast pf the government administration of

that level (at the provincial level, for exampleégtBureau is a provincial government
Department responsible to the governor of the piamii at the city/large county level the

bureau reports to the mayor of the city, and so Ar)a result of this structure, the BSIM

at the national level exerts only indirect conteér the functioning of agencies at the city
and county level, whose primary affiliation is reded as being to the appropriate local
government administration. BSIM has, thereforepoesibility in a rather broad sense for

overseeing the operations of these schemes:

e the pension scheme (which includes old-age pensisability pension, survivors’
pension, and supplementary pension benefits);

e the health insurance scheme;

« the employment injury insurance scheme; and

+ the maternity insurance scheme.

However, in the light of the fairly early stage ddvelopment of new schemes for health,
employment injury and maternity insurance (as #®unemployment scheme), and the

fact that the current schemes are entirely ensgrased, the predominant present concern
of the BSIM is the system of pension provision.
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Figure 2.2. MOLSS Social Insurance Administration
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2.2.3.3.

Main functions at operational level

The main functions of the operational units atdiy and county level comprise:
e registration of employers

e registration of employees

« collection and recording of employer contributions
« collection and recording of employee contributions
e  processing of claims

e payment of entitlements

« compliance, and fraud prevention and detection

e accounting and audit

« financial management of the funds

« management information and statistics.

Registration

All urban state-owned and private sector entitrege(red to rather loosely, for simplicity,
as “enterprises”) are required to participate m $bcial insurance schemes. They may be
grouped, broadly, as:

« enterprises and “undertakings” in the public secto

e government organizations;

. social organizations;

« not-for-profit units run by local people;

« industrial and commercial enterprises owned byiddals in cities and towns;

o state-owned enterprises (SOEs);

. collective enterprises;

« enterprises with foreign investment; and

e (corporate) private enterprises.

An enterprise must register with the appropriatgaansurance agency within 30 days of

receiving its business licence. The business ledras a national number, which is the key
element in the social security registration process

Units of the civil service, together with militargnd State-owned organizations and
institutions, are exempt from the requirement gigster.

Enterprise branches that are not co-located witir theadquarters are regarded as
independent for social security purposes, and requio register separately. Enterprises
must complete the agency registration applicatmm$ and provide such documentation
as their business licenses and certificates. Wgistered, each enterprise is issued with a
“certificate of registration” by the respective mdénsurance agency.

An enterprise must advise the relevant social arste agency of any changes in its
registration details (including any change in namaddress, change of bank account, and
so on). Where an enterprise terminates its businbssugh, for example, bankruptcy,
merger or simply closure, it must advise the agemitlyin 30 days.

The regulations require that each enterprise naggster separately for each social security
scheme, thus registering with the BSIM for the pmmsinsurance scheme, with the
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Table 2.1.

Department of Unemployment for the unemploymenteswdy, with the Department of
Health Insurance for the health insurance schenmel with the Department of
Employment Injury for the work injury and maternitysurance schemes. However, in
many areas, especially where there is no compusters and manual recording on ledger
cards is necessary, the burden of multiple registrsis considerable, and it is not known
how fully enterprises comply with their obligatioimsthis regard.

The employer is obliged to register each employekeatime of the employer registration.
The relevant agency provides the employer with eye® registration forms, which
include the employee’s name, national ID numbecupation, monthly wages, etc. The
employer completes the forms and returns them ¢oatiency, where they are recorded
either on a computer database or manually on leclyels. A file is maintained for each
employee, recording, inter alia, his or her conttidn record.

Contribution collection

Contributions are payable monthly by employers emgloyees. The employer is liable to
pay a set percentage of the payroll for each of abeial insurance schemes — the
contribution rates are set at the level of the pwal administration, and differ from
province to province. General rules on contributiates are set out in Table 2.1.

Decree No. 2of 19 March 1999 outlines the national procedumsthe payment of
contributions. An employer’s monthly contributianbased on the payroll recorded for the
previous year — this means that the employer pafygsed amount each month for any
given insurance year. As regards employee conioisit the relevant contribution amount
for each of the social insurance schemes is dedldicien his or her monthly wages by the
employer. The deductions are not calculated orehttake home pay”, which can include
various allowances, but on a wage figure which seta vary greatly from month to
month; for simplicity, therefore, the employer ordgvises details of those employees
whose contribution amount differs significantly fmathat payable in the previous month
(for example, where an employee has been awargednaotion, a new employee joining
the enterprise, or an employee leaving the enss)ri

Social security contribution rates

Insurance Type Employer Contribution Employee Contribution

Old-age pension Determined by the Provincial Governments Determined by the Provincial Governments
(normally not more than 20% of payroll) (expected not to exceed 8% of monthly

wages)

Unemployment 2% of payroll 1% of monthly wages

Health insurance Determined by the Provincial Governments Determined by the Provincial Governments
(typically 6% of payroll) (typically 2% of payroll)

Employment injury Depends on the province and the No employee contribution
enterprise — average about 1% of payroll

Maternity Determined by the Provincial Governments No employee contribution

(normally not more than 1% of payroll)

The employer then prepares a contributions deatarafiorm for each of the social
insurance agencies specifying, respectively, thepleyar's and employees’ total
contribution liability. The employer is required teliver the completed form to the
respective social insurance agencies by the 5tsaoh month, although in cases where
direct delivery would be difficult, it is possibley arrangement, to use the postal service.

Each agency then checks the declaration form fonpbdeteness and accuracy, and arranges
with the enterprise for any discrepancy to be abesc Where the form is found to be
correct, it is approved and stamped, and if paynselny bank transfer the declaration form
is sent to the bank as authorization for the temfiom the employer’'s account to the
relevant social insurance agency fund account. riddtievely the employer may pay
directly to the social insurance agency in caslyocheque, which is deposited into the
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relevant fund account. Employers must pay the dmuttons within three days of their
declaration forms being approved by the respeectiancy.

Each agency then receives a statement from the slaoking the amounts transferred
from the employer accounts to the agency accountgrovinces where the taxation
agencies are responsible for the collection of rifmmions, the BSIM must provide the
taxation agency with the contribution declaratiomis advising amounts payable, and the
taxation agencies in turn will advise the BSIM witbtails of amounts collected from each
enterprise. Once this process is completed andri@mnts payable have been confirmed
and paid, each social security agency will updateegmployer and employee contribution
records.

For pensions and health insurance, individual attoare opened for each contributing
employee, and are updated each month. These “astalmnot represent actual monies
available to the individual on demand, but simgkydr her contribution record.

For pensions, a total of 11 per cent of wages fnestllocated to the individual accounts.
This is made up of the entire individual contrilbati plus a sufficient amount from the

employer’s contribution to bring the total to 11 pent — if, for example, the employee is
paying the maximum contribution of 8 per cent ofges, then an additional 3 per cent
should be allocated from the employer's overall tabation amount to the relevant

employee’s individual account. If, after the neeegsallocations have been made, any
balance remains of the employer’'s contribution lfothis is allocated to the pooling

account.

Both employers and employees have the right toiemabout their contribution payments
at any time; and the BSIM is required to provideheamployee with an annual statement
of showing the details of accumulated amount ceeldit the individual's account.

Employers are required to report each year on dlyenpnt of social security contributions
to the workers’ representative conference, or t&enrthis information available by public
notice. The BSIM must also publish a report on gbations collected every six months.

Compliance

For those whose contribution payments are missegiran full or in part, or are overdue,

the BSIM prepares a statement of contributions gwimhich will be presented to the

employer. A daily fine of 0.2 per cent of the ambowing is applied to late payments.

Where an enterprise fails to lodge the monthly aletion form, the agency can set an
amount of 110 per cent of the previous month’s idoution liability as the amount due.

Inspection of enterprise records is undertakendryat security inspection agencies that
are specifically responsible for the supervision amintribution payments. They are
authorized to carry out inspections of company mgoinvestigations and collection of
evidence, the determination and application of |texsa and applying for hearings at the
People’s Court for enforcement of penalties. Thigharity applies to registration
requirements as well as contributions.

In addition to regular annual checks of employerords, the BSIM will provide each
inspection agency with monthly information on ddfiers and others where inspection is
required.

Statistical reporting system

Statistical information is also generated through tdecentralized administrative structure.
Currently, each provincial social security offiseresponsible for collecting statistical data
and submission to the Central level. In practi@ghecounty office collects data from all

participating enterprises in the county, complébesforms and sends summary reports to
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the provincial office. The provincial office thenramarises the data from all local offices
in the province and reports to the MOLSS.

The statistical returns are facilitated by the abstandardized, “blueprint” report forms.
These can change from time to time, but in the y2@00, for example, the forms
comprised 15 tables relating to social insurangeltding the basic pension, health care,
work injury, maternity and others), five tables ceming unemployment insurance (Ul),
and two tables for rural pensions. Table 2.2 oadlithe general structure of these reporting
forms.

Table 2.2. Statistical reporting forms on social security schemes in China
Part A: Social insurance (basic old-age, health, work injury, maternity and others)

No. Title Period Unit Submitted to Coverage ofdata ~ Deadline
SI1 Basic old-age insurance: Quarter ~ Province, Social Insurance  All participating Within 20 days of the
Basic table (Local pooling) ~ Year Municipality, Administration,  enterprises end of the quarter.
Autonomous region  MOLSS By the end of February
of the next year
Sl.1bis  Idem (Industry pooling) idem idem idem idem idem
Sl.2 Basic old-age insurance: idem idem idem idem idem

Contribution collection
(Local pooling)

Sl.2bis  Idem (Industry pooling) idem idem idem idem idem
SI.3 Basic old-age insurance: Year idem idem idem By the end of February
Individual accounts (Local of the next year
pooling)
Sl.3bis  idem (Industry pooling) idem idem idem idem idem
Sl4 Basic HI: Quarter  idem idem idem Within 20 days of the
Participants and Year end of the quarter
contributions By the end of February
of the next year
S5 Basic health insurance: idem idem idem idem
Contribution collection
SI.6 Basic HI: Expenditure Year idem idem By the end of February
of the next year
SI.7 Social pooling fund for Quarter idem idem Within 20 days of the
serious diseases and retired Year end of the quarter
workers: By the end of February
Basic table of the next year
SI.8 Work injury insurance: idem idem idem idem
Basic table
SI.9 Work injury insurance: Year idem By the end of February
Statistics by industry of the next year
SI10  Maternity insurance: Quarter  idem idem idem Within 20 days of the
Participants and Year end of the quarter
contributions By the end of February
of the next year
SI.11 Supplementary old-age Year idem idem idem By the end of February
insurance and medical Half-year of the next year
subsidies for civil servants By 20 July
SI12  Social insurance (total): Year idem idem All cities and By the end of February
Expenditure and cost rates counties of the next year
SI.13  Social insurance agencies:  idem idem idem Social insurance  idem
Composition of staff of the agencies
social insurance agency
Sl.14  Basic old-age insurance: Month idem idem All participating By the 5% of the next
Pension payment for retired enterprises month
workers before 1949
SI.15  Basic old-age insurance: idem idem idem idem By the 10t of the next
participants and month
contributions
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Table 2.2.

Statistical reporting forms on social security schemes in China

Part B: Unemployment insurance (Ul)
No. Title Period Unit Submitted to Coverage ofdata  Deadline
Ul ul: Month Social security Department of Number and Within 10 days of the
Number of beneficiaries office in Province, ~ Unemployment ~ amount of end of the month
Municipality, Insurance, unemployment
Autonomous region  MOLSS benefits
ul.2 ul: idem. idem. idem. Unemployment idem.
Revenue and expenditure division in social
security office
ul.3 ul: idem. Idem (agenciesin  Department of All participating idem.
Contribution collection charge of Ul; Social enterprises
contribution Insurance
collection) Administration,
MOLSS
ul4 ul: Year idem Department of Unemployment By 10 January of the
Revenue and expenditure Ul, MOLSS division in social  next year
of the pooling fund security office
uls ul: idem idem idem Ul agencies idem
Composition of staff of the
Ul agency
Table 2.2. Statistical reporting forms on social security schemes in China
Part C: Rural pension insurance
No. Title Period Unit Submitted to Coverage of data  Deadline
RP.1 Rural pension insurance: Year Province, Departmentof Al participating By 31 January of the
Basic table Municipality, Rural Pension, counties next year
Autonomous region  MOLSS
RP.2 Rural pension insurance: idem. idem. idem. idem. idem.
Revenue and expenditure
2.3. Social insurance provisions
2.3.1. Current provisions

The current legal requirements concerning coverage outlined in Table 2.3. Under
current regulations, all five insurance branchesvidle coverage of all enterprises and
public institutions located in urban areas. In #ddi medical and maternity insurance is
extended to government agencies and private nargige (not-for-profit) units and
employment injury insurance (EIl), likewise, to menterprise units. Mandatory Ell
coverage was introduced following the introductioihthe new law in January 2004.
Provincial level governments may, at their optiexfend coverage of Unemployment
Insurance (Ul) to social organizations and privata-enterprise units, and coverage under
the pension, unemployment and medical insurancéersgs to the self-employéed.
Annexes | to IV provide detailed information on thvisions governing the main social
insurance programmes under the supervision of & $6.

% Coverage among social organizations is limitedutetine employees.
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Table 2.3. Coverage of Chinese Social Insurance Programmes
(M : Mandated by regulation; O : at option of Province)

Pensions Unemployment Medical Work Maternity
insurance insurance injury insurance
Urban enterprises
State-owned M M M M
enterprises
Urban collective M M M M M
enterprises
Foreign & SAR M M M M M
funded enterprises '
Urban private M M M M M
enterprises
Other urban M M M M M
enterprises
Public institutions M
Government agencies M M
Social organizations 0] M
Private non-enterprise 0 M M M
units
Self-employed 0] 0 0
Flexible employment 0 0
workers 2

1 Includes enterprises funded from Hong Kong, Macao and Taiwan.
2 Refers largely to rural migrant workers and urban informal workers.
Source:  Government directives and draft legislation.

Under the regulations now covering unemploymeniriauisce (Ul), a worker who is legally
resident in a rural area but is working in factan urban area under an employment
contract is exempted from paying the employee dmution, although his or her employer
is not exempt.

In 2003, the MOLSS issued two documents, “Opinionsseveral issues concerning part-
time employment” and “Opinions guiding participati@f urban labourers in flexible
employment in basic medical insurance”, which pednthe way to coverage of workers
engaged in “flexible” employment, the most sigrafit group of whom are rural migrant
workers.

2.3.2. Legal changes, recent and under consideration

It is evident from the foregoing that adjustmerdsdnbeen made to China’s social security
system with some frequency, and that this procesmgoing. Much effort has gone into
ensuring that the relevant laws are amended rdgultuis difficult for a survey such as
this to capture the up-to-date legislative positiout it will be useful to highlight the most
outstanding areas where changes have been proposearied out. Some additional
changes are now being discussed in the contex@wvafral draft laws and regulations, but
they are likely to have a smaller impact than searier changes. Some have already been
implemented in selected provinces. Coverage wilhbalable to workers who are legally
residents of urban areas and employed in townstdpsélage enterprises (TVES), whether
the employing enterprise is located in an urbaa arral area. Meanwhile, it is recognized
that certain aspects of the several basic pensmygragmmes need attention. A draft social
insurance law has been in preparation providingtifier extension of general coverage
under the social insurance schemes to governmegdanizations and of mandatory
coverage under the pension and Ul programmes talsarganisations and private non-
enterprise units. Provinces will have scope, amoiigs options open to them, and
following the leadership of Guangdong Province ghhacted in the absence of an explicit
prohibition) to extend the coverage of any of thwe foranches of social insurance to all
TVESs, whether they are located in rural areas arlyan areas, thus helping to close a gap
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Table 2.4.

of some significance in the regulations, which haitherto omitted mention of TVEs.
This round of changes to benefit provisions incgjdinally, the authorization (on the
optional, province-linked basis) of the extensidnvork injury protection to urban self-
employed workers.

Two other adjustments will enable coverage undez tharious social insurance
programmes to expand, as a by-product of, firtlg,revision of the area classifications to
recognize that a significant number of rural regidrave become urbanised in recent
decades and, secondly, the redefinition of “towmsdmd/or village enterprises”. While
coverage for all five forms of social insurance ddn future be extended automatically
to any private, collective or state-owned entegmi¢SOES) located in the region, the
designation of township and village enterprisesukhbe available only to enterprises that
are located in rural areas. Hence, enterprisesi@feneral type but located in urban areas
would no longer be able to choose designation agsf\and so “opt out” of social
insurance coverage. In combination, these two ad®odfer the prospect of a substantial
increase in the number of workers who are emplopéasban enterprises and therefore
covered by the social insurance programmes on aatary basis.

Effective coverage in terms of contributors
to social insurance

The number of actual contributors to the differsatial insurance branches in the year
2000 are shown and broken down in Tables 2.4 aBd A& the end of 2000, total
employment giving rise to entitlement to scheme tmership in urban enterprises was
129 million. An additional 63 million worked in ah urban institutions and 21 million
urban residents were self-employed, making a tofaR13 million employed urban
persons. The pension and unemployment insurancgrgmones each had just over
100 million contributors, with membership of the diwl insurance scheme (including
retirees) approaching that figure in recent yelaas.fewer workers were covered by social
insurance (pooling) arrangements under the workirynjand maternity programmes,
although workers in enterprises not covered uridese two programmes should, at least
in principle, have been protected under self-inda@amangements by their employers.

Total number of social insurance contributors, by programme, 1990-2003
(in thousands)

1990 1995 2000 2001 2002 2003
Old-age Pension insurance 52'007 87'378 104'473 108'019 111'288 116'465
Unemployment insurance 82'380 104'084 103'546 101816 103724
Basic medical insurance! 70'260 28'628 54’707 69'258 79'749
Employment injury insurance 26148 43’503 43453 44°056 45'748
Maternity insurance 15'002 30016 34’551 34’882 36’554

T Workers only, excluding retirees. In 2003, the number of insured retirees amounted to 29.268 million persons.
Source: China Labour Statistical Yearbook, 2003 (Table 11-31).

Published data provides some additional detail allmase contributing to the pension,
unemployment and work injury programmes, allowingamnparison of contributors to
total employment by enterprise type, as shown inl§2.5. Estimates made for the year
2001 suggest that contributors to the employmeantyinnsurance programme constitute
about 33 per cent of employees of state-owned m@des, 45 per cent of employees of
collective enterprises, and 21 per cent of empleydeother enterprises. This comparison
shows coverage rates for pensions and Ul in excE€b per cent among collectively
owned enterprises. Among SOESs, coverage rateoaer,l at around 73 per cent for Ul
and 80 per cent for pensions. If the breakdown mfecage under the unemployment
insurance programme is indicative of the situatiopensions also, the coverage rate for
the foreign funded enterprises (for whom compardbiect figures regarding the pensions
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2.3.4.

2.3.4.1.

branch are unavailable) is only slightly less ttizat for the SOE®® The residual category
of “other urban enterprises” represents mostly gigventerprises with domestic owners.
Coverage among them under the Ul programme is atahto be less than 25 per cent and
is probably only slightly higher under the pensiwogramme.

Coverage of pension, unemployment and employment injury insurance programmes, 2000
(Employment end of 2000 compared to contributors during 2000) 27

Sector Total Pension Unemployment Work Injury
Employment
(x1000)
Contributors % Contributor % Contributors %
(x 1000) s (x 1000)
(x 1000)
Enterprises
State-owned 81,020 64,666 80 59,131 73 21,772 33
Collective-owned 14,990 14,669 98 14,454 96 6,700 45
Other enterprises 32,510 11,876 37 10,436 32 6,953 21
Foreign' 6,420 4,460 69 3,284 51
Other 26,090 5,976 23 3,669 14
Total, Enterprises 128,520 91,241 7 84,021 65 40,765 32
Non-enterprise 62,860 13,232 16 19,242 31 4,738 8
Total urban 212,740 104,473 49 103,263 49 43,503 20

Includes enterprises funded from Hong Kong, Macao and Taiwan.
Source: China Statistical Yearbook, 2001 (employment) and China Labour Statistical Yearbook, 2001 (contributors).

Coverage rates for work injury are generally léssthalf of the rate for unemployment or
pensions, except among the foreign funded entespris part of the gap is because pools
have not been set up yet in all counties, but aomegason for the gap is because
enterprises have been slow in affiliating to theolpothat have been set up in their
localities. To the extent that the non-participgtenterprises are financially sound, their
employees may still have adequate coverage onfénsatance basis, but in those non-
participating enterprises with doubtful financiabgpects, their employees are at risk.

Taken together then, the pension and Ul progranappsear to reach roughly two-thirds of
the employees of urban enterprises, even thouglpriimciple virtually all of these
employees should be covered under current regofatibhey reach just under one-half of
the total active urban populatiﬁf}\(:overage under the work injury programme is hataer
establish, but seems likely to be lower than utigepension and Ul programmes.

Social insurance coverage issues

Urban workers

The major deficiencies affecting urban workersteel@ the needs for coverage for the
self-employed and for better enforcement of thevaitimg provisions. In principle, the

regulations already provide for coverage of thet waajority of urban employees. There
are no exemptions (as found in some other couptfigssmall employers and the most
recent legal proposals should deal fairly quickiyhvthe few enterprise types not hitherto
covered on a mandatory basis. Improved coveragaurfoan employees is primarily a
matter of improving compliance with current rulagher than further changes to the rules.

% Foreign-owned includes enterprises owned by rasidef Hong Kong, Macao and Taiwan.

27 Total contributors may also include an unknown hanof rural workers covered in TVES in provinceatt
extend coverage to these enterprises.

28 Total contributors may also include an unknown hanof rural workers covered in TVES in provinceatt
extend coverage to these enterprises.
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Improved compliance will, however, require improwaits in administrative systems, as
noted earlier. The rules on coverage should beuatied clearly and communicated to
employers better than they have been until nowhWéigard to the SOEs in particular, a
degree of “political will” may be necessary if thaterprises, many of which face difficult
financial conditions, are to meet their obligatiamsull.

Assuring adequate coverage for the self-employeddsallenge even in highly developed
economies, as it is more difficult to enforce régison rules and to evaluate the accuracy
of earnings declarations. For the present, it naylse to continue the present approach
that allows some provinces to test ways to exteneémage to this group without trying to
implement a uniform national policy. The regulaaiready include a provision, designed
to help to limit the loss due to inaccurate earsidgclarations among the self-employed,
that all workers must pay contributions calculav@dearnings, whether notional or real, of
an amount equal to at least 60 per cent of theageawage of the province.

Gap in coverage of employees of township and
village enterprises

Township and village enterprises grew rapidly ia 980s and continued to grow, if less
rapidly, in the 1990s. They have become an imponant of the economy. They are a
highly diverse set of institutions, however, withdes differences in size, structure,
financial condition, location, and workforce, magiit difficult to find a consistent or
equitable basis on which to bring their employeaden social insurance coverage.

The changing composition of the TVE “sector” isiditrated in Table 2.6. Whereas twenty
years ago these enterprises were primarily engagagricultural and industrial activities,
they have now branched out into wholesale and! tegaie, tourism, and a variety of other
activities. By no means all of them are even latdtethe townships and villages that
sponsor them. Their workforces include unknown nerslwho have, respectively, left the
land and the farming vocation, and who may haveejieven though registered officially
as residents of urban areas.

Employment in township and village enterprises
(% distribution by industry)

Distribution of employment (%) 1980 2000

Agriculture 23 2
Industry 65 58
Construction 9 12
Transport 4 7
Trade 12
Tourism & Catering 7
Others 2
Total employment (x 1000) 26,822 128,193

A variety of proposals have been put forward oheryears to improve pension coverage
among TVEs, typically focusing on one of three tsig&és: to extend coverage under the
current urban pension system to the TVESs, to createew pension system tailored
exclusively to TVEs, or to rely on a rejuvenatedteyn of voluntary rural pensions. Of the
three, expansion of the coverage under the urbstersyappears to offer the best prospects
for success across the widest profile of provindegecent years, the effort to promote
voluntary pension protection in rural areas app&agely to have stalled; meanwhile no
concrete proposals have been put forward for crgati special system for TVEs. A
particular problem with the latter approach is that creation of a separate pension system
would require the development of a mechanism famdferring credits between the TVE
system and the urban pension system.
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There is little reliable information on current g@n coverage patterns among TVES.
Studies have found that, in some TVEs, employees tgpically covered through

contributions paid by the enterprises to rural pmTs In other TVES, a proportion of
employees may have been able to join the urbanigersystem even while others are
limited to the rural system. It is clear, howeviliat many TVE workers are simply not
covered at alf?

Another significant concern relates to the lackcofrerage for health insurance among
TVEs. In 1998, only 13 per cent of the whole rupabulation had any kind of health
insurance coverage, and while it is likely that toypes of TVESs represented a fairly large
fraction of this 13 per cent (the remainder beiagriers or employees of rural private
enterprises), it is clear, given the low coveragethe rural population as a whole, that
most TVEs lack arrangements to provide health arste to their employees.

The size of the TVE coverage problem will be clea® the processes of reclassification
of enterprises and of urbanising areas near coiopleA possible outcome, reflecting the
approach contained in the most recent proposalseahdfts of the social insurance law, is
that provinces will be encouraged, but not requitedxtend coverage of the urban social
insurance systems to the TVEs. Guangdong proviraeih fact already adopted this
approach, in advance of formal requirements, afierofa “test bed” whose experience
other provinces may be keen to study.

Absence of mandatory measures for farmers

The most critical deficiency in the social proteatisystem for farmers in rural areas is the
lack of access to health insurance. In 1976, 9G&¢est of the rural population participated

in some form of health insurance programme, but®88, that figure had fallen to 13 per

cent. The decline is due largely to the disappeaaf the rural collectives, which had

previously been the vehicle for providing healtsurance coverage. The decline in this
form of coverage has left the vast majority of fuesidents with no health insurance
protection at all, and vulnerable to impoverishmienthe event that they or their family

members require any form of expensive medicalrreat.

In 1991, the Ministry of Civil Affairs establishesh a pilot basis a system of voluntary
pensions. Over the next few years, it was gradeadtgnded to all but one of the provinces
and the majority of counties in the country. Althgburural residents still have this option
available, it seems not to have gained widespreadmance and, in the opinion of many
commentators, may also soon begin to wither away.

At least at the national level, the system of vtdiy pensions has been controversial. Its
administration has been delegated to relatively-loyel Government departments or
relatively inexperienced staff, with the resulttthlae scheme attracts little prestige and
suffers from uneven management across provincesimstrative costs are not met from
government budgets, but through a fee levied orritaion collections, the yield of
which, at least in the poorer areas may be inadedoaallow for proper management of
the scheme. The programme has, however, provetiiveyapopular in the higher income
counties, with participation rates of up to 50 pent of eligible individuals in some parts
of the country, albeit that it seems that, in sqoerer areas, hardly any members have
joined. Reports from some areas suggest that rgsidmay have been coerced into
participating, and raise concerns as to the qualitynanagement, both generally and
specifically in relation to the management and &tweent of funds. Some commentators
have also pointed to the difficulty of properly &ing poor rural residents as to how they
should allocate their meagre resources amongsteXample, contributions to pension
programmes as against health insurance schememegiing educational expenses for
their children.

2 Leisering, Lutz, Sen Gong and Athar Huss&@ig-age Pensions for Rural China? Challenges anddyoli
Options Report on Small Scale Technical Assistande3807, Policy Support for Social Security Reform
under theTenth Five-Year Plagmsian Development Bank.
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Responsibility for the rural pension programme wassferred to the Ministry of Labour
and Social Security (MOLSS) in 1998. At about thme time, the State Council called for
a pause in the expansion of the (voluntary) rueadspon pilot while consideration was
given to possible alternative modes of provisiarthsas commercial insurance companies.
It remains to be seen to what extent commercialrarece is in fact a realistic option,
particularly in the poorer areas where participatioas traditionally been low and
administrative resources scarce.

The Chinese voluntary pension system is uniquenatorld. It has promise for extending
an important measure of social protection to a f@ijmn that has received limited
attention. However, it may be advisable to condactsystematic review of the
accomplishments and failures of the system befgiag to decide whether it has future
potential.

Addressing loopholes in the coverage of
migrant labour

Under the current regulations, rural migrants priygpemployed in urban enterprises are, in
principle, covered for all forms of social insuranander the same conditions as urban
workers, except for Ul. Under that programme, rangrants are exempt from paying the

1 per cent employee contribution but, when unemgaoyeceive a lump sum payment in

the nature of severance pay rather than a monémgfii.

In practice, however, it seems likely that manyatumigrants fail to gain access to the full
range of their social security entitlements. In sarases, employers repeatedly withhold a
labour contract that extends for the formal minimoitthree months, so that an employee
may remain indefinitely in a temporary status. Eifesuch a migrant worker does gain a
permanent contract, it seems that a proportiomyfleyers may simply ignore the relevant
regulations and evade contribution payments. Ruigtants are likely to have relatively
few alternatives when their employer denies thenerage. They may also have a short
time horizon and are perhaps less concerned thgnutban resident peers as to whether
they are covered or not. In either event, the rimopbrtant step to improve coverage for
migrants is likely to be the same as that to improwverage for urban workers, namely
enhanced compliance.

The Labour Law of 1995 left unclear the generauaibn of workers in flexible
employment. In the short term, pending its amendnaehhocmeasures may be needed to
cover the gap as more and more workers are nowdfeairbe occupied in this type of
employment, which is characterised by a compleatk ¢d either a proper contract or even
any clear form of labour relations between empleyaed employers. It is often argued
that increasingly flexible forms of employment aeeded to enable employers to meet the
challenges of growing market demands both natigraadd internationally, but the visible
trends suggest also that the result is likely toobdee labour relations which are themselves
increasingly irregular, volatile and unstable.

The State Council Circular of 2003 on migrant weoskenvisages a variety of measures
which should eventually lead employers to apprediaat the advantage of employing and
training Chinese migrant workers, and of providithggm decent social security. The
following steps were indicated:

— the elimination of intervention by the State, as to allow the legitimate and
autonomous recruitment of migrant workers;

— the abolition of the requirement for administvatiapproval before an employer can
recruit migrant workers, and of the limitationstbe type of occupations available to
rural migrants moving to urban areas;

— the adoption of simplified registration measuf@sinternal migrant workers, based
on the issue of a temporary residence card in thanulocality to which a migrant
worker has moved;
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— the enforcement of equal treatment, free of digoation, as between rural migrant
workers and urban workers;

— the combating of corruption and the chargingdrhamistration fees.

— ensuring that wages, where specified in law, gaiel as and when due to migrant
workers;

— extending employment training services to rurigjrants.

This programme suggests a major change to pastigascof unified planning and
regulation of flows of labour between the rural amblan areas, and taken together with the
impact of the fairly recent change to facilitataubehold registration requirements, it must
be expected that a period of adjustment will bednéefore the administration of
modernised procedures can be expected to run siypooth

2.4. The old-age pension insurance programme

Although the basic framework of what is now thereat urban pension programme was
established in 1997, its structure continues tolvevas the programme is gradually
expanded, administrative arrangements are adjustddnew approaches are piloted in
selected regions. In this section we focus on tieatires of the present system for which
responsibility rests at the national level. A sujuent section describes the steps China has
taken to introduce a measure of advance fundinggn$ion promises.

2.4.1. Coverage and finance

As described earlier, there remain quite a numbfemproblems to be resolved in
approaching the ideal that the urban pension systieonld cover all employees of all
urban enterprises, including state-owned enterprigereign-owned enterprises, and
domestic privately owned enterprises. Sharper trestrelate, however, to the effort to
extend improved coverage to rural workers.

The effective impact of expanding the old-age pemsiystem to the rural collective
enterprises may be questionable in both the short {if income redistribution cannot be
significantly improved). This is attributable toetlexpected transfer of pension income
from rural to urban population groups that is k& be needed to meet benefit obligations
to the relatively rapidly ageing membership of tiban population. The long-term effect
may be different although for a favourable impact mral workers, their effective
participation throughout their lifetime must be iesled — usually representing a more
difficult challenge than in the case of urban waoske

2.4.2. Financing

In 1995, the State Council Document no.6 introduted alternative proposals for the
financing of basic pensions. At that time, munititpes and prefectures were allowed to
choose the basis to be used for their own schesnégect to approval by the provincial
level government. This led to considerable fragmgéon in pension policy, and coverage
which varied greatly but remained low in generahjlevpooling of pension resources was
inadequate. “Portability” of pension rights for Wers transferring between jobs was
allowed and total contribution rates were high (&80 per cent of wages in some areas).
These developments were viewed with concern, radt By agencies such as the World
Bank, which however provided a series of recommioigis for moving towards a more
rational structure of the “multiple tier” type. Thsystem introduced comprises a basic
foundation of a flat rate pension benefit relatedocally prevailing average wage levels,
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supplemented by a further tier financed by indigidaccumulation accountsPreliminary
actuarial calculations indicated, however, that ¢batribution rates prevailing in many
localities would be clearly insufficient to meettleosts of financing the basic pension
components. The new scheme design was introduced wial, pilot basis, firstly in
Liaoning province in 2001, and was to be monitosétth an explicit mandate to resolve at
least some of these issues. At an early stageprthportion of contributions allocated to
the individual accounts was reduced to allow adargroportion of the contribution
income to be allocated to the basic pension comyione

It is clearly of critical importance to arrive asaund basis for making actuarial projections
of the demographic and financial situation in fetuand so to ensure the financial
sustainability of the old-age pension system in ldwg run. It is evident that, where
possible, the administrators have encouraged ttelexated registration of new members,
in order that their contributions can be used t@mtkee current liabilities of the scheme,
but this device cannot be relied upon for more thdew years, let alone indefinitely. The
IMF has observed, moreover, thatthe Central Government is in effect bailing outaloc
pension pools, many of which are bankrupt. Thiadréf unchecked, will become a threat
to ... fiscal sustainability...”

The process of transferring financial responsipildr pension payments from individual
enterprises to social pools is essentially compkénsions are now financed primarily by
employer and employee contributions. The employeestribution rate is gradually being
increased and should have reached the level of 8gmd of earnings, in all provinces, by
2005. The employers’ contribution rate varies fr@mvince to province, depending on the
prevailing financial condition of the programme.pigally, however, the contribution rates
payable by employers tend to be around 20 perafegarnings. Provinces wishing to set
employer rates significantly above or below 20 pateshould, in principle, seek the prior
approval of the State Council, although it is nigtac that all local jurisdictions observe
this requirement at all times. Where they are cedethe contribution rates paid by the
self-employed vary by province. Some provinces l&éwy equivalent of the combined
employer and employee rate while others chargedtieemployed a lower rate.

The contribution payable by an employee is leviecis or her actual earnings, including
subsidies and bonuses, except that the total emrnised in the calculation of pension
contributions and individual account credits canpetless than 60 per cent or more than
300 percent of the average wadén most provinces, the employer contribution isdzh
on the employer’s total payroll. Depending on tlevpnce and the employer type, this
may be the total payroll in the preceding year stéid to reflect average wage trends or the
total payroll in the preceding month.

A State Council decree provides that all pensiontridoutions collected in a given
province should be pooled at the provincial leviet.( deposited in one central fund
covering the entire province) and all benefit pagtmeshould be made from the single,
pooled fund. However, only the four provincial-léweunicipalities and one province have
consistently followed this practice. In the otheoyinces, the contributions collected and
benefit payments have been pooled either at thel t#vgovernment at which they were
collected, usually the county level, or at the ectfire level, one level above the county. In
2004, over 1000 of the pension pools were stilintaned at the lowest administrative
level, namely that of the county. Prefecture andvincial level governments have,
however, sought to balance the financial flows agnibre individual pools through the use
of “solidarity funds”, into which are paid a speécifpercentage of each pool’s total
collections, typically varying between provincegtie range of 3 to 5 per cent.

30 For the records, it is interesting to note that State Council adopted a contribution rate of 1% qre
despite the recommendation from an internationgdiisation to adopt only 9 per cent. The Governrfedht
that by collecting an additional 4 percent of wadhis would cover the transition cost of the pengieform,
namely associated to the reform of SOE’s.

31 The average wage for this purpose is the averagjeei geographic area over which pension contobsti
are pooled.
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Where the combination of contribution income angt payments from a solidarity fund
are insufficient to cover benefit costs, the gowsental unit at the level at which the pool
is operated must cover the shortfall from its gahbudget. Where funds are pooled at the
provincial level, the provincial-level governmeastultimately responsible for covering any
shortfalls; similarly, where they are pooled at trefecture level, the prefecture-level
government is ultimately responsible. Provincesciity adopt a formula specifying the
basis on which the liability to make up a shortfaill be allocated between the solidarity
fund and the general government subsidies. Althangkt of the money used to cover
pension shortfalls has thus far been supplied byctntral government, lower levels of
government recognize that they may face potentialysiderable liabilities. The overall
arrangement, in fact, represents a barrier tortipgeimentation of provincial-level pooling,
since a provincial level pool would leave the odilen responsibility with lower level
governments while transferring the responsibility ftovering any shortfalls to the
provincial government.

The scale of the present and potential difficulteeghdicated by the need, in 2003 alone,
for governments at all levels to contribute a tatfb4.4 billion yuan from their general
budgets to help finance pension payments; thiesgmts some 20 percent of the total cost
of the pension programme. Of the total, some 4illidroyuan (87 per cent) was paid from
the budget of the central government. In 2000, 2¢the 31 provincial-level governments
collected less in pension contributions than thaid gn pension benefits. At present,
however, there is no basis for reference to anmdita for determining the level of central
government assistance, and allocations have beenrdeed administratively.

Each employee’s individual account is credited veithamount equal to 11 percent of that
employee’s wage. In most cases, this means thaertiee amount of an employee’s
contribution is credited to his or her account,etbgr with a share of the employer’s
contribution equating to three percentage pointthefrelevant earnings. In all provinces
except those participating in the pilot programmhe, individual accounts are essentially
notional, being simply records of the contributignasd and investment accumulations; the
actual contributions collected are held in the pdahccount and most have been used in
recent years to pay benefits to current retireexoAnts earn interest at a rate declared
each year by the Ministry of Labour and Social S&guvhich is usually set at or close to
the prevailing bank deposit interest rate.

According to current regulations, 80 per cent of eeserve funds (the excess over a two-
month liquidity reserve) must be invested in goweent bonds. The remaining 20 per cent
must be deposited with one of the four state-owhadks, namely the Industrial and

Commercial Bank of China, the Agriculture Bank dfida, the Bank of China and the

China Construction Bank or the postal savings sysfehe government bonds are special
instruments designed by the Ministry of Finance aady somewhat more favourable

interest rates than other government bonds. Thdsbare short term, usually for a term of
five years. They are not particularly liquid sinttere is no formal secondary market for
the bonds and the central government will not redgeem prior to their maturity.

In recent years, investment returns on pensionrresehave failed to keep pace with
(nominal) wage growth. For this reason, amongsersththe system’s liabilities have
grown faster than its reserves and workers’ wage® lgrown faster than their individual
account balances. In the 1990s, interest rateshime€e bank deposits were barely above
the inflation rate. Between 1990 and 2000, whiltation averaged 7.9 percent, the bank
deposit rate averaged 8.2 percent and the govetnbegwls held by the pension system
yielded an average of 10.2 percent. During the spem@d, nominal wages grew at an
average annual rate of 15.9 percent. Real intestss have risen a little since 2000 as
inflation has virtually stopped and the bank deposie has ranged between 2.5 percent
and 3 percent. However, the bank rates remain auitiesty below the rate of growth of
average wages.
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Eligibility

Workers must have 15 years of credits to be ekgibl monthly benefits. The normal

retirement age is 60 for men and women working ertagn professions, 55 for female

salaried workers, and 50 for other women. Theawetent age is reduced by five years for
those with at least 15 years of experience in limzex occupations and for certain
employees of state enterprises who lost their persuse of the failure of their enterprises.
It is also reduced by five years for women andytears for men who are totally disabled.
Workers with less than 15 years of coverage arenga lump sum equal to the locally
prevailing average monthly wage multiplied by thenter of years of coverage.

Benefits

From June 1998, the retirement benefit has comsiztéwo parts, a basic benefit and an
individual account benefit. The basic benefit is@dgo 20 percent of the average wage in
the year prior to the individual's retirement. Tfigure used in this calculation is the

average for the pooling area in which the workesides at the time of retirement. In

principle, it is measured in the same way that Wwaye measured for calculating pension
contributions.

The monthly benefit based on the individual accasithe balance in the worker's account
at the time of retirement divided by 120. Initiatirement benefits are to be adjusted each
year by an amount established by each provinciakgonent. The adjustment is intended
to take into account changes in wage and priceddesad the financial condition of the
programme in the respective provinces. There isatdormula for calculating the amount
of the adjustment and it need not be the samedrygurovince.

Benefit payments from the individual account ardutted from the account when they are
paid. Payments continue for as long as the woilkes.| The dependents of workers who
die before the account is exhausted inherit tharnua in the account, while continued
benefits to those who live long enough to exhahsit taccount balance are financed from
the pooled pension fund.

Workers with earnings credits prior to July 1998owhtire after July 1998 are also entitled
to a two-part transition benefit. One part is & #imount equal to 10 percent of the average
wage in the respective province during 1977. Thesiopart is calculated by multiplying
the worker's career average indexed earnings byp&rOcent for each year of service
between ten and 15 years and by 1.2 per cent ébryear of service in excess of 15 years.
For this calculation, years of service include opbars prior to 1998. The first of these
two transition benefits adjusts for the fact thatttbefore 1998 the flat benefit was equal to
30 percent of the provincial average wage. The rgbdmansition benefit is designed to
compensate for the fact that no contributions veeteally credited to individual accounts
prior to 1998.

Workers who are assessed as totally disabled califygtor retirement benefits if they
have at least ten years in covered employment emataleast 50 years old, if male, or
45 years old if female. Younger workers who araltptdisabled can qualify for a benefit
equal to 40 percent of their previous wage, paithfthe pooled pension fund. Provincial-
level governments are free to decide what, if aagitional benefit may be derived from
the balance in the worker's individual account, gmuvincial authorities are also
authorized to pay benefits to survivors (generallilows and widowers) from the pooled
pension fund, but the central government has te datied no guidelines as to how such
benefits should be structured.

32 The lump sum is based on the average wage inutlsgliction over which pension funds are pooled.
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2.4.5. Pensions and labour mobility

In principle, pension rights are “portable” from gloyer to employer and from province to
province, so that an individual's retirement beisefire based on his or her full career
record. In practice, benefits cannot always besfeared, nor are benefit rights always
preserved. In some provinces, rural migrants dmvatl to “cash out” their individual
accounts when they cease working for a particulgpleyer. Many provinces also allow
rural migrants to encash their accounts to finaghe& obligatory home visits at the New
Year Holiday.

In principle, a worker’s individual account balance transferred from the sending
province to the receiving province when the workegrates. It is not clear whether the
procedures exist to enable this to happen in agxadtice, and therefore how a retiring
worker will be able to access the individual acdcaotrued in a former province. It is up
to the provinces to put in place their own arrangets for handling the benefit rights of
migrants relating to the pooling portion of the gien. In principle, an individual worker’s

rights should accumulate. In practice, howeveis ot clear whether rights are actually
accumulated across provinces or how the respoitgifiit paying the resulting benefits is

allocated among the provinces.

2.5. Medical insurance programme

In 1998, the State Council adopted the Basic He#idurance System for Urban
Employees (BHIS) as the approach to be implememtibnally to provide health
insurance to urban workers. The BHIS programmeasu the Labour Health Insurance
System for workers and dependents and the Govetnreaith Insurance System for civil
servants and public workers. Each of the previoeslisting programmes represented,
simply, a requirement that each employer shouldigeoaccess to a certain package of
health services.

The implementation of the BHIS has begun in alrmaiktof the pooling areas of the
country, but is not yet complete in that many of #mployers that are supposed to be
covered by the new system are still operating uonderof the older systems. The degree to
which individuals gain membership of these the mounes simultaneously is not easy to
judge. Whereas at the end of 2003, 116 million eyg®s were participating in the
pension programme, only just under 80 million weaaeticipating in the medical insurance
programme. Moreover, medical insurance covers gorent employees whereas pensions
do not.

Implementation of the BHIS has involved more thegating a new payment mechanism.
It has also involved restructuring health careveeli institutions. Hospitals and clinics are
to be separated from their sponsoring institutimsnpete with one another for patients,
and finance themselves through user charges. Ifuthee, covered workers are to be free
to seek treatment in any of the institutions pgrtiting in their jurisdiction’s insurance
plan. In addition, responsibility for dispensingaptmaceuticals is to be shifted from
hospitals to independent pharmacies. At the timenwthe reform began, the typical
hospital probably received about 50 percent afetenue from the sale of pharmaceuticals
and 25 percent from government subsidies. One gerpd the reform has been is to
replace those two hospital income streams withrimeeérom insurance reimbursements.

2.5.1. Coverage and eligibility

The decree setting up the health insurance systewdgs that all employees, retirees and
laid-off workers of urban working units should bevered. In addition to the enterprises
covered by the pension programme, the medical amegr programme is also designed to
cover government agencies, public institutions typ@rganizations and non-enterprise
institutions. Only military personnel and a smalimber of privileged groups are
specifically exempt. Provinces were to have extdndeverage to the self-employed
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2.5.2.

2.5.3.

beginning in 2003 and to non-public enterprise2df4. Provinces also have the option of
extending mandatory coverage to TVEs. In principleal migrants working in urban
enterprises are also covered, although it appbatsehforcement of this requirement has
been a problem in some regions.

The programme covers only workers, retirees, amd rfmaining laid-off workers in
reemployment centres. Medical costs of those edtith unemployment insurance benefits
are financed through the unemployment programme. prbgramme does not cover non-
working dependents of covered workers or retiraad, there is no minimum contribution
period before qualifying for benefits.

Financing

Health insurance is financed entirely from workendaemployer contributions.
Contributions are collected at the level of goveentrat which the enterprise is registered,
usually the county level, and used to finance Lendbr those affiliated with that
governmental unit's programme. There is no providir pooling funds at higher levels,
for equalizing the burden on different countiesfarrsubsidies from the general budget. If
local funds are insufficient, provider paymentsédn&w be curtailed.

Employees contribute two percent of their pay t@ tbrogramme. The employer

contribution varies from county to county and ra@®m less than 6 percent in some
regions to more than 9 percent in other regiong. &lrerage employer contribution rate in
2004 was 7.4 percent. Administrative expensesiaa@éed from the general budget of the
administering governmefi.

Benefits

The health insurance programme has two componamésheing a pooled fund component
and the other an individual medical account. Thelgm fund component finances in-

patient services at participating hospitals andnkévidual account can be used to finance
outpatient care, related pharmaceuticals and latmgréests. Localities have the authority
to transfer some expensive outpatient services, @ajysis or chemotherapy) to the social
pooling portion of the programme. Inpatient reirgmments are subject to an initial annual
deductible equal to 10 percent of the average dmmage in the jurisdiction managing the

programme and are capped at four times the avarageal wage.

All of the employee contribution and approximated® percent of the employer
contribution is allocated to the member’s individugedical account and the rest of the
employer contribution is transferred to the podig@ad component. The actual split of the
employer contribution is determined by the localvegmment administering the
programme and varies from locality to locality. Tingction going to individual accounts
also depends on the age of the individual workerhigher fraction goes to finance
individual accounts of retired workers than of eetivorkers, and among active workers, a
higher fraction goes to finance the accounts cd¢haver the age of 45. Retirees do not pay
any contributions, but are enrolled for coveragafficed from the employer contributions.
Their coverage comes through the pool, which cotredocality of their permanent legal
residence.

Outpatient medical providers are reimbursed oneafde-service basis. The prices for
3,900 medical services, pharmaceuticals, laboratsts and medical devices are set in a
national fee schedule. Local authorities are ablenbdify the medical service fees set
nationally and to add additional items to the sci@dBalance billing is not allowed.
Hospital reimbursement policies are negotiated betwthe various institutions and the

33 For those workers still in reemployment centresglth insurance contributions are paid by the eeatron
the basis of an assumed salary equal to 60 pestéme provincial average.
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local authorities and are often some hybrid offede payments per bed day and per-case
payments. Reimbursement rates vary from hospitabspital and region to region.

2.5.4. Supplementary health insurance schemes

In order to facilitate their integration into thew system, special provisions cover civil

servants and other groups whose prior coveragemeas complete than that provided

under the BHIS. Basically, employers of these pggsare required to set up supplemental
schemes that reimburse those whose health expsrsligceed the regular BHIS ceiling

or whose co-payments under the BHIS exceed thoderutheir prior coverage. These

programmes are managed by the local social insaeragency, but are financed entirely by
employers’ contributions.

In recognition of the limits of coverage under fBEIS plan, the national government
provides that employers may use up to four peroéttieir payrolls to provide additional

health insurance coverage on a voluntary basispl8oqental programmes can cover a
portion of the deductible and annual costs in exoéshe BHIS ceiling. They may or may
not involve additional employee contributions irdiidn to the employer share and are
usually underwritten by commercial insurance congmnlIn some provinces, the

Government requires employers to provide such supghtal policies, making them

essentially a second component of the health inserpackage.

2.5.5. Rural health insurance

A major effort is under way to re-establish healtiverage in rural areas by reinvigorating
the Cooperative Health Insurance System. The nudjallenge is to develop a financing
strategy that strikes a reasonable balance betweerfiscal capacities and financial
responsibilities of local governmental units andttbrovides a reasonable structure of
contributions from individual participants. A re¢enoratorium on any additional taxes on
the rural population, however, complicates the .td3ke Government has initiated pilot
projects in four provinces, which are to be joirfiynded by the central government and
local governments together with the participantse Government has expressed its hope
to have a new system for rural residents in plac2d10, but it is too early to know how
the new system will actually be structured.

2.6. Unemployment insurance programme

Unemployment insurance began in 1986 as a prograthatecovered only employees of
state- and collectively-owned enterprises. The erurbenefit structure was adopted in
1993 and coverage was extended beyond the statoledive sectors in 1999.

2.6.1. Coverage

The unemployment insurance system now covers aplames of urban enterprises.
Provinces have the option to extend coverage tdalsarganizations, private non-
enterprise units and the self-employed. At leastmovince has also extended coverage to
TVEs located in both urban and rural areas. Retagislative developments envisage
extension of coverage to public institutions, bov&nment organizations are expected to
remain outside the system.

At the end of 2003, approximately 8.0 million urbaarkers were unemployed in China.
Of these, the available figures indicate that sdngemillion were drawing at least some
unemployment insurance benefits.
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2.6.2.

2.6.3.

2.6.4.

Financing

The national directive that governs the unemploymesurance programme established an
employer contribution rate of 2 percent of waged an employee contribution rate of 1

percent. The directive also allows provincial auities to adjust these rates to reflect the
financial conditions in their programmes, subjeztthe approval of the State Council.

Within provinces, contribution rates may vary frame county to another. At least in the

more prosperous regions of the country, the ratesged are frequently less than those
specified in the national directive. In principtee employer pays contributions on behalf
of all workers, but migrants with permanent addesss rural areas are exempt from the
employee contribution.

The four municipalities that have the status ofvproes are required to pool their

unemployment insurance contributions at the praairievel. In the other provinces, it is

envisaged that funds are pooled at the prefecéwed.IThis is in fact the practice for about
half of the pools, but the other half are maintdiaé the county level. The pooling level
may differ in different parts of a province. Whegeoling occurs below the provincial

level, the provinces are required to establishidsoity funds”, and all but one or two have
done so. These solidarity funds operate in the saag as their counterparts in the
pension area, providing resources to localities sghbenefit payments exceed their
contribution income. As with pensions, the governtak unit that operates the

unemployment insurance pool is also responsibledoering any remaining deficits from

its general budget and covers the cost of admmmst¢he programme. To date, the central
government has not been called upon to help finalefieits in any component of the

unemployment insurance programme.

At the end of 2002, the various provincial levelvgomments held unemployment

insurance reserves totalling 25.4 billion yuan, ieglent to about 15 months of benefit

payments. Unemployment insurance payments havenltegucrease in recent years as a
result of the restructuring of state enterprised #re phasing out of the network of

reemployment service centres.

Eligibility

Workers are eligible for benefits after they haverked and contributed for at least one
year under the programme. As is common in unempéoynprogrammes, benefits are
available only for workers whose unemployment iglantary, who have registered with
the labour exchange, and are available for worikjilitlity ceases if the worker takes a job,
refuses an offer of suitable employment, or refuseparticipate in a suitable training
opportunity. Workers are required to appear mongilyhe employment office to prove
that they continue to be available for work.

Benefits

The unemployment insurance programme pays casliitseioeunemployed workers, helps
to finance their medical expenses, finances ses\tloey receive at labour exchanges, helps
to subsidize the reemployment service centresndies vocational training and provides
payments for survivor and funeral benefits to thede die while drawing cash benefits.
In 2002, cash benefits accounted for about 60 peroé total programme spending,
subsidies to reemployment centres represented t@&mieof the total and payments for
training and labour exchange services amounteddthar 10 percent of the total.

The governmental unit that is administering thelsmas the benefit levels. The national
guidelines call for unemployment benefits to besldsan the minimum wage and more
than the minimum living standard guarantee for tyeaticular locality. County or
prefecture-level governments also set both thermimi living standard (which is used in
the administration of the minimum living guaranteend the minimum wage.
Unemployment insurance benefits are typically sdtesween 70 per cent and 80 per cent
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of the minimum wage. Although it varies from lotalto locality, the minimum wage
typically is around 40 percent of the locality’'sesage wage. Unemployment benefits
therefore equate to approximately 30 per cent & libcality’'s average wage. All
unemployed workers affiliated to a particular jdiidion’s programme receive the same
cash benefit.

Benefit duration depends on the length of servitden the programme. Those with at least
one year but less than five years of service utfteiprogramme can receive benefits for
up to one year. Those with at least five yearddss than ten years can receive benefits for
18 months. Those with more than ten years sen@naeceive benefits for up to two years.
Since the programme covered only workers in statet collectively-owned enterprises
until 1999, between now and 2009, only the fornmapleyees of state- and collectively-
owned enterprises will be able to qualify for thé 24 months of benefits.

2.7. Maternity insurance programme

The basic provisions covering maternity insuranaie drom the 1951 Labour Regulations,
with modifications and amendments introduced in8®&riginally, maternity benefits
were self-financed by all employers. From 1988, &esv, some localities began to set up
financial pools to socialize the fiscal burden aguarantee delivery of full benefits.
Approaches to social pooling were standardized 984f and all localities are now
encouraged to transfer maternity insurance respititiss from all of their employers to
social pools. However, the transfer is not yet cletep

2.7.1. Coverage and eligibility

The maternity insurance programme covers all udrgarprises and public institutions in
the sense that either they must participate in @aksurance pool that provides the
prescribed maternity benefits or they must providem on their own. Government
agencies provide the benefits on their own. Ther®iminimum length of service required
to qualify for benefits.

At the end of 2002, localities in 29 of the provaldevel units had created social pools
covering maternity insurance and some 34.8 milimmen were insured for benefits.

2.7.2. Benefits

Benefits are available to all female employeesasfeced enterprises provided they are in
compliance with the Marriage Law and the provisiams family planning. Benefits
include: (1) wage continuation for at least 90 dayd400 percent of the previous wage,
(2) medical costs associated with giving birth, &8pany surgery costs associated with
family planning.

2.7.3. Financing

Social pools to finance maternity benefits are pizgd primarily at the county level and
financed exclusively through employer contributioMational regulations suggest an
employer contribution rate of less than 1.0 percgnwages, but the actual rate will vary
from one pooling region to another depending on thst of benefits. The actual
contribution rate is usually in the range of 0.®18 percent of payroll.

34 “The Regulation of the Labour Protection for Ferfataployees” issued by the State Council in 1998 and
“The Instruction on Maternity Benefits for Female poyees” issued by the Ministry of Labour in Sepbem
1988.

35 “The Temporary Administrative Regulation on the Bftaity Insurance Scheme for Enterprise Workers,”
issued in 1994 by the Ministry of Labour.
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2.8.

2.8.1.

2.8.2.

2.8.3.

Employment injury insurance programme

Employers have been responsible for covering medixsts and wages lost as a result of
employment injuries since the 1951 Labour Regulatiovere issued. As with most of the
other major elements of the social insurance pagskifns requirement has taken the form,
essentially, of an employer liability until relagily recently. The movement toward social
pooling of the costs began with interim regulatise®mied by the Ministry of Labour and
Social Security in 1996. Final regulations wereiessin 2003.

Coverage and eligibility

The Work injury programme covers all urban entegsiand public institutions in the
sense that either they must participate in a socslirance pool that provides the
prescribed coverage or they must finance the redubenefits directly. Government
agencies provide the benefits on their own. Ther®iminimum length of service required
to qualify for benefits.

At the end of 2002, localities in all of the prosial-level units had created social pools
covering employment injury insurance. Altogetheoms 44.1 million workers were

covered for benefits through social pooling. Théabee of the urban workforce remains
covered only on the basis of their employer’s lighiOfficials hope that the social pools
will expand to cover at least 60 million in the héew years.

Financing

Except for the four provincial-level municipalitieemployment injury programmes are
operated primarily by prefecture and county lewsial insurance agencies and financed
through pools operated at the corresponding le¥ebavernment. In principle, the
programmes should eventually be operated at theiqmial level in all regions, but it
seems unlikely that significant steps will be takewards achieving this in the near future.

The programme is financed entirely through emplogentributions. Each jurisdiction
operating an employment injury pool establishesciaribution rate it estimates will be
necessary to cover its costs. Pools have the awthorcharge different rates to employers
operating in different industries to reflect diffeg claims experience. Where pools are
operated at the county level, it is common to renllarity funds operated at higher levels
of government to provide a form of reinsurance. t@bation rates are generally around
1.0 percent of payroll, although they may be sonawfigher for more hazardous
industries and somewhat lower for less hazardodsisinies. Currently, variations in
contribution rates are based on rough estimatdbheofelative cost of insuring different
industries, not on the actual experience of indigicemployers or groups of employers.

Benefits

Employment injury benefits include the cost of liealervices, attendant fees, and such
“durable medical equipment” as may be needed byreeficiary. Both lump sum and
monthly benefits are available for disabled workensl to survivors of workers whose
death is linked to employment-related injuries. Bngount paid is based on an assessment
of the degree of disability conducted by the Idcatbour Assessment Commission, which
is composed of representatives of the local sigairance agency, the local public health
department, and the local union. Benefit levelssateby the jurisdiction that manages the
pool.
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2.9. Advance funding of social insurance liabilitie S

2.9.1.

29.1.1.

Recognizing the probable fiscal burden associatéd whe impending ageing of the

Chinese population, the Government has launchedritvatives designed to increase the
degree of advance funding of social insurance lisheh particular of pensions. One

involves testing an alternative benefit structurel dinancing strategy for the pension
system and the other involves setting aside firneiserves to help cover the cost of
future social insurance benefits.

The social Insurance pilot projects

In 2000 the State Council announced that a pilgg@mme would be conducted in
Liaoning Province to test several improvementshi urban social security system. The
pilot was subsequently extended to Heilongjiang ditid Provinces. All three are in the
north-eastern part of China, an area that was ancentre of Chinese heavy industry
operating through large, state-owned enterprigesetent years, these enterprises have
found their competitive situation increasingly ai€fit, many of the major enterprises have
either shrunk or shut their doors, and the genecahomic status of the area has fallen
behind that of the southeastern provinces. Thenegias and is seen as providing a good
location to test an alternative structure for pendbenefits, an alternative approach to
financing pensions, and more rapid implementatibncertain other social insurance
initiatives.

Pension pilots

The most important elements of the Liaoning pilaigpamme comprise the testing of a
revised approach to financing and calculating pensienefits. The balance between the
social benefit and the individual account was adgigo reduce the relative role of the
individual account and increase the relative rdlé¢he social benefit, at least for longer
service workers. In addition, procedural changesewigroduced to help meet the cost of
current pension commitments without using the fumdsmarked for the individual
accounts.

Under the pilot, the amount to be deposited in wskindividual accounts was reduced
from 11 percent to 8 percent of contribution wagesearnings, and the employee’s
contribution was increased immediately to 8 perctm level that would otherwise have
been reached only some years after the pilot hgdrbeAs a result of this change, the
entire amount of the employers’ contribution payteemas become available to finance
current pension payments, while the amount to bditad to the individual accounts has
been reduced to a sum equal to the (increasedpga®tontribution.

An increase has been granted in the social bemdfith partially offsets the reduction in
the individual account. Each year of service affer(the minimum for benefit eligibility)
gives entitlement to an increase in a worker’'s daginsion benefit by an additional 0.6
percent of the applicable average wage, up to ama of 30 percent, or half as much
again as the social benefit paid in the rest ofdentry. The transition benefit was also
increased slightly®

Of the two procedural changes introduced throughpitot programme, the first was to
ensure separation of the funds derived from emgl®yeontributions from those collected
from employers. Employer contributions are creditedhe appropriate city or country-
level pools from which all benefits for currentireés (and most of the benefit to new
retirees) are paid. Employee contributions, onotther hand, are managed at the provincial
administration level to be used for no purpose rothan paying future benefits from the

% In the pilot, the transition benefit was set & fiercent of the 1997 average wage for each yeserofce
over 10. Previously, service between 10 and 14syeamed only 1.0 percent per year. The net effastan
increase of 1 percent of the 1997 wage for anytigible for the transition benefit.
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2.9.1.2.

individual accounts. At the outset of the Liaonpilpt, the funds were invested entirely in
Treasury Bonds, but a somewhat more open investpdicy, through the National Social
Security Fund, is envisaged for Heilongjiang atid girovinces.

The second procedural change introduced an exptibiédule of general budget subsidies
to help cover the deficits that would otherwise dnavisen in the social pooling accounts.
The central government agreed to cover 75 percénthe deficit, the provincial
government 5 percent, with the balance to be coMeyenvhichever level of administration
carries the responsibility for the relevant sopiadbl.

The pilot also introduced explicit incentives fdret establishment of supplementary,
enterprise-based pension programmes, under the titliewof “enterprise annuities.”
Enterprises are allowed to fund such programmesutfir payroll deductions, up to the
equivalent of a contribution rate of four per celbitwas expected that each provincial
government would actively promote the adoptionufhsschemes among enterprises that
could afford them, that funds would be investedaadageously in the capital markets, and
that benefits would be paid on retirement in thenfef annuities. A specific feature is the
limitation of the expense charge for issuing anuétyrto a sum equal to four per cent of
the assets in an individual’s account.

Other elements

Although the changes in pension benefits were tbst prominent elements, the Liaoning
pilot also contained a number of other featuregdesl to strengthen social security in the
province. Several of these involved the plannedlémentation of decisions that had
previously been taken by the State Council, notabky progressive closure of the
Reemployment Service Centres and the creationedB#sic Health Insurance System.

The Provincial administration agreed to the immed@osure of all of the Reemployment
Service Centres to new entrants and the immedéateiriation of the labour contracts of
all workers being laid off in the future. The premiwas that the termination of a worker’'s
labour contract and immediately severance of hiseorlink with the old employer would
encourage and focus their search for new jobs. Téadgether, these two changes shifted
primary responsibility for the support of laid-offorkers to the Unemployment Insurance
programme. Between 2000 and 2002, unemploymentransa benefit payments in
Liaoning province tripled.

Several additional changes were designed to custhienmpact of closing the RSCs.
Firstly, workers within five years of qualifying f@ pension and with at least 30 years of
service were allowed to retire within their formenterprise. The enterprise would
compensate them at the same rate that they wouwle maceived while in the
Reemployment Service Centre while they waited toobee eligible for normal pension
benefits.

Units of the government administration in Liaonigo agreed that funds formerly spent
on subsidizing these centres would be reallocaidchprove support for laid off workers

through active labour market interventions and mesupport delivered through the more
general Minimum Living Standard Guarantee progran@uwme 23 different active labour

market measures were instituted, including varitarsns of training and employment

subsidy programmes, and arrangements under whiehGttvernment would subsidise
social insurance contributions for certain groupsebired workers. Active labour market

programmes were to give priority to women over 4gend men over 50.

Those workers who exhausted their entitlementsitamployment insurance benefits were
assured that income support would continue under Minimum Living Standard

Guarantee programme. Funds for that purpose wdrassde in dedicated accounts to
assure their availability, while programme managgrsured priority to those who had lost
their jobs due to industrial restructuring. The @mments also agreed to maintain
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spending on all forms of social security at betwddnand 20 percent of each unit's
general-purpose budget.

Under the pilot, the province agreed to devotedgased attention to the implementation of
the new health insurance system. Specific areasrgfhasis were to include all of the
province's employers yet to join the socializedtegs as rapidly as possible, promoting
private supplementary health insurance policiesreyrenterprises that could afford them,
breaking up of local health institutional monopslie encourage facilities to compete for
all patients, and transferring the sale of presiofipmedicines out of the hospitals and into
separate pharmacies.

Two specific changes were introduced in respeciovtrage. Membership of the pension
scheme was made available to the self-employedtgsinaoning had not previously
exercised its option to open the scheme in this)wagd the unemployment insurance
scheme was extended to public institutions. Coverdgublic institutions for the country
as a whole under the unemployment insurance schewhdeen under consideration, and
the opportunity of the pilot in Liaoning was takenundertake an initial test.

Yet further changes included adjustments in bartkjuprocedures to raise the priority
accorded to payment of unpaid past wages, chandesncial management procedures to
better protect social insurance contributions otéle by local authoritie¥ and intensified
efforts to build unified information managementtsyss linking all of the social insurance
agencies in the province.

2.9.2. National Social Security Fund

The National Social Security Fund was establisimeetlovember 2000 with the primary
objective of providing a mechanism for advance fugdof a portion of China’'s social
insurance liabilities and the secondary objectifzpromoting the development of China’s
capital markets. The State Council administerd-ilved, while the board of management is
composed of national and local government officialsd other high-level political
representatives.

The Fund's revenues derive from direct appropnetifrom the government budget, a
portion of the proceeds of public sales of the abaf state enterprises and the proceeds of
certain lotteries. Since its founding, Fund revenimave totalled 128.8 billion yuan
(US$15.5 bhillion), of which three-quarters camenirdoudget appropriations, one-sixth
from the sales of SOE shares, and the remainder listiery proceeds. The balance at the
end of 2003 was 132.5 billion yuan, equivalent o ttmes the aggregate 2003 deficit in
the national pension system.

When it was established, it was envisaged thaftived would receive 10 percent of any
SOE shares sold on financial markets. This souieldgd some 12 billion yuan in 2001
and 8.8 billion in 2002. From 2003 onwards, howetlee State Council exempted sales of
shares on domestic markets from the requirementiemnw of the depressed price levels
prevailing in these markets. The remaining requingimapplied only to sales in Hong
Kong or abroad and generated revenues of just ilidnbyuan. The Fund, moreover,
received no appropriation from the state budge0io3.

It is expected, broadly, that appropriations frdm nhational budget will resume in the

future and that the State Council may at some staghorise the resumption of the

requirement that 10 per cent of the value of doimesties of SOE shares be appropriated
to the Fund. As a rough indication of the fundg thaght eventually be made available by

this route, we may note that by the end of 2008 cntinuing ownership of SOEs by the

national government comprised some 189 enterprists total assets of 4,700 billion

37 The two-way system previously used to handle mensontributions was to be extended to all brancties
social insurance.
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yuan. If these were all sold at “book value”, tretgmtial revenue for the Fund would be
some 470 billion yuan. In addition, it is understabat some consideration has been given
to the possibility that a similar appropriation ugement might be imposed on local
governments in the event of domestic sales of iweir SOE shares, but such a proposal
may prove considerably more difficult to implement.

The Fund operates under the general supervisitmedflinisters of Finance and of Labour
and Social Security. The regulations adopted peotit at least one-half of the Fund's
assets should be held in bank deposits and treésumys and that no more than 40 per
cent may be invested in private securities. Prigaturities are to be managed by external
fund managers while bank deposits and treasurysarelmanaged by the Fund'’s internal
staff. When last surveyed, the Fund had contraci®ddifferent asset management
companies. These companies are not allowed totimvere than 10 per cent of the assets
under their management in any single company ai,fanto own more than five percent
of the outstanding securities of any single compafignagement fees are capped at
1.5 percent of the portfolio being managed.

The Fund’s actual investments consist, accordirgiiynarily of treasury bonds and bank
deposits, which accounted for three-quarters optirtfolio at the end of 2003. Almost all

of the rest of the portfolio was in equities, mgsthose deposited with the fund in

fulfilment of the 10 per cent appropriation requient. The Fund held corporate bonds
valued at just 600 million yuan. At present, alltbé equities held by the Fund are listed
either on the stock exchanges in either Shanghashmnzhen. The Government has
recently approved investing small sums outsidecthentry, but no foreign investments
had yet been made at the time of survey.

The balance in the Fund is to be available for insénancing future social insurance
expenses, but there is no explicit plan as to vamehhow these resources will be used. At
present, decisions about any use of the Fund'suress remain at the discretion of the
Ministers of Finance and of Labour and Social Ségur

2.10. Other social protection programmes

To complete this review of the existing programroésocial security, or social security-
like provision, we may note the three broader prognes of social provision that are, in
effect, complementary to the contributory sociaurance schemes (see also Section 1.5).
One is the programme of cash assistance (Minimuwmdii Standard Guarantee), the
second is the voluntary pension programme designigdhally for rural residents, and the
third is the programme of support for laid-off werk through Reemployment Service
Centres. As we have noted, the future prospectsrdiharply among the three. While the
first has been expanded recently, the future ofsiheond is in doubt, and the third is
already being phased out.

2.10.1. Minimum living standard guarantee

(social assistance)

The Minimum Living Standard Guarantee is a progranwhcash assistance for the poor.
It began as a pilot in 1993 and gradually spreadutghout the country during the later
1990s. The programme is the responsibility of theiséry of Civil Affairs, which is also
responsible for other programmes of disaster andrgency assistance to households
throughout China. It is administered across thenttguby the civil affairs departments at
the lowest levels of government administration, dirsricts and communes. The cost of
benefit payments is shared between central andl jgoegrnments. On average, the central
government finances about 60 percent of the totdl the balance coming from local,
primarily provincial-level, government units.

The programme grew rapidly in the years from 200@ards. Between 2000 and 2003,
the number of beneficiaries increased from 4 mllilm 22.5 million and central
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government spending rose from 0.8 billion yuan @ Billion yuan. Taking into account
both local government and central government spepdie total spent on cash assistance
in 2003 was 15.1 billion yuan. In part, this recgrawth reflects the concern of the central
government regarding the impact economic restrilguvas having on workers together
with the additional impact of entry into the Worldade Organization, and a conscious
effort on the part of the government to ensure ti@afprogramme is established firmly and
operational throughout the urban areas of the cguirt part it also reflects a growing
need for benefits following the closure of manympéboyment centres and the exhaustion
of entitlement to unemployment benefits by incregsiumbers of urban workers.

City and county level governments set the benefiels under the programme. Each
establishes a minimum subsistence level of incotaking into account the living
standards in the area and the cost of basic n&esssn principle, the calculations reflect
the local prices of a standard market basket ofiBpd basic commodities. The level of
benefits also reflects the stage of developmengagh individual region, however, and
perhaps also the fiscal capacity of the local gowvemt® Minimum subsistence levels
average about 150 yuan per person per month aitresuntry, but vary from a high of
340 yuan to a low of 75 yu&hNationally, the average benefit is 58 yuan per tim@md
evidently falls below the respective locally-estsiidd poverty lines. However, the local
civil affairs departments also distribute varioogniis of in-kind assistance, including food
and fuel, which are not counted in these estinaftése cash payments.

The benefit actually paid is the difference betwaetual income of the household and the
minimum guarantee, and is conditional on the hooisemeeting all of the qualifying
conditions. In addition to low income, qualifyingorditions include urban residential
status; eligibility and benefits are denied to &@its owning cars, jewellery, pets or other
items classed as non-necessities. Benefit recipiembose condition subsequently
improves, such as unemployed workers who find wate expected to repay the
assistance they have received. Eligibility deteations and benefit calculations are the
responsibility of workers affiliated with local mgibourhood committees. Some provinces
rely mainly on volunteers, mainly retirees, to istigate claims; others use paid
employees. The responsibilities of the neighboudh@ommittees include periodical
checks for changes in the status of recipient Hwmlde that might cause a change in
eligibility. The rapid expansion of the programmeash however, placed the entire
administrative apparatus concerned under a grehbflstress.

All provinces except one have taken steps to exmangrage into rural areas, with the
greatest effort occurring in the eight coastal progs. The rural expansion relies
exclusively on provincial government funding. Takegether, the rural programmes cover
some four million additional people, although bénkfvels tend to be lower than those
paid in urban areas. Also, in 2004, a total of &l jurisdictions had started programmes
to help urban workers who have exhausted theitlem&nt to coverage for medical care
under the Basic Health Insurance System.

%8 The Development Research Center of the State Ccuailecommended increased oversight of the process
of establishing the subsistence standards. In msgpahe Ministry of Civil Affairs is now reviewinthe
composition of the market basket used in estallgstihe minimum requirement and the procedures tsed
oversee the entire administrative process.

% In the relatively prosperous Guangdong Provinbe, 2001 minimum living standard varied from 80 to
320 yuan per month, depending on location, withaa@rage of 215 yuan per month in the urban areds an
165 per month in the rural areas. The average pernsiyment that year in Guangdong was 399 yuan per
month. By comparison, in the less prosperous LiggpRirovince, 2001 minimum living standards varieahir

156 to 221 yuan with an average of 173 yuan pertimdriaoning has not extended the programme tadl rura
areas.
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Table 2.7.

Social Insurance Financial Operations, 2002
(persons in thousands, financial figures in millions of yuan)

Contributors Total Beneficiaries Total Ending
Income Expenses Balance
Old-age pension insurance 111,288 317,146 36,078 284,291 160,803
Health insurance 94,012 60,778 n.a. 40,936 45,071
Unemployment insurance 101,816 21,557 6,570 8,657 25,384
Employment injury insurance 44,056 3,203 289 1,989 8,108
Maternity Insurance 34,882 2,181 283 1,278 2,973

Source: China Labour and Statistics Yearbook, 2003.

2.10.2. Voluntary rural pensions

The Ministry of Civil Affairs launched a series pilot programmes aimed at providing
pensions in rural areas on a voluntary basis in2199ver the next few years, the
programme spread to at least some areas within @aitie provinces and coverage grew
to several tens of millions of rural residents. Heoer, enthusiasm for the programme
waned in later years. In 1998, responsibility foe pprogramme was transferred to the
Ministry of Labour and Social Security and in 1988 central government decided not to
encourage further expansion of the programme pgndim assessment of how best to
organize and administer it. Since that time, nosensus has been reached about whether
to disband the programme, transfer it in some ftonthe responsibility of commercial
insurance companies, or resume promotion of it, tledprogramme has lost its earlier
vigour. Figures show that new deposits have alldmatsed in six or more provinces and
have declined sharply in most others.

Under the programme, rural residents are providéul tive opportunity to arrange to make
voluntary payments into special-purpose accourntgs®y their local governmental units.
Local governments and township and village entseggsricould also make contributions to
these pensions on behalf of their citizens/emplsy@&ecount balances earn interest and
participants become eligible for the payment ofeagion benefit at age 60. The benefit
takes the form of a life annuity of a monthly ambequal to the balance in the account at
age 60 divided by 180. A guarantee was granteldeabaitset, providing for each worker to
receive at least 120 monthly payments, with ther@d paid to the worker’s survivors if
the individual died before reaching age 70. A féeammund 3 percent of contributions
covered the cost of administering the programme.

The government’s concern about the future of tligm@mme involved both the adequacy
of the controls over the investment of account @@a and the adequacy of the benefits
being provided by the programme. Under the program8® percent of the funds are
managed at the local (county) level. The remaingler passed to the prefecture or
provincial levels, where they provide, in effectpam of reinsurance of promised benefits.
Initially, the funds were invested locally, eitharlocal infrastructure projects or in local
enterprises. However, in response to concerns fwre ongoing) expressed that these
funds would be used to finance activities that ined excessive risk or poor prospects of
an adequate return, and the funds might not bdadaiwhen benefit were claimed, the
regulations have in principle been modified to iegthat all funds be invested either in
bank deposits or in government bonds.

At the end of 2002 there were 54.6 million accountsotal, credited with a total sum
collectively of 23.3 billion yuan, suggesting areeage balance across all accounts of only
about 433 yuan. Just over 60 percent of the batamexe in either bank deposits or
government bonds, and the balance in other invesendérequently managed through
locally chartered “collective trust banks.” Durir#p02, additional contribution income
totalled some 2.5 billion yuan. About 45 per ceffittloe contributions came from
4.1 million individual workers and the rest fromc&d governments or one of about
0.67 million TVEs patrticipating in the programmavéstment income in 2002 totalled
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670 million yuan and the administrative costs ficeoh from the investment income

77 million yuan, yielding a gross return on investits of about 2.9 percent and a net
return of about 2.6 percent. Pension payments g2B02 totalled 1.2 billion yuan to

some 1.2 million workers. The average pensioneagived just over 80 yuan per month.

Salient statistics are presented in Table 2.8.

Table 2.8. Rural voluntary pension programme
Contributors:
Accounts with contributions in 2002 4,128,000
Total accounts open at end of 2002 54,618,000

2002 Income: (millions of yuan)

Contributions 2,522.8
from individuals 1,154.8
from collectives 1,368.0
Investment income 670.3
Other income 476
Total income 3,240.8
2002 Beneficiaries;
Old-age pensioners 1,234,000
Lump sum payments* 716,000

2002 Expenditures: (millions of yuan)

Pension payments 529.9
Other benefit payments 467.4
Management fees 772
Other 365.0
Total 1,439.3

2002 Ending balance: (millions of yuan)

Bank deposits 11,014.7
Bonds 3,339.7
Other financial institutions 5,747.0
Other investments 3,219.3
Total assets 23,320.8

* Survivor payments, funeral benefits, cash refunds, etc.
Source: Labour Statistical Yearbook.

2.10.3. Enterprise-based Reemployment
Service Centres

The Reemployment Service Centres (RSCs) are, oe raocurately were, institutions
established by enterprises to ease the transitfowookers laid off from state- and
collectively-owned enterprises. Workers could spepdto three years affiliated to the
appropriate reemployment centre, during which titmey would continue to receive a
monthly stipend, to be covered by the social insceaprogrammes, be eligible for
retaining and other labour market services, anchlmlable for rehiring by a new or
restructured enterprise. The monthly stipend paidiarkers in the reemployment centre
was less than the wage they had received previohstlymore than they would receive
from unemployment insurance benefits. Workers legveemployment centres at the end
of three years who still did not have a job wouldctime eligible for regular
unemployment insurance benefits, which, dependimthe worker’s tenure, could last for
as much as an additional two years. Each RSC litkkedspecific enterprise was financed
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entirely by that enterprise, if it remained prdfiex If not, the centre was to be financed
through equal contributions from the enterpriseg tlocal government and the
unemployment insurance programme. Local govern@edithe unemployment insurance
programme would finance the centres for bankrugerernises.

The reemployment service centre model was firstetesn 1994, began to spread
throughout the country in 1996, and was requiredhieyState Council for all state-owned
enterprises in 1998. The approach was considetethporary expedient to help workers
make the adjustment from the “iron rice bowl” systéo the market economy system
during a time of rapid downsizing of the state gises. Soon, however, officials became
concerned that the support being offered by thesr&s was a disincentive for workers to
find alternative employment and was slowing theustiipent process. In 2000, the policy
was modified, following which the RSCs ceased tgister new clients and began a
progressive programme of closure.

Had the State Council’'s order been followed tolétier, the last of the centres would have
closed by 2004. In fact, although the numbers harimlsing, they have not yet completely

vanished. At the end of 2000, some 6.1 million veoskwere enrolled in the various RSCs,
about twice as many as received unemployment insarbenefits. By the end of 2002, the
number enrolled had fallen to 3.5 million workeosit an additional 640 thousand entered
reemployment centres that year. By 2002 the numdxiving unemployment insurance

benefits had risen to 4.5 million.
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3.

3.1.

3.2.

The social protection development
agenda

Introduction

The social security system in China is a “work mgress”. Two decades ago, it may be
said to have consisted of little more than a segiabicies and practices prescribed for the
human resource departments of government institsitemd collective enterprises. In the
years since, new structures and institutions haem lereated, benefits have been adjusted
and coverage has expanded.

However, the transformation is not yet complete tf&y end of 2003, the responsibility for
making pension payments, almost entirely, and ifaricing health benefits, largely, had
been transferred to separate social insuranceéutistis, but many enterprises continued to
pay maternity and work injury benefits directly. ¢hcoverage has in theory been
expanded well beyond the state sector, actual mmaieation lags considerably behind.
The financial burden has been broadly equalizedimvitocalities, but mechanisms for
sharing risk across the country —between provinflsexample — remain inadequate.
New benefit structures have been developed keepingw the need to control the costs
of the pension and heath insurance programmesthieutesulting packages may leave
unwanted gaps in protection, particularly for defmris. The system still lacks a
sufficiently detailed legal base and, particulariyh respect to pensions, an adequate long-
term financial plan.

Some current issues, such as completing the trawéf@mployer responsibilities for
health, maternity and work injury insurance, may fesolved largely through the
continuation of current implementation efforts. &4y such as the adequacy of pension
and health protection, are likely to require addiéil analysis to assess the likely impact of
current provisions and to consider alternativeghie light of social needs and fiscal
capacities. Still others, such as strategies fsuraisy adequate protection in rural areas or
for financing pension benefits in the longer tewrl| require the development of a clearer,
national consensus than now exists about basi@alsacd economic strategies. Finally,
dealing with some current challenges may requirgicbehanges in the structure of the
network of social insurance agencies and relategergment institutions now serving
China.

This chapter begins with some general observatadrmit the structure of the Chinese
social security system. It then focuses on spesBoes that the national authorities will
need to address in order to ensure that the ssmtairity system evolves to meet the needs
of the rapidly developing economy. These issuesliatded into three groups. First are the
larger strategic choices involving the basic stieetand longer-run sustainability (and
affordability) of the social security system. Sed@me specific benefit and coverage policy
issues arising in the context of the current syst€hrd are issues that affect benefit
adequacy and sustainability but which are closelkel to the current structure of social
insurance and general government institutions.

General observations

Social security programmes around the world tentbdlow one of two basic structural
approaches, namely contributory schemes and umivggsogrammes. Contributory
systems are financed largely through wage-relamuributions paid by workers and
employers and provide benefits that are availablg @ those who have themselves paid
contributions or on whose behalf contributions hagen paid. Universal programmes, on
the other hand, are financed from the governmegatseral budget and provide benefits to
all of a country’s citizens (or legal residentsattimeet the relevant demographic and other
gualification criteria.
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China has adopted, in large measure, the contripupproach to providing social
protection to its urban work force. One inherenteadage of so doing is that the social
insurance contributions being collected providediy a source of the revenue needed to
finance benefits, freeing other government revesmigrces for use in supporting other
national priorities. Another advantage is that, levlihe key elements of social protection
can be made available in a reliable way, the satsalrance mechanism largely avoids the
risk of encouraging a mindset of dependence on rgovent largesse, since access to
benefits must be earned through contribution paysaém principle, a third advantage is to
be found in the introduction of a degree of fisdigkipline to the process of setting benefit
levels and conditions, since any expansion of #efit programme should in theory be
balanced by corresponding increases in contributites. This principle is reflected fairly
strongly in the health insurance programme asstdeveloped in China, but less so in the
pension and unemployment insurance programmes, @clvhich enjoys certain
guarantees, which are in some sense open-endtdl, loénefit payment from the relevant
local government authority.

The contributory approach also has certain disadgas. Most obviously, the principle of
restricting benefit protection to those for whomtibutions have been paid results,
inevitably, in the effective denial of coveragestmme portion, almost certainly amongst
the poorest and most disadvantaged, of the popaolathdditional social protection
programmes have to be created to deal with thoseladk coverage under the primary
programme. Restricting protection to contributolsoameans that the adequacy of the
protection provided under the contributory programrs directly related to the
effectiveness of the enforcement of the contributidbligations. Poor compliance limits
coverage and undermines social protection objextive third limitation is that the
contributory approach is not an effective stratdgy providing social protection to
segments of the population with limited financiapacity, since they are not likely to have
the resources needed, or willingness, to finanei twn benefits.

China has addressed the first of these disadvantafjghe contributory approach by
creating safety net programmes to help the urbgmulption not covered by social
insurance, chiefly in the form of the Minimum LigrStandard Guarantee programme. It
has yet to fully coordinate the parameters of tloeiad insurance and safety net
programmes; to ensure that those who have paidilootibns receive some return in the
form of more generous treatment than those who hatewhich is an issue of particular
importance in the unemployment insurance programirhe.second of the disadvantages
remains a challenge for China. Poor enforcemetthefontribution obligation is limiting
the effectiveness of the social protection programnChina has also experienced the
limits of the contributory approach in the ratheixe@d record of its voluntary pension
programme for rural areas and will need to findative approaches to organizing and
financing health insurance for the rural populatignthat is to also be structured as a
contributory programme.

In developing its health and pension programmesnahas in fact chosen to combine
elements of social insurance with elements of mamgandividual provision. Social
insurance involves spreading risk among multiplgtigpants, as is done with the basic
portion of the pension and the in-patient comporanthe health care benefit scheme.
Mandatory individual provision, on the other hamdjolves the payment of contributions
but restricting each individual's benefit to thatish can be funded by the accumulation of
that individual's own prior contributions. Chinashgartially implemented the approach to
pension provision through mandatory individual gsan, creating individual pension
accounts and individual medical payment accoutttsp@gh each retains a certain measure
of cross subsidies and accordingly of social sdligaPensioners who outlive the average
life expectancy will at some stage exhaust the tassspresented by their individual
pension accounts, and continuation of their pengioame requires a degree of subsidy;
similarly, older workers who tend to face highearthaverage costs of health care can

40" Maintaining fiscal discipline does not precludedget subsidies, but the subsidies need to be linfitea
formula or other principle if a link is to be maaimied between benefit generosity and contribugwell
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benefit from the subsidized depositing of fundshieir medical accounts greater than their
own contributions would have provided.

The mixture of social insurance and mandatory iiddial provision raises a variety of
issues and questions that must be addressed kgutherities over the next few years.
What are the consequences of the rather limiteddigpfor risk-sharing possible through
the individual medical accounts? Are the cross igligss that provide extra resources to
older workers having the intended effect? The memgaindividual pension account
model is designed to provide income in retiremarttib not well adapted to supporting
those whose work careers are interrupted prioretaching retirement age. Can the
structure of a scheme based on mandatory indiviguabision be adapted to provide
adequate survivor and disability protection?

China has also sought in principle to leave roonirfdividuals to make private savings to
be put towards supplementing of the mandatory penand health insurance benefits
(albeit that the mandatory rate of combined countiidns for typical members of the
various schemes is fairly high), and is puttingiace taxation measures based on policies
that encourage employer-financing of such supplésnékmong the issues that will have
to be addressed in this area, we may highlightginestion as to how responsibilities
should be divided in the future between the mangladod supplementary programmes,
and how much encouragement should be given to dépheacoverage of supplementary
programmes.

3.3. Strategic issues

Although the authorities have moved effectivelyréplace the former model of social
provision for workers more or less exclusively tgh their employing enterprises — a
model that had clearly become inconsistent withntiagket economy reforms — they have
been less successful so far in forming a consenghsregard to certain elements of the
new schemes and institutional structures needethé&r operationalization. For example,
there is as yet no clear vision concerning thellefgovernment that will ultimately be
responsible for operating each of the various $ocisurance programmes. Is there
ultimately to be one national programme to coveheat the major social protection areas
or 31 separate, if similar, provincial-level progwaes? The financial strategy for the
pension programme also needs to be clarified. Aeeindividual accounts to be fully
funded or are they to operate as notional accouAtg?the basic benefits (and the
individual accounts, if notional) to be financed abasis which is essentially pay-as-you-
go, or are they to be at least partially advancel#a? A longer-term strategy is also
needed to ensure that the system remains bothlyismad socially sustainable as the
population ages. Finally, in the coming decadeatimhorities will also need to settle on a
strategy for assuring rural residents of appropredcial protection and for coordinating
public social protection programmes with privategamentary programmes.

3.3.1. Degree of centralization of social
insurance programmes

Settling the choice between the vision of a sing&ional programme and that of

31 different — albeit similar — provincial prograresiis a prerequisite to the building of
an appropriate institutional framework. A natiopabgramme requires the construction of
national databases and financial and managemetgnsysProvincial level programmes

can operate with more decentralized systems, bytreguire the development of explicit

strategies for dealing with increasingly mobile lems, sharing programme costs, and
creating a useful national system of managemeotnmdtion. In either case, in order to
create the appropriate institutions it is necesBesito know the ultimate objective.

Among the concerns to be weighed in choosing betwaeagational and a regional approach
are: (1) the level of government that is to sergetl@e ultimate guarantor of social
protection benefits, (2) the relative importancegebgraphic risk (and cost) sharing and
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3.3.1.1.

3.3.1.2.

the efficacy of different approaches to sharingts;063) the developing pattern and
frequency of workers’ migration within the countgnd the consequences of such
movements under the respective approaches, (§efveived level of appropriateness of
geographic variation (from one province to anotli@r,example) in benefit entitlements,

and (5) variations in the technological capacitytted different geographic locations. A

careful analysis of these factors may lead to trclusion that the appropriate degree of
centralization or decentralization varies amonigstdifferent branches of social insurance.

The social insurance programmes in many countriesoperated as integrated, national
systems, but the fact that we can identify a subisianumber of exceptions to that pattern
demonstrates that other models are certainly pessilbh Europe, particularly, specific
industries have often developed separate pensiogrgnmes, and in several countries
health insurance programmes are operated throudfipladunds organized by affinity to
industrial and/or geographical groupings. Canadagkample, has one pension plan that
covers the province of Quebec and one that cohersetst of the country; provincial level
governments operate the health insurance programheesnically, Germany maintains
one national pension programme for white collarkees and multiple regional pension
programmes for blue collar workers, while in theitdd States, unemployment insurance
is administered by the state (provincial-level) gmments.

Experience abroad shows that decentralized appesachn be an effective way of
organizing social protection. Where they are ubegiever, they are usually accompanied
by explicit strategies for ensuring the necessanyrdination of entittements and allocation
of costs among jurisdictions and for narrowing aiferences among the jurisdictions.

Ultimate guarantor

Currently, the ultimate guarantor of unemploymend @ension benefit payments is the
Government administration (whether at the provinaidower level) that is managing the
relevant social pool, even though lower levels @fagnment may play a role such as the
collection of contributions. In such cases, thedimection between the responsibility for
guaranteeing benefits and that for collecting dbutions may in fact represent a
significant barrier to improved geographic poolitdftimately, resolving this difficulty
may require that either the point of responsibifity collecting contributions (or the
administrative responsibility for managing county4l employees) should be changed, or
the subsidy rules should be changed to match tlaadial responsibility for the guarantee
with the administrative responsibility for collamgj contributions.

Geographic variation in programme costs

One important consideration is the degree of viarnahmong provinces in the cost per
beneficiary of providing social protection and timpact of any such variation on

contribution rates. Looking at work injury benefits particular, and the wide spectrum of
both industries and localities across the courttrg, benefit costs per worker can vary
substantially. However, the statistics show muchreritomogeneity if viewed from an

industry-specific perspective, and on this basis itertainly possible to find a basis for
scheme design parameters that will narrow difféaéntin contribution rates among

localities. Similarly, while the costs of maternitysurance can vary from employer to
employer, reflecting differences in the age and dgenprofiles of the respective

workforces, there is likely to be much less “sysdéini variation from one province to

another. In these branches of social insuranceganer, contribution rates, even if paid by
employers only, are relatively modest, so thatatamns will be diluted and the impact on
employer costs likely to be relatively small in tbentext of the total costs for the whole
set of social insurance benefits.

Geographic differences in costs per employee ame tileely to give rise to difficulties in
the context of unemployment insurance, pensionshaatth insurance for retired workers,
where differences in local demography can translate substantial differences in
programme costs and where differences in progranusts can have a measurable impact
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Chart 3.1.

Chart 3.2.

on average contribution rates. Such differencesapipear to be significant in China.
Among provincial level jurisdictions, system dependy ratios (measured here as the
number of contributors supporting each beneficiaafy widely in both the pension and
unemployment insurance programmes. In the pensiogramme, three provinces have
more than four contributors for each beneficiarylevtwo provinces have fewer than two.
If each province were left to finance its own béisefr given contribution rate would raise
three times as much per beneficiary in Guangdonity @ses in, say, Shanghai. The gaps
are even wider in the unemployment insurance progre, where four provinces have
over 40 contributors for each beneficiary and thraee fewer than teti.These variations
are illustrated in Charts 3.1 (relating to pensigmsurance) and 3.2 (unemployment
insurance).
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If no measures are adopted to equalize these d@iffess, sooner or later the contribution
rates in the provinces with relatively few work®iil have to be significantly increased or,
at least in the case of unemployment benefits, hvirery by locality, benefits must be

4! Liaoning'’s ratio is depressed by the earlier cigsif the reemployment centres as part of the engsocial
security pilot programme. Wider gaps in the demphi@ ratios of the unemployment programme do not
necessarily translate into wider gaps in contrinutiates since the unemployment programme is utiztg
smaller than the pension programme.
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significantly decreased. Without a truly nationgdtem of pooling, it is possible to reduce
or eliminate these differentials only by meansarfie direct or indirect system of transfers
of assets from the provinces with more favouralbethose with less favourable
demographics. The gaps are sufficiently large, vawehat it may be difficult politically
to secure agreement between different provinciatimidtrations to the transfers which
would be required to even them out to a reasorddiece.

Mobile or “migrant” workers

In general terms, geographic mobility poses a meljadlenge for pension programmes, a
modest challenge for unemployment insurance progresnand little challenge at all for
social insurance programmes providing maternity &odk injury (or sickness) benefits.
In most countries, moreover, geographic mobilitggmrelatively few problems in health
insurance, except that differing rates of ageing & reflected in fairly wide differences
in the cost of covering retirees. Because of théiquéar approach it has taken, however,
certain issues have become apparent relating toantigvorkers in the Chinese health
insurance system.

These arise in particular from differences (frone @movince to another) in the criteria for
entittement to benefits and the factors used to praen benefits. In most countries,
entitlement to benefits in unemployment and pensiairemes is established on the basis of
length of working and contribution periods, whiclkaynbe accumulated with different
employers and in different geographic localities. China’'s schemes, pension benefit
amounts and unemployment benefit (specificallydheation for which this is payable) do
relate to cumulative lifetime service, but alsaléposits into workers’ own accounts — an
individual pension account and an individual medaxecount, which must, if a migrant
worker is to maintain a full level of social protien entitlement be transferred to the new
locality when a worker’s residence changes.

Mobility issues disappear when social protectiorpiisvided through a single national
programme. Operating a single national programnogires, however, the construction
and maintenance of national data systems and métforancial management systems.
China has signalled its intention to create sucmmational system for its pension
programme and included some first steps to actiethiis as a part of the Liaoning pilot
programme. As will be discussed subsequently, theresubstantial administrative barriers
to achieving a truly national scheme. China hassehpin any case, not to move to
national programmes in the other branches of sowarance, at least for the time being.

Until a national system can be developed for perssand in the absence of such a system
in the unemployment and health insurance areasaGhiill need to create formal systems
for coordinating benefits among and within provisick may also need to create formal
institutions to supervise the coordination processl operate as clearing houses for
transferring rights, responsibilities and funds am@rovinces or among pooling areas
within provinces. One example of an issue whideéhnical in nature, but hard to solve in
terms of practical scheme administration, and Wiktneed to be clarified at the political
level, relates to the allocation of the cost of mpkwyment insurance and of the basic
pension benefit among pooling areas in cases wtherentitlement was earned in more
than one area. China may also want to use a sialiaration process to distribute the cost
of health insurance for mobile retirees. A furtissue concerns the rules for transferring
individual pension accounts, which cannot yet bgstallized as either “notional” or
“funded”, when a migrant worker moves from one [moe to another. If the individual
accounts are to be notional (with the supportired assets held in a collective or pooled
fund), financial transfers would probably not bexded until an individual worker retired,
and the rules would focus on how the cost of matéet benefits should be shared among
the different jurisdictions in which the worker hladen employed. If the accounts are to be
funded, the entire balance in the account wouldaity be transferred at the time the
worker changes location. Individual medical acceunise the same set of issues.
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Pension funding strategy

A second set of strategic issues concerns the temgefunding strategy for the pension
system. Should the system remain essentially papasgo? Should it be partially
advance funded (i.e. “real” assets reserved insttraccounts to match accumulating
liabilities)? Should the basic benefit be financex a pay-as-you-go basis and the
individual accounts be fully funded? This is arugssvhich is currently under discussion in
China and is closely linked to the developmentimdiricial markets and their regulation on
the one side, and levels of benefits and replacemeome on the other.

Thus, pension funding strategies can affect thellet the contribution rate required to
support a given benefit package and can serve eatayst for the development of
financial markets. When, as in the current syste@hina, part of the pension package is a
defined contribution individual account, the furglisirategy is also likely to affect the size
of the pension benefit awarded to future workeendion funding decisions are also, then,
less likely to affect national savings rates, altto that is frequently a stated motivation
for advance funding, and are not likely to have impact on the economic cost of
population ageing.

It appears that it has been decided, after lengtlyate, that the basic portion of the
retirement pension will be financed on a pay-as-gowasis, but has not been decided (as
yet) how the individual accounts should be finanddte current structure of the accounts
seems to imply that they should be advance funsiede the investment returns credited
to the accounts are linked to capital market messbank deposit rates) rather than
labour market measures. On the other hand, oubéithes Liaoning pilot area, the accounts
are almost entirely notional. The design of theohiag pilot allows for some investigation
as to what institutional and financial changes wenel are necessary to achieve full
advance-funding of the accounts. Under the pildtfinding may be possible, but only on
the basis of relatively large budget transfers fthennational and provincial governments.

A relatively well-known principle is that advancantling of pensions will allow the
financing of a given average pension benefit witlov@er contribution rate if the rate of
return (net of administrative and investment expgh®arned on the accumulated assets
exceeds the rate of growth of aggregate wages edumy the pension programme. If the
net rate of return is lower than the rate of growthaggregate wages, advance funding
requires a higher contribution rate to financedhme average benefitA corollary of this
principle is that the benefit produced by an adeainnded defined contribution account
will be larger than the benefit produced by a nmtioaccount only if the rate of return
determined in the financial markets exceeds thesvgagwth rate.

From an economist’s point of view, under the cirstances in which advance funding
allows (relatively) lower contribution rates, thates are lower because the cost of
providing pensions is being shared between a changkabour (the contribution) and a
charge on capital (the investment earnings). Spngdtle cost in this way has the potential
to reduce labour market distortions that higher tgoution rates would otherwise
introduce. It may also reduce political resistatwesupporting the aged by reducing the
cost of the more visible source of that supportséime countries, advance funding of
pensions is also viewed as a valuable source @f-term funds that can help national
capital markets to develop and provide needed aaft the expansion of domestic
industry?®

Even if, with advance funding, it is possible taver contribution rates, however, the
lower rates may not result in a lower cost to dyaié supporting the aged population. The
real economic cost of supporting the aged in a tgunay be measured by the fraction of
that country’s national output that the aged coresuim theory, the availability of higher

42 Aaron 1966.
43 Thompson, 1998.
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pension benefits would allow the aged to consumesemand effectively to increase the

economic cost of supporting them, whereas lowesipenbenefits would reduce the cost

of supporting the aged. How a given level of beard financed, however, has no direct
effect on the aggregate support costs. Changingeggte support costs requires changing
either the average income of the aged (i.e. avebbagefit levels) or changing the age at
which persons become “aged dependents” (i.e. ttrge effective retirement age).

At present, the returns being earned on assetstyelthe Chinese pension system are
substantially below the rate of growth of wages. I188g as this situation continues,

advance funding of individual pension accounts gng returns in those accounts to

capital market measures may be seen as a disseovitceure retirees. In the future, as

Chinese financial markets develop, market retunosisl eventually rise to a level equal to
or exceeding wage growth rates. At that time, it iné possible to take a more reasoned
decision as to whether advance funding is likelyattequately help in developing the

capital markets and whether the political and eotndenefits of lower contribution rates

are worth (in economic rather than social terme)dbst of accumulating pension funds.

Longer run sustainability

As noted in Chapter 1, the combination of low fiytiand declining mortality in China

will result from now onwards in an increasing “adgpendency” ratio. In 2002, this ratio
in the population as a whole (based on retiremaldsrprevailing in the urban areas
pension system) was 0.23, and is likely on thesbafsUnited Nations Population Division
projections to double between 2000 and 2030 andlifite (at least) between 2000 and
2050.

In 2002, the dependency ratio in the pension systexm somewhat higher than in the
population as a whole, at least in part becauseymanrkers that are supposed to be
covered are not, in fact, contributiffglf coverage improves, the demographics of the
pension system will also improve, at least for aileyhand can likewise be further
supported temporarily by the accelerating recruitivad rural-to-urban migrant workers.
Sooner or later, however, the dependency ratidiénpiension system will rise to a level
approximately equal to that in the population aghale, and at that point or earlier, it will
be essential to address the design parameterg sthlieme, not least the current structure
of retirement ages.

Estimates noted earlier (Table 1.5) showed the @ngd changes in the population
dependency ratio projected to 2050 of several plesshanges in the retirement age. With
no change in the current parameters, the 2050 dgeehdency ratio would be 0.76. If the
retirement age for women were increased to 60sdinge as the current retirement age for
men, the 2050 dependency ratio would fall to 0l66he retirement age for both sexes
were increased to 65, the dependency ratio wollltbf8.37.

In 2002, the actual average pension was 71 pedfetite average wage. If the system
dependency ratio were allowed to rise to 0.76 withchange in the ratio of benefits to
wages, the implicit cost of the system would rige the equivalent of a required
contribution rate of no less than 54 per cent tdltavages. Even if a successful shift to
partial advance funding were able eventually to itig#b capital returns sufficient to

support 20 percent of the cost of benefits, thdiadpcontribution rate would still exceed
40 per cent, which level is unlikely to be susthiea

The effects of the 1997 reform should produce sdma¢wower average replacement rates
in the future, but the reduction is not likely te nough to result in sustainable
contribution rates if the current retirement agen&intained. If, for example, the average
benefit dropped to 50 percent of average wagespribjected pay-as-you-go contribution

4 See subsequent discussion of coverage. In 20@2reported number of pension contributors was only
45 percent of estimated total urban employment.
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rate would still be 38 percent. Lower contributicates would be possible if average
replacement rates were allowed to decline furtimethe absence of a major expansion in
supplementary programmes, it is not clear that suckduction in effective replacement
rates to below 50 percent is socially feasiblecesiit would sharply increase the gap
between benefits for current retirees and thosdutore retirees. Expansion of the role of
enterprise annuities would help to narrow the galthough it implies higher costs,

particularly for employers, that will offset anyvirggs in their contributions for the basic

pension system.

In summary, it must be said that it seems unlikbbt it will be possible to maintain the
current structure of retirement ages as China’sulabion age profile develops. It is
understandable that there is a reluctance to cengidreasing the retirement age at the
current time, in view of the continuing “downsizingf the state and collective enterprises.
At the same time, discussions need to be startaetivedy soon about the size and timing
of the adjustments, of this kind and others, thilltultimately be needed to accommodate
the ageing of the population.

3.3.4. Recent changes

In December 2005, the State Council Decision 38 gddition to reiterating earlier
decisions) provided for further strengthening af thasic old-age pension programme for
urban workers, in the following ways:

(1) Local social insurance administrations shouldfuture avoid the building up of
pension payment arrears, and formulate plans tar dlee arrears of outstanding
pension payments;

(2) Effective measures should be adopted to expamdrage to urban enterprises in the
private sector, including informal and self-empldyeorkers and focusing especially
on workers in small- and medium-size enterprisdiywang where necessary
easements and subsidies of due contributions. fBieds— and challenging — target
*is an increase in coverage from 170 million to ##ion workers over the coming
5- year period;

(3) Individual accounts under the old-age pensiesuiance programmni& should be
placed on a “real” footing, i.e. supported by tleeual allocation of assets, in order in
particular to foster better management and investmeaccumulated pension funds,
and be more clearly identified from the basic pdofgension component. Two
alternative approaches are suggested: either magltice proportion of contribution
income officially allocated to individual accounts increasing the government
contribution to the scheme. Of the typical conttidwu rate of 8 per cent of wages, the
Ministry of Finance envisages that it may be pdssib finance 1.25 per cent from
local government budgets and 3.75 per cent centidibanwhile transfers by way of
subsidy to less advantaged provinces and munitgshvould be limited to a much
more strictly rationalised basis;

(4) Compliance should be reinforced through indreashe number of inspectors and
improving procedures;

(5) More effective incentives should be providedtfe participation of workers, through
some modification and clarification of the pensfonmula, and improved transition
provisions for those who participated prior to #8897 reform;

45 11" Five-Year National Plan (2006—2011).

46 According to the MOLSS, individual accounts areiiegral part of the Basic Old-age Pension alorty wi
the flat-rate pension part.
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(6) A regular pension indexation mechanism showdritroduced, inter alia to enable
pensioners to share in economic growth as refleicte@dnd proportionally to) the
increasing average wage for active workers. Thap@sal may have considerable
implications relating to equity, sustainability aadministration;

(7) Pooling of pension resources should be impravad the management of provincial
pension funds strengthened in innovative ways;

(8) Practical measures should be taken to encoudvatier development of occupational
pensions.

3.3.5. A strategy for the rural population

3.3.6.

The 1980s agricultural reforms laid the foundatfon China’s subsequent economic
boom, but were accompanied by the disappearandts otiral health system. Recent
efforts have sought a new model for providing Healre protection in rural areas. Pilot
programmes have tested different combinations wfraband local government subsidies,
participant contributions, and beneficiary costrgttg and should assist the Government in
meeting its goal of having a new system in plac@@i0.

There is a need, moreover for greater clarity i strategy for dealing with the income
support needs of the poor and the aged in rurakafiéhe approach first piloted in the early
1990s focused on the voluntary pension systemihautesults have been mixed and the
programme has to some extent “drifted” in recerdryeAn emerging alternative is based
on extending the means-tested programme of thenMiim Living Standard Guarantee
(MLSG) to rural areas. The MLSG seems to offer@psing approach for the rural areas
as a whole, although there may well be a continuiplg for the voluntary pension
programme among certain segments of the rural papal

The voluntary pension programme presently compriseae 54 million open accounts
spread among a rural population estimated at sd8femillion in 2002, and during its
history has reached a proportion of its target pmn which has fluctuated between
5 and 10 per cent. Less than ten percent of atitats were active in 2002, however, and
the average balance across all of the accountsss than 500 yuan. The programme
provides an important institutional vehicle forrdwal retirement programmes in township
and village enterprises, while they remain outsideurban retirement system, with some
useful capacity for promoting investments, buikely to remain inadequate if it provides
the only source of retirement income support fa¥ thajority of the rural population.
Clearly, the programme is ripe for revitalizati@nd stronger management in the future,
possibly under the auspices of the National S&=alurity Fund.

As in the case of the urban areas, however, a bi@uale in the rural areas albeit at a
lower level of benefits, may be envisaged for ateested MLSG programme. The means-
tested nature of the programme will, however, sehes rather unorthodox challenges
including, for example, the need to value assgisesented in the form of livestock and,
perhaps, land tenure rights.

The role of the National Social Security Fund

The National Social Security Fund is currently astitution with a great deal of promise
but an uncertain mission. The original objectivesvta capture a portion of the public
resources earned through the sale of state-owrtedpeises for use in helping to finance
the future costs of social security. Attempts taspe this objective seem to have
encountered at least two barriers. One is a ralgetao follow the original plan of
depositing ten percent of the all of the proceddS®@E share sales in the Fund, thereby
reducing its access to funds. The other is a meber for maintaining a relatively
conservative investment portfolio for the Fundyétsy reducing the potential returns it can
earn, which have to date been considerably lessttigarate of growth of wages.
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It is not clear at present how effective the Fuad be as a source of future social security
financing. If all SOE shares were now sold and Bumd received ten percent of the

proceeds, the estimated additional resources wanidunt to just under two years’

pension benefit payments. While that would provaleuseful cushion against future

unforeseen developments, it is well short of theamh that would be needed to enable
large scale restructuring of the social insuranggesn. In principle, additional resources
might be available from the general budget, but ldiobe competing against other

important social sector demands. Even if, howesgebhstantial additional assets were
forthcoming in the near future, effective investiehthem on a timely basis could not be
guaranteed.

Pending, therefore, the more effective developnoérihe Chinese financial markets the
role of the National Social Security Fund may bensén terms more of institutional
development than as either a focus for investmetitites or an operational solution to a
future funding shortfall.

3.3.7. Calibrating the public-private mix

Current policy encourages supplementary, emplagpa@nted pension and health insurance
programmes, but many aspects of the eventual smog@perations of such programmes
have yet to be defined. At present, tax dedudybfibr health insurance programmes is
limited to 4 per cent of total wage payments and gnospective enterprise annuity
arrangements are subject to the same limit. Foumepeis rather a modest addition to the
typical contributions now being collected for thational pension programme (about
28 per cent, employer and employee combined) bmilish more substantial in relation to
the amount now being allocated to basic healthramse (joint contributions of about 9.5
per cent), and suggests that it should not simelyelgarded as an minor supplement to the
main programme. Whether this limit is too high @ fow depends ultimately on the way
in which the purpose of the respective programmeerges in the future, and the
emerging costs which are to be met relating totiapacare.

There will also be a need to assess the developlagf enterprise annuities and whether
these should be more specifically targeted, fomgta towards enterprise managers and
senior officials, amongst whom voluntary contribaticapacity is likely to be relatively
high and for whom the earnings cap in the pensimiakinsurance plan results in a fairly
severe limitation to the effective replacement raltéch can be achieved by relatively high
earners. The value of such additional annuitiesiisently under some question, however,
as prevailing investment conditions, and regulajonean that pricing and administration
of annuities are difficult.

3.4. Specific benefit and coverage issues

3.4.1. Pensions

Several features of the current pension systene re@icerns about the adequacy of
benefits in general, the distribution of benefitel dhe allocation of the costs of benefits
between the individual account and social poolimgponents’ These include the implicit
interest rate that is used to calculate individaetount balances, the formula used to
convert account balances into monthly payments #ned guarantees built into that
calculation, the impact of job changes and geodcapiobility on future pension benefits
and gaps in survivor and disability protection. Tdiscussion here considers, first, the
operation of the system of individual accountslofwed by a more general discussion of
the adequacy of benefits, in particular for workextsring after a full career.

4" Adequate benefits also depend on effective enfoecenof coverage rules on enterprise
management; that issue is discussed in a subsespetitn.
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Pension benefits derived from Individual Accounts

The amount of a monthly benefit representing theceeds of an individual account is
currently determined by dividing the balance in #teount by 120. The pension amount
may be increased from time to time in line with m@s in wages and/or prices at the
discretion of local authorities. If the individya¢nsioner dies before the account balance is
exhausted (i.e. in principle, and broadly, withi@ jears of retirement) the remaining
balance becomes the property of any survivors, e@dteif the individual lives long enough
to exhaust the balance in the account, continuesthhyopayments are financed from the
social fund.

The current arrangement raises at least three rsgjoes: (1) whether the divisor (120) in
the calculation provides at least a reasonable cappation of the benefit that the
individual account system can be expected to stippithhout a major, ongoing subsidy
from the social pool account, (2) whether the usa single divisor for people claiming
benefits at different ages is likely to prove todmmsistent with other aspects of Chinese
pension policy, and (3) whether the guarantee ef riturn of the full balance in the
account is appropriately reflected in the calcolatof the individual account benefit. It
also highlights one of the difficulties attributakib the absence of some specific details of
a technical nature from the current policy guidigt-entitlement benefit adjustments.

If the individual account system is to avoid theedhdor any subsidies, either explicit or
implicit, then the monthly payments from each indli)al’'s account must be set a level that
equate the present (“actuarial”) value of the etgubstream of benefits with the balance in
the account at the time benefits begin. The exped&ie of a stream of payments from an
individual account is a function of the life expauty of the account owner at the time the
payments begin, the rate of return that the remgimiccount balance earns during the
disbursement phase and the pace of adjustmentgimeecin the monthly payment amount.
The question is, therefore, whether the result ai€udating benefits using the existing
formula reasonably reflects the balance of thesoifa®

Table 3.1 presents estimates of the life expeatanoi China and of the appropriate
account divisors associated with different life esgancies, patterns of post-entitlement
benefit adjustments and rates or return earnedhdividual account balances. The life
expectancies are those associated with the mosntremedian variant population

projections from the United Nations Population Bign.* Whereas the divisor now used

to calculate individual account benefits implicilgsumes that the average beneficiary will
live ten years after retiring, the actual life extamcy for women at ages 50 and 55 is
estimated to be 26.5 and 22.1 years, respectigaly the average life expectancy for men
at age 60 is estimated to be 14.6 years. If akutalions were based on combined,
“unisex” life expectancies, as is these days thmmion practice in national pension

programmes, the appropriate demographic divisoraldvoange from 195 for benefits

taken at age 60 to 291 for benefits taken at ag€karly, the divisor now being used for
the scheme in China is too low, even for thoseingtiat age 60, and technically should
also vary according to the different ages at whiehefits are taken.

The additional results presented in Table 3.1 tifie the potential impact of post-
entittement benefit adjustments and investmentiegsn The calculations suggest that if
accounts continue to receive investment returnthatcurrent level (2.5 per cent per
annum), in more-or-less unchanged economic comditithe appropriate divisors range

48 The present value calculation slightly underestimahe affordable benefit when the rate of retomn
investments exceeds the rate of growth of benafter retirement and slightly overestimates theratible
benefit when post-entittement adjustments exceedréte of return on investments. The variationseari
because the distribution of lifespans is skewed.

4% United Nations Population Division, World Poputati Trends, available at <www.un.org/esa/population/
unpop.htm>.
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from 154 to 210 assuming benefits adjust only fogs; but from 248 to 411 if benefits
adjust to reflect rising wage levéfs.

Actuarially equivalent individual account divisors?

Retirement age

Age 50 Age 55 Age 60
Sex-specific life expectancy (years) 2 26.5 221 14.6
Unisex life expectancy (years) 243 20.1 16.3
Appropriate unisex divisor 291 241 195
Appropriate divisors with investment earnings and benefit
growth:
Investment returns = 2.5%; benefit growth = 5.0% 411 323 248
Investment returns = 2.5%; benefit growth = 0% 210 182 154
Investment returns = 5.0%; benefit growth = 5.0% 284 235 190
Investment returns = 6.5%; benefit growth = 5.0% 234 199 165

' To equalize the account balance and the present value of the expected benefit stream.
2 Females at ages 50 and 55; males at age 60.

Source: ILO calculations. Life expectancies are from the life table implicit in the United Nations’ 2002 medium variant population
projections.

Very broadly, in summary, it seems that the pregmmbula results in an implicit subsidy
to the individual account owners (from, in effelog tsocial fund) which is very large, and
may be assessed as equivalent in value to 20Gepepcmore of the overall amount of the
individual fund (of which perhaps 50 per cent ret¢ato increasing longevity and the
remainder to failure to adjust for funding factensluding cost-of-living adjustments).

From an actuarial perspective, the basis for caimgeindividual account balances into
monthly benefits is far too generous.

Secondly, since the current divisor is not difféel#led to reflect the greater average
longevity of those first drawing benefits at relaty young ages and of women, it may be
said that there is an effective subsidy of thosiimg at relatively young ages by those
retiring later, and of women by men. The extenmivtoch such technical issues should be
taken into account in relation to policy-making Iwthowever, depend on the approach
ultimately taken to dealing with several other esuTheir earlier retirement age gives
women less opportunity to accumulate individual cact balances. The use of the
common divisor does help offset this disadvantdge.the other hand, the use of the
constant divisor also reduces any incentive toinaatworking after reaching the age at
which a worker first becomes eligible for beneffsich disincentives may run counter to
the direction that China wishes to take in its lemtgrm pension policy development.

A final issue involves the guarantee that the agmpes benefits paid in respect of each
individual should be at least equal to the indi@daccount balance at retirement, even in
the event of that individual's early death. In terof the broad concept of the individual
account component of the pension system, costavamged according to a hypothetical
life expectancy, however artificial, but in otheongs on the basis that payments will cease
on the death of each pensioner. The guaranteeyofigras which may in effect continue
after an individual's death, up to the amount @& iidividual fund does therefore impose

%0 The last two rows in Table 3.1 show the divisdrattwould be appropriate under two alternativeufakt
situations. The first assumes that the individuatoants were operated explicitly as notional define
contribution accounts and credited with returnsaéda the rate of increase in average wages. Thense
assumes that the accounts eventually are ablertoaeate of return equal to 1.5 percentage paibts/e the
rate of growth of wages, which more nearly appr@atis the situation that might be expected aftemfiial
markets develop more fully in China. In each casegfits are assumed to rise along with wage ineseas
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an additional cost which must be met by a furtladloeit implicit, subsidy, presumably
from the fund supporting the social component efftension schenté.

It seems likely that, because the pension insuragstem is designed with two major
components, both stakeholders and general obsewdrsassume each of the two
segments to be more-or-less self-financing. A clések at the situation, and analysis as
above of several important features, suggests, Wenvéhat this is by no means the case,
and that the contribution assigned to the indivicgieaount portion of the benefit is likely
to fall far short of what is needed to finance uidiial account benefits. This has several
implications as regards pension policy. There iead, which may be seen to be rather
urgent, either to review the existing basis andnfda for calculation of the individual
account benefit, or the system needs to be reratdith to take realistic account of the
major and ongoing effective flow of funds from theoling accounts to the individual
accounts. The result otherwise must be that theesydecomes unsustainable, with the
depletion, sooner rather than later, of the agsgieesenting the social, pooled funds and
ultimately a call for further subsidy of the entggstem by the government treasury.

The design parameters of the voluntary pensionrprogne operated in rural areas, are, on
the other hand, considerably more robust and dgimetrise to the same kind of doubts as
to its sustainability. Benefits are available a¢ &9 and the pension amount is determined
by dividing the account balance by 180 (as comparigld the divisor of 120 used in the
main scheme). The figures set out in Table 3.1 esigdhat the formula may actually be a
little too strict to give full value to an individii beneficiary if the benefits fail to be
adjusted after retirement and present investmerditions continue.

Adequacy of retirement benefits for
full career workers

The most important measure of success in a retitepregramme is the ability to provide
adequate retirement benefits at an affordable dosiging the adequacy of the retirement
benefits that will be supplied under the currenin€bse system is a complex matter,
however. Most calculations of pension benefits, ang estimate of their real value,
require multiple assumptions about retirement ageays of service and wage trends.
Calculating benefits derived from funded individuaccounts requires additional
assumptions about the rate of return that the adsawill earn and the rules to be used in
converting account balances into monthly benefisasns. An assessment of the benefits
to be provided in the future by the Chinese systso necessitates making an assumption
as to whether and for how long the current indigidaccount benefit algorithm will
continue to be used, in the light of its appareqtigstionable technical sustainability.

Table 3.2 shows the results of a number of calicuatof possible replacement rates for
future retirees using different assumptions abeditvidual account investment returns and
the algorithm used to convert account balancesnminthly benefit§? The data illustrate
the importance of resolving some of the currentigoibes about the operations of the
individual accounts before attempting to assesefiteaxdequacy. Under some conditions,
the current system appears to be quite generouke wider other conditions benefits are
rather modest.

The calculations set out in Table 3.2 focus on hwpothetical, illustrative retirees, one
retiring at age 50 after 25 years of service and wiiring at age 60 after 35 years of
service. The former may taken as representing ayféanale retirees and the latter male
retirees, although these calculations are basegomeutral assumptions.

1 The magnitude of such an implicit subsidy willleet the particular pattern of investment returns a
benefit adjustments. It is difficult to estimateadlt precisely, but may be equivalent in value eanewhere
between 5 and 15 percent of the individual fund.

52 Replacement rates are defined here as the benéfie deginning of a calendar year divided by tragev
earned the previous calendar year.

70



Table 3.2

For each illustration, calculations are shown ugimge different assumptions about the
returns earned in the individual accounts. Thet fiest assumes a continuation of the
current pattern, where accounts grow at the ratg ga bank deposits, currently about
2.5 percent. The second is based on the assuntptibthe individual accounts are treated
as if the system were a Notional Defined Contrirutsystem similar to that in Sweden,
with account balances earning returns at the sateeas average wages are growfighe
third set assumes that it is decided that the ats@mhould be advance funded and that, in
addition, the evolution of the Chinese economy @hthese capital markets is reflected in
market returns rising to 1.5 percentage points alveage levels, roughly the gap observed
in many developed countries once a conservativinat of the costs of investment
operations are deducted.

Estimated effective percentage replacement rates at age 50 and age 60, on alternative assumptions about returns
to individual accounts and benefit divisors

Age 50 retirement Age 60 retirement
Pool 1A Total Pool 1A Total
benefit benefit package benefit benefit package
Standard package
Current conditions (Investment returns = 2.5%)

1. 120 divisor 20 21 41 20 26 46

2. Actual life expectancy 20 9 29 20 1 31
Notional defined contribution (Investment returns = 5.0%)

3. 120 divisor 20 28 48 20 39 59

4. Actual life expectancy 20 15 35 20 21 41
Improved investment returns (Investment returns = 6.5%)

5. 120 divisor 20 33 53 20 50 70

6. Actual life expectancy 20 21 41 20 32 52
Liaoning package
Current conditions (Investment returns = 2.5%)

7. 120 divisor 26 15 41 30 19 49

8. Actual life expectancy 26 6 32 30 8 38
Notional defined contribution (Investment returns
=5.0%)

9. 120 divisor 26 20 46 30 28 58
10. Actual life expectancy 26 1 37 30 23 53
Improved investment returns (Investment returns = 6.5%)

11. 120 divisor 26 24 50 30 36 66
12. Actual life expectancy 26 16 42 30 16 46

Source: ILO’s calculations based on mortality rates underlying U.N. 2002 medium variant population projections.

Two additional variations are included under eatlthe assumptions about the rate of
returns on the individual accounts. One set ofutatons converts the account balances to
monthly payments using the current 120 divisor. theo set converts account balances
using annuity factors that reflect actual life estpgcy at the respective ages. In addition,
the calculations show the effect of both the steshgmckage now in effect throughout
most of China and the revised package piloted aohing province. All calculations are
based on the assumption that real wages grow anstant rate of 5 percent per year and
the benefits after retirement are increased athaiffethe rate of growth of real wages, or
an average rate of 2.5 percent per year.

Under the standard package, all of the illustratetrees receive a basic benefit from the
social pool equal to 20 percent of prior year'sneags. Differences between the different

53 Other countries adopting the notional defined dbution approach include Poland, Italy, Mongoliaahe
Kyrgyz Republic. The calculation of investment resirvaries somewhat from country to country, but
generally is linked either to average wage growdfpgregate wage growth, or the rate of growth okgro
domestic product.
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scenarios arise entirely from the differences mhlue of the individual accounts. Using
the 120 divisor and investment returns at approtéigahe current actual level (Row 1),
estimated replacement rates reach just over 40gmerat age 50 and 46 per cent at age 60.
Replacement rates at that level would provide aaeable basic income if most workers
also had access to some form of supplementaryithgil’ savings or retirement benefit,
but may prove to be of doubtful adequacy in theeabs of other forms of retirement
income. They are also substantially lower thanrgpacement rates typical for current
retirees.

If the 120 divisor proves unsustainable (see previgection), replacement rates would be
even lower. When the divisor is set to reflectiatil life expectancies, replacement rates
fall to 29 and 31 per cent on retirement at agarid 60 respectively (Row 2). Benefits at
that level are likely to create serious problenggrding retirement income adequacy in the
absence of significant supplementary income sources

Benefits would be substantially higher if the indival accounts were treated as notional
defined contribution accounts and credited withestient returns at the rate of growth of
average wages. Combined with the 120 divisor, thange would produce replacement
rates of almost 50 per cent at age 50 and 60 peratege 60 (Row 3). The picture is not
guite as favourable with the use of actual life eotpncies to compute benefits from
individual accounts, however. In that case replaagmates would range from 35 to 41 per
cent at ages 50 and 60 (Row 4).

As an international benchmark, it may be noted tihatevel of pension benefit envisaged
in the ILO’s Convention R1102 (Social Security Minimum Standards) for anivittial
retiring after 30 years of contributory service i3 per cent of his or her final level of
earnings.

Eventually, China can expect that its capital merkeill generate returns equal to or
exceeding the prevailing rate of growth of real esadt is likely that this would enable the
system of individual accounts to generate reasgradéquate levels of income by way of
retirement pensions.

This review of the structure of replacement rategeun the current system suggests several
observations. First, as long as the individual aot® are being credited with investment
returns as low as the current rate, the currentesyss unlikely to produce adequate
retirement benefits. Replacement rates for cursemkers could easily be less than half of
the level experienced by current retirees.

Second, in the absence of significant supplementgtitement income sources, a system
that generates replacement rates at this low ievitely to prove socially unsustainable,
particularly when the benefits to current retirees so much higher. This suggests that
cost projections that assume a continuation o€timeent parameters may be unrealistic.

Third, a shift to an approach based explicitly owtfonal defined contributions” would
seem much more likely to produce adequate benefits) without other modifications.

Fourth, the individual accounts in the current eystan produce adequate benefits on the
basis that they are advance-funded, provided kiggt tan be invested in instruments that
are higher-yielding than the rate of growth of ager wages. The shift of assets to such
instruments, assuming that they can be made alailsifiould be undertaken as quickly as
possible.

Finally, it seems likely that many future retiragdl have to turn to supplemental sources
of retirement income in order to be assured ofamarably adequate relative standard of
living. Steps to encourage the spread of supplestheetirement savings programme are
likely to be an important part of any longer rapgasion strategy.
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Preserving benefits of job changers

No pension system can assure adequate benefitssi wwho change jobs lose a portion of
the earnings credits they had previously acquiredre allowed to dissipate accumulated
retirement savings in the middle of their work eaise Institutional and policy weaknesses
make each of these a potential threat to the ne¢éint incomes of Chinese workers. The
reforms now implemented have created instituticmsable of preserving entitlements of
persons changing jobs within the local labour miaret the expression of policy intent in
actual administrative instructions has not to daen sufficiently definitive to resolve all
of the problems in this area.

One obvious concern is the preservation for retremof the assets accumulated in
individual accounts. Some reports indicate thatymamal migrants have gained approval,
on a semi-official basis to withdraw their retiremeavings to finance their travel home at
the New Year Festival’ season. Similar reports ssg@lso that some urban workers are
allowed to withdraw their account balances when ing¥rom one employer to another,

regardless or their age and retirement status.h&oektent that either of these practices
occurs, the adequacy of retirement benefits is umided. To prevent their occurrence,

officials need to make it clear that individual aonts are not to be depleted prior to
reaching retirement and need to take the stepssa@geto enforce this policy.

More complicated issues arise when workers move fome pooling area to another or
from one province to another. In principle, crediitsn all covered employment should be
accumulated to qualify for the benefit to be paiohf the social pool and each worker
should be entitled to only one such benefit. Irctice, however, as there are no databases
that combine individual information from more thane pool, combining credits requires
either that the worker supply acceptable eviderfcprevious coverage or that the local
social insurance office in the receiving jurisdictiobtain the necessary documentation
from the local office in the sending jurisdictiohhere may be little incentive for staff in
the receiving office to pursue this claim, howewer there are no requirements that the two
jurisdictions share the cost of the resulting bin@fr providing which average wage
should be used in calculating it). It seems possé#iso that in view of the poor level of
mutual information sharing between different adstimitive units, a worker with at least
15 years of experience in each of two differentlipgoareas, and seeking to use the
system to his or her own advantage, might be abteltect two base benefits.

The individual account presents an additional emglé, in particular because of the
ambiguity about how such accounts are to be firdriogterms either of sharing of pooled
benefit entitlements or the sharing of actual asset

The long-term solution to many of the issues wil the creation of reliable national
databases that allow central coordination of egmioredits and individual account
balances, although there are certainly barriersrtbad to be overcome before this can be
achieved. Such databases will allow central coatéin of any data and fiscal issues
raised by mobile workers. In the meantime, the @nities should clarify the manner in
which the relevant policies regarding mobile woskare to be interpreted.

Disability and survivor protection

The current pension system provides to some defgredoth survivor and disability
protection, but neither benefit is well integratedh the old-age pension. Provinces are
allowed to pay survivor benefits from the pooledds, but no guidance has been supplied
as to how these benefits should be structured.iusvalso inherit any balance remaining
in the individual account. Totally disabled work&rso are too young for early retirement
are entitled to a benefit equal to 40 percent efrthrevious wage, paid from the social
pooling account. It seems that disabled workersilshsimilarly be entitled to receive all
or a portion of the balance in their individual egnts, although no national policy has
been established governing such dispositions.
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Disability and survivor benefits present a particukchallenge for pension systems
incorporating individual accounts, whether the agits are funded or notional. The main
challenge is that disability and early death intptra work career and an individual's
lifetime savings plan before this can be completét the accumulation of an adequate
balance in their accounts. Disabled workers am lédely to need additional and long-term
income support to meet special needs.

Three strategies have evolved for integrating disalprotection into individual account
models. The approach used in many Latin Americatesys is to give disabled workers
the choice between a benefit based on the balanbeir individual account and a benefit
based on a measure of their average wage at tle¢ ohtheir disability. Those selecting
the wage-based benefit forfeit their individual @oat and instead receive the disability
benefit for the rest of their lives. Presumablye thage-based benefit approximates the
replacement rate that the pension system is dasignproduce in retirement. Under this
approach, most workers becoming disabled at eaalijgis will be better off taking the
defined benefit, whereas workers approaching ratrg age may find that their individual
account is more valuable. One difficulty with thapproach is that developments that
prevent a particular worker or group of workergrfraccumulating the expected individual
account balance create an undesirable incentivéhéan to gain access to the disability
rolls instead.

A second strategy, used in the Swedish system, pgiy a wage-based benefit to disabled
workers during the years between disability onset aligibility for retirement benefits
while continuing to add credits to the individuatirement account. Once the worker
reaches retirement age, the disability benefit emdkthe worker transfers to the retirement
programme. The cost of the additional credits towlorkers individual account is simply
an explicit recognition of the cost of supportinigsabled workers throughout their
retirement years. One difficulty with this approaishthat the level of income support
received by the worker may change unpredictablynathe worker reaches retirement age
since retirement and disability benefits would katee of equal size. Where the individual
accounts are advance funded, the approach willratpgire the social insurance agency to
find the funds needed to continue to make depaditsthe disabled workers’ retirement
accounts while they are simultaneously financirgdisability benefits.

A third approach is to calculate a disability béinlefsed on the average earnings level of
the disabled worker and pay that benefit (or theregriate portion of it after deducting a
social pooling entitlement) from the individual acat. The result is similar to that
outlined in the first approach except that, instefith effect “confiscating” the individual
account, the social insurance agency adds enoutfetaccount to produce the desired
benefit. Presumably, this approach has the samentmt for creating undesirable
incentives (to gain specific disability benefits)does the first approach.

The appropriate approach to survivor protectiofliina probably depends on the patterns
of mortality amongst workers. Conceptually, pratattfor the survivors of workers dying
before reaching retirement age involves the same ¢ issues that are raised by disability
prior to retirement and can be handled using timesprinciples. A schedule of benefits
would be established for the survivors of such wmkand a portion of each benefit paid
from the social pooling fund. To the extent that tteceased worker’s individual account
lacks sufficient funds to finance the remainingdfé@nthe account would be supplemented
using one of the three approaches just outlined.

The situation is different for the survivors of Wers dying after reaching retirement age.
In this case, the worker has had the full oppotyutd accumulate funds for a retirement
pension in the individual account. Whereas in tisallity and young survivor cases, the
challenge was to finance benefits when the retirgnsavings plan was only partially
completed, in this case the challenge is the prapportionment of the available balance.
Several approaches are possible, depending onottial rinciples that the authorities
wish to adopt. Some countries offer only incoméesbenefits for older survivors,
assuming the most aged survivors will themselveetieed workers and recipients of their
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own pensions. Some countries offer periodic paymfotn the social pool but offset them
partially or fully for any pension that the survivieceives as a former worker. Where a
part of a worker’s retirement benefit is based aniradividual account balance, a third
possibility is to require workers that have dependgpouses or children to accept a lower
initial benefit in return for the additional protem of survivor coverage for their
dependents.

Institutional issues relevant to pensions

We note here, in brief, that several additionaléssstand to be addressed which are
closely linked to the current structure of the abdénsurance institutions. They include

problems in gaining compliance with the coveragesyuthe challenges that come from

having inadequate information and financial manag®nsystems, and the need for
improved actuarial and analytical capacities.

Health insurance

Over the next few years, the two most importaniviiets will be to complete the
implementation of the urban basic health insuraystem and to test alternative ways of
extending health coverage to the rural populaidrihe same time, authorities should also
be analysing experience under the new urban systemssess the adequacy of the
structure, scope and coverage of its benefits. Bathstructure and the parameters of the
new system appear at this stage to be somewhataaytin nature. Whether this particular
structure provides a reasonable balance among d¢mgpeonsiderations of programme
cost, programme impact and benefit adequacy musskeblished on the basis of the
actual impact on programme beneficiaries.

One concern about the current structure is the éinpfathe reimbursement limits in the
pooling portion and the cap on spending that cafinaeced from the individual account.
What fraction of beneficiaries exhausts their éntient in a given year and by how much
do they exceed the ceiling? What resources areusieyg to cover the excess costs? How
does the distribution of such beneficiaries comparthe distribution of the entire insured
population? Does the current age-adjusted structfirthe deposits into the individual
accounts appear to track relative needs?

Another concern is the structure of supplementaglth insurance benefits. How many
enterprises have decided to offer supplementargfiterand, based on the experience thus
far, what level of such provision might one exgadhe longer run? To what extent are the
supplementary policies filling the deductibles ammdering expenditures in excess of the
limits and to what extent are they covering iteras ¢overed at all under the basic health
insurance? What role might a government progranmsailbsidize the cost of the few very
expensive medical cases play in encouraging emgesrto provide supplementary
coverage? What role might there be for local govemts to help subsidize such
coverage?

A third area of concern is the absence of depestd#ealth insurance benefits. What
impact does this appear to have on the delivellyagic health services to children? How
many adults are actually left uncovered as a re$uhis policy?

A fourth set of issues concern the effectivenesthefcost containment strategies used in
the two parts of the health insurance package. I8cal authorities able to negotiate
reimbursement packages that restrain total hosgpa&inding? When the same local
governments own hospitals, do the results of tlyotietions differ? Is there evidence that
the individual account approach reduces the consampf outpatient services and, if so,
are the reductions in areas where prior patternghtmhave involved excessive
consumption?

Questions of this kind are challenging, and thevans are likely to emerge only gradually
from studies of, for example, the administrativdadgenerated in the reimbursement
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process. The issues will probably require some iapestudies focusing on spending
patterns among population samples.

Unemployment insurance

General financial trends of Ul

Demands on the unemployment insurance programmneihaxeased in recent years as the
restructuring of the state enterprises led to majoreases in the number of beneficiaries.
The benefit rolls tripled over the four years bedwd 998 and 2002, perhaps approaching
5 million or more during 2002-03. Officials expetttat entry into the World Trade
Organization and the closing of the Reemploymentvi8e Centres will put further
pressure on the programme, but little work has lmeenpleted as yet to project the likely
impact of these changes and asses the adequdey @irrent financing arrangements.

Although the year-end accounting balances in thdowa unemployment insurance
accounts have continued to grow in recent yeaesetbeem to be some indications that the
underlying financial condition of the programme mlag deteriorating. In 2000, total
contribution income across the country exceededioggrogramme costs (total costs less
the cost of subsidies to the reemployment centbys)3.2 billion yuan. By 2002,
contribution income nationally was 1.1 billion lgssn ongoing programme costs. Of the
31 provincial-level governments, 14 were in defigit this measure in 2002 and their
aggregate deficit amounted to 3.9 billion yuan. Mo€that gap, plus 3.2 billion yuan paid
in subsidy to the reemployment centres, was covimedigh transfers from provincial and
local governments.

Ul benefit levels

Unemployment insurance benefit levels are rather Benefits are set at 70 to 80 per cent
of the minimum wage in each city. As the minimumgeds some 40 per cent of the
average wage, the resulting unemployment benefiuans only to some 30 per cent of the
average wage. This is only about two-thirds of temefit level contemplated in ILO
Convention 102, which suggests a minimum benefé i 50 per cent of the average
wage for skilled workers.

Unemployment benefits are sufficiently low thatirany locations, a household with two
or three members that had only unemployment insaréor support would be eligible for

a supplement from the minimum income guarantee rarome. This situation raises

guestions about the adequacy of the basic unemglalymsurance protection. What is the
purpose of running a contributory social insurapEgramme if the benefits provided are
little more than is provided by the general soagdistance programme?

Ul benefit duration

Though monthly benefits are low, many workers remaligible for unemployment
insurance benefits for a long period of time. Woskeho have been under the system for
at least 10 years can draw benefits for up to 2aths four times the minimum period
envisaged in Convention 102.

Unemployment insurance is usually thought of ashartderm benefit programme
designed to insure workers against the loss of nmcalue to “frictional” spells of
unemployment. It is not usually an adequate toal dealing with major structural
unemployment problems. Extended periods of eligybfbr unemployment benefits may
be justified where general economic conditionsgarer or where the characteristics of a
particular worker, such as age and skill level, enfikding alternative employment more
difficult. The length of entitlement to benefits the Chinese unemployment insurance
programme is not related to either of these ateauhowever.
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The country’s unemployment regulations restricteascto longer-term unemployment
benefits to those who have been covered by thergmuge for five or ten years. As a
practical matter, this means that the only workdne are entitled to benefits for more than
12 months are workers who are laid off from theestavned enterprises. The long-
duration unemployment insurance benefits therdfiare aspects of serving as a substitute
for severance payments for workers leaving thiskiné of enterprise. As such, questions
can be raised about the appropriateness of thiig iimanced by a payroll tax levied on
all enterprises and about the wisdom of tying theeipt of the severance pay to a
condition that the worker actually spends two yesrsmployed.

It was decided to close the network of Reemployniervice Centres when evidence
emerged that providing too attractive a cushionddiad the adjustment process.
Unemployment insurance benefits are less generbas the payments from the
Reemployment Service Centres, but for former SOpl@yees they continue long enough
that they may themselves also become a deterrdabtur market adjustment. At least
this is an area that deserves further study.

Financial planning under the Ul programme

Apparently there is little ongoing research at préss to further projected demands on the
unemployment insurance and employment service mgstéOfficials in the central
government expect a sharp increase in the numbenerployed workers as a result of
China'’s entry into World Trade Organisation anddiesing of the Reemployment Service
Centres. Few systematic projections of future casteng provincial or local authorities
are, however, available.

Continued increases in the number of unemployedkever will cause serious fiscal
problems for many local governments, who will seeréasing operating budgets of their
social insurance and employment service agencidsnay face additional liabilities to
cover contribution revenue shortfalls. Provincievdl officials probably need to devote
more attention to carefully reviewing the economiiciation, projecting the medium term
impacts on the unemployment insurance programmehinwitheir jurisdiction, and
communicating their results to city and county leféicials.

3.5. Social insurance institutional issues

3.5.1.

3.5.1.1.

Several important issues facing the Chinese seemlrity system are closely related to the
system’s current administrative arrangements. Asking the problems arising in these
areas will probably require the development ofratitve administrative processes and
structures. The issues include gaps in the actoakrage of the current system,

shortcomings in information and financial managehsgrstems, and limitations in the

capacity to analyse current operations and préjggte obligations.

Compliance and coverage

In principle, most urban enterprises and most usarikers should now be covered by the
social insurance systems. In practice, large gajps @ the statistics as between the
estimated number of workers employed in the vartgpss of enterprises and the number
reported to be contributing to the various sociabrance branches.

Estimated compliance rates

The most recent statistics of which account cataken here, on contributors broken down
by industry segment, apply to the situation atehe of 2000 and are summarized in Table
3.3 That year, the total number of workers repottede making contributions to the
pension programme represented 49 per cent of tajpbrted urban employment.
Contributors to unemployment insurance also nuntbd@ per cent of the total, while
contributors to work injury and maternity insurarfioemed only 20 and 14 per cent of the
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total. Contributors to the new health insurance tesys were even lower, but
implementation of the programme was embryonic ait time.

Ratio of employees to social insurance contributors, end of 2000

Total Percentage of employees contributing to:
employment ; i ;
(millons) Pension Health Unemployment Work injury Maternity
State-owned enterprises 81.02 80% 73% 33%
Collective-owned enterprises 14.99 98% 96% 45%
Other 32.51 37% 32% 21%
Subtotal: Enterprises 128.52 1% 65% 32%
Urban non-enterprise 84.22 16% 23% 3%
Total urban 212.74 49% 9% 49% 20% 14%

Source: China Labour Statistical Yearbook, 2001.

Although not all urban employees are covered bypibiesion, unemployment and work
injury programmes, all of the employees of “urbarieeprises” are supposed to be so
covered. The ratio of contributors to employment tlis segment of employment may
therefore provide a better indicator of the extehtoverage. The data (see Table 3.4)
suggest that only about 70 per cent of the empbgéearban enterprises were contributing
to pensions at the end of 2002, only 65 per ceneveantributing to unemployment
insurance and only about one-third were contrilgutm the work injury programme. The
lowest contributor ratios are found among “othanteeprises, which are primarily private
and foreign-funded enterprises, where pension ianars represent just over one-third of
estimated total employment and even fewer congibothe other two programmes. Even
the state-owned enterprises exhibit serious gapevarage.

Trends in urban employment and social insurance contributors, 2000 to 2002

Segment and year Total Percentage of employees contributing to:
employment Pension  Health ul Work inj Materni
(milions) : injury ity

Employment in urban enterprises:

2000 128.520 71% 65%
2002 151.380 60% 53%
Total urban employment:
2000 212.740 49% 9% 49% 20% 14%
2002 247.800 45% 28% 41% 18% 14%

Source: China Labour Statistical Yearbook.

Published data suggest that compliance deteriotmgeen 2000 and 2002, except in the
health insurance programme and in maternity ins#awhere the coverage rate remained
the lowest of any of the programmes. Among urbdarerises, contributors to the pension
programme fell from 71 per cent to 60 per cent aodtributors to the unemployment
insurance programme fell from 65 per cent of theltm 53 per cent. The only significant
gains were in the new health insurance programrhese coverage increased from 9 per
cent to 28 per cent of total employment in these years.

To some extent, lower ratios of contributors to Eyges in the work injury, health and
maternity programmes may simply reflect the statetransition from a system of
employers’ liability to social insurance. In ea@se, some employers continue to provide
direct benefits rather than contribute to the domisurance pool. The adequacy of
coverage for those not participating in the sop@bls is not known, but significant gaps
probably remain. In pensions and unemployment arse, however, low contribution
ratios necessarily mean lack of benefit coveragesdch case, coverage trends point to
serious future problems in financing current besefind in assuring adequate income
protection for future retired and unemployed wosker
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Anecdotal evidence suggests particularly seriowerage problems among rural migrants,
who in principle should be contributing and who lably account for a portion of those
not contributing according to these data. Covegapes among the self-employed, at least
with respect to health insurance and pensions, dvbal reflected in the relatively low
incidence of coverage in the category of “urban-anterprise.” Gaps among employees
of township and village enterprises are not captimehese data as they are not classified
as urban employees.

Improving compliance

Experience in other countries suggests that “mhgilets” for improving compliance with
social insurance contribution requirements do nasteln particular, alterations in the
structure and financing of benefits do not appedead to improvements in compliance, in
and of themselves. Instead, improving compliancgiires careful attention to the design
and implementation of effective administrative magres to identify enterprises, assess
actual contribution liabilities, and collect thdgabilities. Improved procedures require, in
turn, an adequate legislative basis, a politicahmitment to effective enforcement, and
adequate administrative resources.

A first step toward improving compliance might hbeetenactment of an “umbrella”
national social insurance law, together with comm@etary provincial social insurance
laws, that clarify which workers are supposed tocbgered and which are not, with
specified conditions, if any, under which excepsionight be granted to the general rules.
Currently, the legal basis of the entire socialiiasce system is a series of relatively brief
directives issued by either the State Council erdbmpetent Ministries. These establish a
general structure but lack precise definitions auidance about resolving conflicts
between different laws and directives. A firmerdebasis for levying contributions should
help clear up the current confusion about who igeoed, when refunds are allowed, and
which provisions take precedence when local auiberimay have promised tax
concessions to encourage private investment in jinésdictions.

A second step might involve more careful coordioratiof enterprise registration
requirements, including the use of common regisinanumbers by the tax, social
insurance, and statistical authorities. Currentgch of these government agencies
operates more or less independently of the otl@@@mmon registration numbers would
facilitate comparisons of the list of enterprisegistered with the respective agencies and
of the financial information reported to each. buwd also make possible the creation of
systems to prevent enterprises whose social inseraantributions are in arrears from
renewing business licenses or obtaining new baakslo

A third step might be the streamlining of registatand payment procedures. At present,
compliance can require enterprise officials to mpdesonal visits to local social insurance
offices where they must deal separately with repregives of each social insurance
branch. It should be possible to comply with themeant and reporting requirements
through one periodic financial transfer and oneiquic report that could be filed
electronically without having to obtain prior appabof a variety of clerks.

A fourth step might be reforms designed to asstgatgr political support for enforcement
of current compliance requirements. Assigning rasfimlity for collecting contributions
to an agency of the local government, whether ihéstax agency or the social insurance
agency, invites conflicts of interest with respdot local enterprises that may be
experiencing financial difficulties. Local governntemay reasonably decide that the
immediate objective of preserving jobs is more ingoat than the longer run objective of
preserving pension rights. Provincial and natioaathorities might experiment with
alternative institutional arrangements for collegticontributions, including use of the
national tax agency or of agencies linked diretdlythe provincial government to see if
such alternatives seem to allow greater politiopb®rt for the collection effort.
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Regardless of who collects contributions, increammghasis is needed on data links and
internal financial controls. Reports of contributipayments need to be cross- checked
against reports to the social insurance agencyndfvidual earnings amounts and

individual account deposits, to the statistical rexies of total employment and average
earnings, and to other local government agencieatahe scope and financial results of
enterprise operations.

Information and financial management

Weaknesses in information and financial manageragstems represent a barrier to the
improvement of many aspects of the current sodislirance programmes. Some of the
steps just noted to improve compliance require ¢heation of modern information
management systems capable of exchanging informaifitn different sources, comparing
reports and analysing differences.

Many of the attempts to improve programme admiaigtn and the control over financial
resources are hindered by lack of modern informasigstems. For example, while the
Liaoning pilot requires that all employee contribas be deposited in the provincial level
account to prevent their being used to cover ctitbenefit payments, there is, in fact, no
way for the provincial authorities to know whetthigis requirement is being complied with
fully. Provincial authorities lack an independeatice of information as to the aggregate
collections in each locality and have not centeglizresponsibility for maintaining
individual account records. Similar weaknessestlithe effectiveness of the two-way
account system that requires the finance departofetite local government to hold any
balances in excess of those needed for immediatesdctions, but gives the finance
department no independent information about howhsalhould have been deposited in or
withdrawn from the accounts it is maintaining.

The Chinese authorities certainly recognize thegarmation and financial management
limitations, but have until now had some difficultydeveloping solutions to them which

can be implemented in a satisfactory way acroseittiee country. An Information Centre

at the Ministry in Beijing develops systems solofi@and software to implement them, but
has no way of requiring their adoption by the |laathorities. The Liaoning pilot included

initial steps to develop a national pension datpdmt the province itself has had
difficulty implementing that part of the project.

Provincial and local authorities report severaldsirof barriers to achieving significant
improvements in information and management syst@adaps the single most important
of these is the decentralized control over sogialiiance administrative personnel and
resources. Local governments set the administragii@ities of local social insurance
agencies, and not provincial or national authaitiging to improve information systems.
Local general government authorities decide on waard acquisitions, systems
architecture, and software designs. Similarly, tdegide on the size and composition of
the social insurance agency staffs and the opgrptimcedures that they will follow.

Improvements in information and financial managemesil probably require some
change in the organization and/or financing of llosacial insurance administrative
functions. One option is to move to a unified, @it structure under which local social
insurance agencies become branches of the provasugél insurance agency rather than
of the local government. This is the common initial arrangement for social insurance
functions around the world. In most aspects of aogisurance, having a standard
treatment for all individuals and enterprises isally considered to be more important
than tailoring individual treatment to local circatances. Standardized treatment is more
easily accomplished in an institution structuredigally.

If it is not possible to reorganize radically theeial insurance function, it may be possible
to change the way in which it is financed. Shiftithge responsibility for financing the
administrative costs of local offices from the Ibgavernment to the provincial social
security ministry would give the provincial agendlye ability to begin requiring
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3.5.3.

standardized practices, system improvements, aeguate staffing and training levels. If
even that is not possible, provincial level goveents could at least assume responsibility
for financing system improvements among local effito assure that these improvements
are undertaken and that the new systems built ¢h &zcale are compatible with those
being built elsewhere.

A final barrier to the development of integratedommation systems is the lack of a
reliable individual identification humber. The salcinsurance programmes are currently
seeking to use the national identification numibet is assigned and maintained by the
state security authorities. In the past, howevay have found that this registration system
is insufficiently reliable, with an incidence ofrers — cases where more than one person
has been assigned the same number — that is smmifiThe social insurance agencies
also lack automated access to the master recdrd/thad let them identify the person that
was originally assigned a given number. Accessith nformation is an essential element
to assuring the accuracy of the information fea ilttcal databases and accurate local
information is an essential element in ensuring éhaational database can be constructed
based on the information entered into the indiViddatabases. The social insurance
authorities must either work to correct the protdesith the current numbering system or
create a system of their own before substantiatérgiments in information management
are possible.

Improved financial planning

Currently there are no official projections of thdure financial status of the various
branches of social insurance, which is particulariyublesome for the pension and
unemployment insurance programmes. There is imseiffi capacity for analysing the
impact of current policies on the cost and adequafcyoenefit protection, which is

detrimental for planning in the health insurancegpamme. Neither is there sufficient data
to calibrate work injury contribution rates to egpal industry incidence rates. In each
case, additional administrative resources are meatléeast at the provincial and national
levels to better understand the operations of theger social programmes.
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Concluding observations

Amongst all of the subjects to which the governnmanst attend in any country’s social
sector, social security stands out as being, byety nature, that demanding both the
longest term perspective, and also subtlety ofcgaihaking responses as economic and
demographic conditions, and perhaps also the galliénvironment, inevitably change.

The need for such responsiveness is magnified lgreathe conditions of such a large,
diverse country as China, with a rapidly evolvimpmomy, and it is hardly surprising that
the complex way in which the social security systeam developed reflects those changes
in full measure. The foregoing chapters have ptesea survey of the history over the last
50 years of the development of the social secumitZhina, tracking at least the major
changes. However, even as such a survey is condnitgaper, we are well aware that the
next round phase of evolution cannot be far awdye ®bjective of policy, nevertheless,
must be to provide a stable framework within whtble administration of the various
social security schemes can operate effectively ltimately, of course, to meet the real
and human needs of the present and prospectivensamembers.

The commentary in the preceding chapters has beectiged around a description and
analysis of each, in turn, of the different schenmfssocial insurance (providing
respectively, pension, health care, work injuryemployment benefits and maternity), as
they have developed historically and been implesgknh rather different conditions
prevailing in the thirty or so provinces and mupddities of the country, together with the
main schemes of social assistance. Within that cemtany will be found, naturally,
pointers to the main issues seen at present aely ik the forthcoming years to exercise
the attention of policy-makers, together with soguedance as to the advantages and
disadvantages of different options, reflecting ithternational experience and perceptions
of the team of authors, and within the frameworlpfciples which guide all of the ILO’s
work in social security.

The aim of this short Chapter, then, is to drawetbgr some of the key themes emerging
from the analysis of the schemes, in the contexh@fongoing effort to create a coherent
and integrated — as far as possible — system ahlseecurity protection for China’s
workers and their families. Perhaps the most pngssi all issues centre on the need
progressively to increase the equitable distributad the fruits of economic growth
between the urban and rural areas of the county tlze role of the different component
schemes of the social security system in achiethag Certainly, the scope and coverage
of the schemes stands to be extended, and the do@leted a study in December 2005,
sharply focused on this specific subject. The pmgpes of that study are reflected
throughout the commentary in this paper, but méosety in the conclusions presented
here.

Throughout, we keep in mind the underlying themesadial harmony, and the role of

social security in its promotion. To begin, we npint to the need for a strong formal
framework within which to develop the policies andtitutions needed to implement any
form of social security. While a very great dealeaffort has been devoted over recent
decades towards the development of appropriateigslinot only at the national level but
also at the level of the provincial and other sdiasy administrations, that effort has not
yet been expressed in the form of workable law® diafting of legislation, for both the

national and provincial levels, should be treatetha most urgent of tasks in this field.

The formulation of satisfactory legal provision wiprovide the basis for strong,
representative institutions through which the systé social security can be administered
on a long-term basis. Without such a legal fourmasiatmuch responsibility rests in a rather
indeterminate way with the government administrajcand yet there is hardly a basis on
which to develop the range of management, admatiger and technical skills which
should underpin an efficient and effective systerhich can properly serve the country.
Our second, major observation, therefore, is tlegliie commission a study — or range of
studies — to determine the optimum way to ensueeldhg-term capacity of the social
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security institutions. The specific capacities oficern in this regard include their abilities
to undertake their functions of administration, g, finance and fund management,
together with their ability to recruit and trairafftwith the appropriate skills.

Our third group of observations concerns the cormplay in which the system of pooling
of liabilities for the purposes of the social irsuce components of the social security
system has developed, and has become fragmentesksabtie provinces of the country.
While this degree of decentralization has the amrsible advantage of allowing the
schemes to respond in an effective way to locatlitimms, the theory of risk and insurance
points to the crucial importance of grouping mersbiato risk pools which, within the
need for sufficient homogeneity, are as large assipte. This provides a fundamental
reason, in most countries, to manage social inserachemes at the national level, so that
as far as possible any cross-subsidies which ardedketake place within the system itself,
rather than from the government treasury. Thisof@ssues, which is evidently wide in
scope and technically complex, itself now meritscéal studies.

Fourthly, the studies undertaken by the ILO, arfters, highlight the need to resolve the
problems found in providing adequate social pravector the rapidly growing numbers of
workers who move from rural to urban areas in raspdo the shrinking needs for farmers
“on the land”, offset by the new labour demandshie urban areas created by, to choose
only one amongst many examples, the constructidusitny. There are certainly difficult
issues to resolve, in the context of a system whahbeen conceived in such a way as to
meet separately the rather divergent needs of am@lurban residents, but a start should
be made by establishing in a suitable enablingthearight of migrant workers of access to
social security provision.

Next, we observe the need to study in closer dtaiil hitherto a number of features of the
social security system of a “parametric” natureve®al of these reflect the increasing (and
gratifying) longevity of the populace of China, whihas accelerated much more rapidly
than could easily have been predicted a few yagysEhis development impacts on social
security provision in a number of different waysigds the need to pay pensions for much
longer periods than hitherto; this in turn is begig to reveal financial stresses in both the
socially-funded elements and the individual-accoeféments of the social security
pension schemes, with conversion formulae relyingliwisors which increasingly fail to
reflect actual years of life expectation amongstsieners. Another is the increasing need
for medical care appropriate to a range of condlitiand illnesses prevailing amongst the
elderly. The important question as to whether pgnpayments to men and women should
in future begin at equal ages provides an oppdstdairemark that there is in fact a much
wider range of issues affecting the equity of treit as between male and female scheme
members.

Our sixth group of remarks concern the investmérnhe large sums payable to schemes
by way of contributions, together with assets aadated over past years. This topic
entails a particular degree of complexity becaudsts amportant and wide-ranging links to
national policy concerning economic and financiatters generally. Nevertheless, the
guestion as to how investments should be manageldgding the extent to which they may
or should be diversified, has a direct impact oe #ifectiveness of social security
provision, particularly in the pensions branch, avithin that branch, in relation to the
individual-account component.

Behind each set of our observations is the reciognihat, while the system of social
security has been built up in such a way as toigeoun principle, opportunities to cover
more or less every category of workers and theilfas, in practice full coverage has by
no means been achieved as yet. Accordingly, effentauld be redoubled to being into
coverage all of those who already meet the eligybitonditions. Coverage of urban
workers could and should be completed without deldys may be accelerated — and
disincentives to employment alleviated — by eastogditions (for example, through
subsidizing contribution rates) for employees ofabBen enterprises, and this should be
given close consideration. It is recognized thatg¢Rkpansion of coverage for rural workers

83



may take longer, but facilities can and should pened fully for employees of the “non-
public enterprises”, traditionally known as “towishnd village enterprises” (TVES).

In summary, China stands at a crossroads in raldtioits social security system. The
system has developed in a way which uniquely refléie circumstances in the country,
and faces many and considerable challenges. Mudiabla knowledge has been gained
through the range of provisions that have beenedesh the recent pilot schemes
introduced in selected provinces. However, the dppdy now to strengthen the system
as a whole, together with its institutions, is vetgar, and, for social security observers
worldwide, the scope for bringing effective sogimbtection to perhaps one fifth of the
world’'s workers, is truly exciting.
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Annex I.

Summary legal provisions:
Old-age pension insurance

Al.1  Law/Regulations

There is no pension law in force, but the pensigtesn is regulated by a series of decisions of the
State Council and of the MOLSS, the principal oeint theEstablishment of a Unified Pension

Insurance System for Enterprises Employ@exision No. 2®f the State Council).

Al.2 Coverage

Coverage generally limited to enterprise workerd iadividual workers in urban areas.

Al.3 Contributions

Definition of covered salary

. For the employer: Total payroll of its employek®wever in Guangdong, the salary base is

the same as the one used for workers (see below).

. For workers: Total cash salary, including overtirnenus and cash allowances, minimum 60

per cent of the average wage, maximum 300 perafeht average wage.

Contribution rates

The Establishment of a Unified Pension Insurance SydtnEnterprises EmployseDecision
No. 260f the State Council) specified the following atdlotition rates in 1997:

Pooling Individual accounts Total
Employer 13% 7% 20%
Worker — 4% 4%
Total 13% 1% 24%

The contribution rates have been modified by Tm&l Arrangement of Completing the Urban

Social Security Syste(Btate Council Document No. ¥fdr the Liaoning pilot project, as follows:

Pooling Individual accounts Total
Employer 20% — 20%
Worker — 8% 8%
Total 20% 8% 28%

In Guangdong province (varies by pooling unit)

Pooling Individual accounts Total
Employer 11%-12% 5%—6% 16%-18%
Worker — 5%-8% 5%-8%
Total 11%-12% 11% (fixed) 22%—23%

Generally, the employers’ contribution rate is sopposed to exceed 20 per cent of the total
payroll. However, autonomous provincial regions amghicipal governments may decide specific
rates. If the rate is higher than 20 per cenfs mécessary to report to the Ministry of Labour and

Social Security (MOLSS) and the Ministry of Finar{t&OF) for approval.
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Al.4 Benefit eligibility conditions
Contributions are to be paid for at least 15 y¢be$ore 1998, it was ten years).
The normal retirement age is 60 years for men dhgears for women (55 years for managers).
However, in certain physically demanding industréagl for employees of bankrupt SOEs, the
retirement age may be five years earlier.
ALS5 Pension formula
In Guangdong province
For 1994-June 1998
Pension at the time of award Indexation (July every year)
Basic pension In line with the increase in SAW
30% of previous year's Social Average Wage (SAW) of the city
Additional pension Adjusted by 40% to 60% of the increase of
Career average of indexed contributory wage the average contributory wage of the city
— x number of years of contribution
— x coefficient (generally less than 1%
From individual account Adjusted by 40% to 60% of the increase of
Balance in the account divided by 120 the average contributory wage of the city
From June 1998

Pension at the time of award

Indexation (July every year)

Basic pension

20% of previous year's SAW of the city
(25% for managers)

Transitional pension
(for workers who joined before July 1998)

Career average of indexed contributory wage

x number of years of contribution before July 1998
x  coefficient (1% if contributed for more than 10 years,

1.2% if contributed for more than 15 years; for each year

of hazardous work before July 1998, 0.2% is added to
the coefficient)
+ 10% of SAW in 1997 (fixed, devalues over time)
From individual account
Balance in the account divided by 120

In line with the increase in SAW

Adjusted by 40% to 60% of the increase of
the average contributory wage of the city

Adjusted by 40% to 60% of the increase of
the average contributory wage of the city

Other benefits
. For workers who joined the scheme before July 18@8contributed for less than 10 years:
Lump-sum: Career average of indexed wagesxxNumber of years of contribution before
July 1998
. For workers who do not qualify for a pension: Refwf the balance in the individual account

. Funeral grant: 3 times SAW of the previous year

. Survivors’ grant: 3 times SAW of the previous yédor pensioners) and 6 times SAW of the
previous year (for active workers)

. Assistance for dependants: 6 times SAW of theipusvyear
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Al.6

Al7

Pension financing

Financial pooling is organised at a provincial let@ adjust surplus and deficits at local and
regional levels. In principle, the Treasury doessubsidise the pension scheme. However, as some
provinces have had severe deficits in recent yéaesTreasury has been asked to subsidise them.

Liaoning and Guangdong have adopted a “sub-poolimgchanism” (Solidarity Funds). In
Guangdong, for example, all pooling units contr@8tper cent of the collected contributions to the
county sub-pooling fund (PF) and 3 per cent toditye sub-PF to cover deficits in poor localities.
Guangdong had started this mechanism before th#gal&overnment planned to establish pooling
mechanisms at provincial levels. Up to now, Guamgdaas received no subsidy from the Treasury.

In most provinces the individual accounts are matipthat is, there is not enough accumulated
reserve to cover the full benefit liability undéretdefined contribution tier. Contributions to the
individual accounts are deposited in Banks or itecén Treasury bonds. The interest earned on the
individual accounts is reported every year.

Benefit portability

In the case of the basic pension, the workers'rdmurtton records are transferred when they move.
For a retired worker who contributed to multiplen@is, the pension is calculated on the basis of the
worker’s total contribution period. The pensionswever, are paid by the last scheme to which the
worker had contributed.

The individual accounts are transferable. When akeromoves from one fund to another, the
accumulated capital is transferred accordingly.aRorigrant workers can liquidate their individual
accounts when moving to another location. Given tha individual account is notional in many
funds, large-scale migration may cause financiabfams.
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Annex Il. Summary legal provisions:
Unemployment insurance

All.L1  Law/regulations

No specific law applies but in 1999 the State Cduissued theRegulations on Unemployment
Insurance The Labour Law stipulates several obligationghsas the obligation for enterprises to
provide unemployment insurance (Ul) for their wogke

All.2  Coverage

All enterprise workers, including those in privagaterprises (domestic and foreign capital) are
covered. Provincial authorities, autonomous regi@ms municipalities directly under the Central
Government can extend coverage to other units.

In Guangdong, rural migrant workers, self-employstl enterprise workers in rural areas, in
township and village enterprises (TVES), are codefes of 2001, civil servants are not covered but
coverage may be extended to include them in Guarnggffom 2002.

All.3 Contributions

The base contribution rates are 2 per cent froml@mps and 1 per cent from workers. However,
contributions may vary at the provincial level. Hoyers contribute on average 1.5 to 2 per cent of
total gross wages and workers on average contrib&téo 1 per cent of their gross wages. Rural
migrant workers who contracted with urban entegsriso not pay contributions. In the case of
Beijing, the contribution rate is 1.5 per cent fmployers and 0.5 per cent for workers. In
Guangdong, employers pay on average 2 per centrenavorkers 1 per cent. In Shenzhen the
employers’ contribution rate is as low as 0.4 partc

The covered wage is defined the same way as f@iqges

All.4 Ul financing

Contributions are paid to local funds. There argartban 1,000 funds. Deficits and surpluses are
balanced at the provincial level. The Treasury pgayskinds of subsidies to cover the deficits & th
provincial level. The first is a subsidy to the fisnfrom the general reserve, which is used for
financing benefits and administrative costs; theoed is a direct subsidy to enterprises, which is
earmarked for benefit expenditure.

The financing system operates on a pay-as-you-go&/'@ basis but there is an accumulated
reserve of 20 billion yuan at the national leveheTsurplus, i.e. the part of income in excess ef th
benefit payment, is deposited in banks and eatesaist.

All.5  Benefit eligibility conditions

To qualify for the unemployed cash benefit, a workas to have contributed for at least one year.
Unemployment has to be involuntary and the applicdould register as unemployed and be
willing to and available for work.

All.6  Benefits: Cash compensation and
other support services

Benefit levels are set by authorities at the proi@hlevel, or at the level of autonomous regiond a
municipalities directly under the Central Governmevhere applicable. The benefit is a fixed rate
and is not related to the previously earned wagheindividual worker. The average replacement
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rate is about 30 per cent. In general, the replac¢mate should lie between the local subsistence
level (i.e. the local level of social assistanca) ¢he local minimum wage. In Beijing, for example,
the minimum wage is 390 yuan per month, the uneympémt cash benefit is 373 yuan, and the
subsistence level is 270 yuan (for an adult). Neily, the benefit levels are adjusted on an ad hoc
basis to keep pace with inflation and wage increalseGuangdong the benefit increases are linked
to increases of the statutory minimum wage, whicharmally adjusted in line with inflation (CPI).

In Guangdong, urban unemployed workers receivefiierm a monthly basis. The benefit level is
set at 80 per cent of the statutory minimum wagie.Guangzhou, the subsistence level is 400
yuan.) However, unemployed workers receive appratéty an additional 10 per cent allowance to
cover medical expenses (the allowance is a flafré addition, the scheme reimburses 50 per cent
of hospital costs. Rural unemployed workers recaivemp sum equal to the sum of 1 per cent of
the total gross wage for each year of past employniehis is equivalent to the refund of half the
contributions. The remaining half is used by theesge for other benefits.

The unemployment benefit terminates when an uneyeplavorker accepts a job offer. National

guidelines specify three categories of maximum bedaration according to the number of years
of contributions: 24 months for workers who haveeamployment record of ten years and more, 18
months for those with five to ten years of emplopingnd 12 months for those who have a prior
employment record of less than five years (but ntiba@ one year).

After the expiration of the unemployment benefiicial assistance is paid in case of need. If a
breadwinner is unemployed, a claim for additionatial assistance benefits may also be made
when the unemployment benefit is below the famiubsistence level. The unemployment benefit
expires when the unemployed person reaches retitesge and eligible for an old-age pension.

When a beneficiary dies, his/her dependent relatiuealify for survivors’ benefit. The level of the
survivors’ benefit is equivalent to that receivey the survivors of workers in SOEs. In the
Guangdong, the maximum duration for the survivbesiefit is six months.

The scheme provides allowances for vocational itigirand the use of employment services by
certified private providers (public employment sees are free of charge.) The allowance is
transferred directly to the re-employment centige allowance varies according to the difficulty of
individual placements. The assessment of the degfreficulty different occupational groups is
left to the discretion of the local social insuraragencies.

Further to the above benefits, the unemploymentrarxce scheme pays medical subsidies during
the unemployment period and funeral grant and sarsi benefit (to dependent spouses and
relatives if an unemployed person in receipt of tinemployment benefit) dies, as well as other
expenses such as primarily resources to secursialhalihood.
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Annex Ill. Summary legal provisions:

Alll.1
Alll.2
Alll.3
Alll.4

Employment injury insurance

Law/regulations

Current provisions of Employment Injury Insuran&gl) are described iThe Interim Regulations

on Occupational Injury & Disease Insurance for theployees in Enterprises (IROIDMhey were
enacted in 1996 by the MOLSS and came into forcé¢hen same year. China is paying close
attention to the drafting of complete Regulations @ccupational Injury & Disease Insurance
(ROIDIAE); it is expected that the State Councillviioth enact and implement them in 2002.
Current and contemplated regulations do not agpholvernment employees that are covered under
a different system.

Regarding occupational safety and health (OSH)akwa legislation system has been established
over the last 20 years. It is composed of lawsuletmpns and rules as well as the standards
concerning safe and health production at workirgel

Coverage

In principle, coverage is compulsory for all urtemterprises. The province has the power to extend
the coverage to rural areas. Employers not padticig in the pool system may pay directly the
benefits to the workers. Workers of employers rastipipating to the pool may sue their employer
before the courts.

Contributions

The Ell scheme is funded entirely from contributioof employers. The contributions vary by
industry. The structure of classification by indystay vary at the pool level. In Guangdong
province, the classification structure is the sdonall pools. In Liaoning province, each city htss
own set of rates. Existing classification strucsuskiow significant variations. For example, there
are three rates in Guangdong province (0.5 per, ¢ebiper cent and 1.5 per cent) while there are 6
rates in Fushun City ranging from 0.3 per cent ® [2er cent. Industry rates can be adjusted to
consider the experience of individual employerdsThechanism has started to be used in Liaoning
province, but Guangdong is reluctant to use it bseait has doubts about its impact on the
behaviour of employers towards safety and healthwatk. The national level believes that
experience rating is an important tool for prevemtiThe average contribution rate depends on the
industry mix of each pool. Contributions rates aa reflect fully the cost of employment injuries
because a significant part of benefits (temporampmensation and permanent partial disability) is
paid directly by the employer to the worker. In @9the average contribution rate was 0.77 per cent
of the payroll.

Contribution rates are applied to the salarieheffrevious year in order to ease the administratio

Financing

Contributions are paid to the pool and they aredusepay the benefits. The Government pays
administration costs from general revenues. Fimang made on the PAYG basis. The excess of
contributions over payments is defined as a surpimwvever, long-term pensions are paid to
permanently disabled persons or survivors of dexkasrkers and the corresponding liabilities are
not considered in the current appraisal of thenfimea situation. Accumulation of appropriate assets
to cover the future payments of those pensionsotsanconcern. Consequently the PAYG basis
seems to be the framework. On the other hand, piparant intention of the experience rating
formulas and the provisions dealing with bankruggcof state-owned enterprises (SOEs) seem to
imply the fully-funded approach.
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AlllLS
Alll.6
Table Alll.1

The province level may set up financial arrangeménbrder to subsidise pools that are in a deficit
position. For example, in Guangdong province, 9qaet of contributions are transferred to the city
level and 6 per cent to the provincial level.

At the national level, the total amount of reseaeeumulated was 4.2 billion yuans at the end of
1999. The benefit payments in that year were llfbbiyuans. No data is available to appraise
whether the amount of assets covers the liabilitésted to pensions in payment.

Benefit eligibility

In Ell, any worker is entitled to benefits as lomag he suffers a work related accident or

occupational disease. The administrative unit efadnsurance has the responsibility to make the
decision regarding the eligibility. The definitimf work accident includes transportation to and

from work, but the amount of benefits in those winstances may be related to the degree of fault
of the worker.

Benefits

The insurance system provides for benefits in kand in cash. Benefits-in-kind include medical
care and rehabilitation services. Benefit in castludes invalidity pension for temporary and
permanent disability and survivors’ pension.

Medical care benefits include the cost of hosgtalvice and medical treatment, drugs, travelling
expenses to the hospital from another city. Thekaiois encouraged to accept medical treatment in
company’s clinic, contracted hospital and localgitad. Whenever it is impossible, approval by the

authority is required.

Rehabilitation benefits refer to vocational tramiand assistance equipment such as artificial limbs
home or vehicle adaptation to the worker’s disaptiondition. Rehabilitation benefits are generally
very limited due to lack of resources. They vargading to the facilities available in the area. In
2001, Guangzhou City started to operate a vocdti@tbilitation centre, which has modern and
comprehensive equipment and specialized staff. ellera desire to make this kind of facility
available all across the country.

Compensation for temporary disability refers to gegiod when the employee in unable to work
because of his physical condition and needs tawegredical treatment. The employer has to pay
the salary to the worker for a period of 24 mon®&,months in the case of severe injuries. The
average salary of the 12 months preceding theyinguused. The new regulations will reduce those
periods respectively to 12 and 24 months. This ghawould aim at speeding up the medical
treatment. Compensation for temporary disabilityfuly paid by the employer who receives no

reimbursement form the insurance system.

If the worker suffers a permanent disability, a odttee assesses his impairment. A lump sum
ranging from six to 24 months of wages will be aseat according to the disability scale according
to the following table.

Lump sum for permanent disability

Grade of disability Months of wages

24

22

20

18

16

14

12

10

8

Ol N|O(OH|WIN|—

—

6
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Table Alll.2

Alll.7

A pension is paid to injured workers with gradeslis@bility under 7. Those with grades 1 to 4 are

considered totally disabled and are awarded arifetpension paid by the insurance fund. The

amount of the pension is based either on the iddalisalary of the worker or the average salary of
the workers of a reference group, which could leevtbrkers in the province or the city. The rate of

replacement varies with the grade of disabilityahiges from 90 per cent for grade 1 to 75 per cent
for grade 4 decreasing by 5 per cent for each grade

Injured workers with grades 5 and 6 are considévesluffer a partial loss of earnings due to their
impairment, which ranges from 33 per cent to 67qesit. Their employer can offer them a suitable
job with the same salary that they had at the tihéhe accident. The employee may accept or
refuse the work. If he refuses the job or is né¢red a job by the employer, the disabled worker is
entitled to a temporary pension payable until heches the normal retirement age. The rate of
replacement is 70 per cent. The employer, who geteimbursement form the Ell fund, pays the

pension. This financial arrangement is a strongntige to reinserting the injured worker into the

workplace.

Permanently disabled workers with grades 7 to EOnat entitled to any pension. In Guangzhou,
they are eligible to vocational training at theabtitation centre.

Benefits paid to survivors of workers, deceasedhfem occupational accident or disease, are shown
in the following table. Pensions to the spousepatid for life and cease at remarriage. Pensions to
orphans are paid until age 18. The province hasutitieority to stipulate replacement rates different
to these specified benefits.

Benefits in case of death from work related injury or disease

Funeral benefit 6 local month average wage
Lump sum 48-60 local month average wage in last year
Survivor's pension Local month average wage in last year, 40% for spouse, 30% for others, plus 10% for old-age,

survivors and orphans

Indexing of disability and survivors’ pensions isowided through a general statement in the
regulations at the state level. The power of sgttire formula is left at lower levels.

Relationship between EIll system and
OSH activities

The responsibility of safety at work is under theharity of the State Economic and Trade and
Commission. Its mandates include the design of latigns and the inspection of workplaces to
ensure compliance. The responsibility of occupationealth falls under the authority of the

Ministry of Public Health. Whenever an injury aceid occurs the local bureau should be informed.
Depending on the severity of the injury, an invgeion will be conducted. There is no formal

exchange of statistical data between the Ell systachthe parties involved in OSH activities. The
current institutional framework probably makes idifft the appropriate targeting of industries and
employers with bad records in OSH. Circulation pp@priate statistical data may help all parties
to increase efficiency in the management of OSH.
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Annex IV. Summary legal provisions:
Health insurance

The public HI systems were established as earli9&9s, the initial stage of the establishment of
the P.R. China. For the urban population, thereevi@p main HI systems in operation: the Labour
Health Insurance System for workers and dependhhiiS) and the Government Health Insurance
System for civil servants and public workers (GHISpr the rural population, the Cooperative
Health Insurance System (CHIS) was developed witheghment subsidies. In addition to the
above, limited social assistance programmes as agebpecific health programmes targeting on
specific privileged groups, such as revolutionagtevans, were available too.

In the early 1980s, the overall coverage undeiwttgublic HI systems was remarkably extended,
nearly 80 per cent of the population had, to sortent, financing access to health care. However,
the coverage dropped dramatically following thereroic system restructuring, notably the SOE
reform in urban China and the cooperative systdormein rural China, as the old HI systems were
basically employer-liabilities. Thus, there is amparent need for reforming and re-establishing
health insurance systems.

The Government has decided to start the reformimg the urban HI systems. A uniform BHIS for
all urban working population is going to be estsitdid throughout the county. The establishment of
the BHIS will last several years, therefore a tit@ms period is foreseen, during which parallel
public HI systems, i.e., the new BHIS and the glstasms, will coexist, notably in the urban areas.
Upon the completion of the establishment of the 8Hifforts should be given to how to effectively
and efficiently provide HI coverage for other pemptho are not insurable under the BHIS for the
moment.

The BHIS consists of two components: a pooling floaded on social insurance principles and
individual medical savings accounts (IMSA) withaatidarity ingredients, which forms one of the
core contents of the HI reform.

AlV.1 Coverage

All employees and retirees of urban establishmémtsjding enterprises irrespective of their nature
of ownership, government’s departments and offafethe CCP, non-economic undertakings, etc.,
are obliged to participated in the BHIS. The comsputy coverage for other urban groups, such as
workers of TVEs, the self-employed persons andrtheiployees, is subject to the discretion of
local governments.

Senior/cadre retirees, revolutionary veterans andieys with an invalidity degree equivalent to
Degree Il of Category Il or higher are exempt. Gwvernment is still directly responsible for these
privileged groups.

Military personnel are exempt too from the parttipn in the BHIS. However, a special health
scheme has been separately set up for them. Inwitte the principles laid down in related
regulations, each person undertaking military sswihas an IMSA under the scheme, regular
contributions from the individuals and military hatities are distributed accordingly to each
IMSA. No accumulated balances in these accountsbeaactually withdrawn until the person in
qguestion withdraws from the army. At that time, theerall balance in an IMSA under the special
military scheme will be transferred to a persom4SA established under a scheme of the BHIS
where the person works or lives.

Coverage for dependants, especially for childrennét mentioned in all legal documents, so
actually excluded too. The intention is to leaventhfor the moment to the old systems. Given that,
children would face one of the following scenari¢s), some of them are still insured, fully or
partially, under the old systemgb) some have no HI because either the old systenp sto
functioning or did not have one; affc) some participate in a collectively-arrangementiiaace
programme which usually provides an overall insoeapackage for life and health for students of
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premier and second schools. The latter one maylagpvavith the first. No detailed statistics are
available at the time of investigation.

AIV.2  Contributions and financing

The schemes are financed by employers’ and workenstributions. Insured retirees are exempt
from paying contributions. Contribution rates vdrgm one scheme to another, but around 8 per
cent of the payroll in total, out of them, 2 penté&om workers. Administration costs are fully
covered by government budgets. The financing oBHES is based on PAYG system.

Contributions collected are distributed between temponents. The general rule for distribution is
that all workers’ contributions are allocated te M SAs of respective individuals, the latter are
further added by around 30 per cent of the totgdleyer contributions. It should be noted that the
distribution is not even among the insured persdnss normally in line with the ages of
workers/retirees. The rest of employers’ contribogi, i.e. 70 per cent, are then devoted to the Hl
pooling fund.

Lower contributions can be applied to the followigi@ups:(a) laid-off SOE workers. The amount
of employer and individual contributions due can dadculated at 60 per cent of the average
regional wage of the previous year. They shouldebgrely paid by respective Re-employment
Centres, andb) Workers of SOEs with financing difficulties. Ongmployers’ contributions are
required to be paid; the workers can be exemptedh&more, the employers’ contributions would
be calculated at a reduced rate whole divertetiedHi pooling fund. This implies that during this
special period, no financing resource will be adougly allocated to the IMSAS, respectively.

AIV.3  Benefit eligibility conditions

The insured person has already registered withseyalgted HI agency, with personal contributions
and those of the employer having been paid. Naiwggjieriod is required.

AlV.4 Benefit package

Benefits available under the BHIS include generakfitioner care (community health services),
domiciliary visiting, specialist care at hospitdigr inpatients and outpatients, and essential
pharmaceutical supplies prescribed by doctors.egtildp the reimbursement ceiling for the overall
annual medical costs and the stipulated scope efinthurable medical items, the benefits are
granted throughout the whole period of contingency.

These benefits are separately available underwibecobmponents: IMSAs and PF. In principle,
medical costs for non-grave diseases, where noymally outpatient care is required, should be
covered by the balance accumulated in a specifiSAMwhile that for severe diseases, where
usually specialised inpatient care is requiredukhbe met under the PF.

Thus, the savings balance accumulated in an IMBavadilable, shall cover the first 10 per cent of

the total annual medical cost occurred by the mdyrerson in question. Only above threshold of
this 10 per cent, will the PF assume responsibditg pick up the bills. However, a benefit ceiling

is set at four times the average regional anndahgseand thus excessive medical costs will not be
reimbursable under the BHIS.

It should be noted that only costs spent on thaagsd medical services and laboratory tests and
clearly specified as insurable medical items via @ifficial Lists are counted and reimbursable
under the PF component. The List of Drug groupsitiseirable medicines into two categories:
Category | and Category Il. The content of the Gaitg | is exclusively determined by the national
authorities, while 15 per cent of the latter beed®mined by provincial governments. Reimbursement
rates are different in that those for Categoryd maormally higher than those for Category Il. In
respect of reimbursable medical services and latgrdests, the National List prescribes which
items should not at all be insured and which itesh®uld be partially insured. Provincial
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governments are authorized to extend the scopemsfnsurable medical items and adjust, to some
extent, the content of the partially insurable list

For all costs reimbursable under the basic HI systeo-payments by the insured patients are
required. The rates of reimbursement vary considgrbetween different schemes, and within a
scheme they depend on a number of factors sucheaage of the patient, the classified level of
medical services used, etc.

AIV.5 Administration and monitoring

In principle, the HI schemes should be pooled andaged at the prefecture level or above, but it is
possible to do so at the county level.

They are locality-based schemes. Employees an@estshould participate in a local scheme where
their working units are located or their homeslzsed. In other words, there should be no basic HI
schemes organised on an industry / occupation.basis

Labour and Social Security authorities of the Gawegnt have overall responsibility for the

administration and monitoring of the basic HI sckemwhile their HI agencies are designated for
day-to-day management. Meanwhile, the other relajedernment departments, particularly

Departments of Finance, Public Health, Drug Moimitgrshould closely coordinate with the former.

A supervision committee for the management of Hidfu should be set up with representatives
from the government departments, employers’ andk&rst organisations, health institutions and
the others.

Each basic HI scheme should open two fiscal acspumte for contribution revenues and one for
benefit payments. These accounts are under the sigeervision of the Finance Department.

The HI agencies are also responsible for the maneageof supplementary HI programmes for civil
servants. Regarding the question of who shall rumptementary HI schemes for workers, it is
open to the local governments to determine. Theybeaoperated either by the same HI agencies,
or by commercial insurance companies, or by sacgnisations.

AIV.6 Health services provisions

The scopes and standards for the insurable heattfices, medicines and tests under the basic HI
system should be determined and announced bydatiabrities in line with the national guidelines.
Beyond the scopes, medical items are not insuraider the basic HI system.

Health suppliers, including medical institutionsdgpharmacies, are to be contracted on an equal
competition basis. Based on that, each insuredoperan choose a number of health suppliers at
different levels. In certain cities, each insuredignt can even go to see any health suppliers who
are on the contracting list.

Community health services are encouraged to deaidpo be used by the insured patients.

AIV.7  Providers’ payment mechanisms
They are not specified in the regulations. In peactbasically, it is fee-for-services, but an agr

cost per hospital stay per hospital is usually isgab Studying and even developing a per-case
payment mechanism in the future has been plannednibynber of schemes’ managements.

AIV.8 Health and drug sector reforms

It is considered that without simultaneous and esponding reforms undertaken in the health and
drug sectors, the basic HI system cannot be sucdigssstablished.
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The State Council convened two national conferencethese three related reforms in the last two
years. Mr. Li Lan Qing, Vice Premier, chaired tlanferences. The main purposes of these events
were to review, monitor, harmonize, guide and ptéstward the three reforms. All official
documents of the latest conference have been seized

The key contents of the health sector reform ireltiee re-planning, re-allocation and restructuring
of regional health resources to improve the utit§e and to ensure everyone an access to basic
health services; the reforming of medical instdns to set up a reliable, self-disciplining,
competitive and vigorous mechanisms for the opamatind human resources development; to
rationalise the current income-generating systepaiating hospitals’ two main income-generating
activities: medical services and drug selling;idgishing two types of medical institutions: ptefi
makings and non-profit-makings, and formulatingresponding policies for them, including that
on tax, price, human resources, investment, etc.

AIV.9 Provisions for supplementary benefits

For medical costs beyond the established reimbweseroeiling under the basic HI schemes,
supplementary programmes should take over if availan terms of the source of financing and the
nature of the schemes, three types of systems eadigtinguished. One is for civil servants,

compulsory, fully funded by the government revenaed run by the public HI agencies. The

second is that for workers, voluntary in generasgibly financed by extra contributions not

exceeding 4 per cent of pre-contribution payroheThird is that for the insured persons who are
extremely poor, supported by a solidarity fund éstiveg of contributions from the governments,

employers in question and other donors.

Within the above-mentioned second category, thepbemmentary schemes existing in the country
are in three types:

e Complementary HI programmes for severe sicknes&signed and run by the public Hl
agencies. The personal coverage would be as bmo#dtwdasic HI scheme as the participation
would be, in practice, rather compulsory. As to fimancing, they are based on the PAYG
system. Annual premiums per person would be ar@Mmd0 yuans, which normally allow an
easy extension of the annual insurable ceilingukipd under the basic HI scheme from
35,000-40,000 yuans to 185,000-190,000 yuans airabursement rate of 60-90 per cent.
Premiums are often shared between the employetttendénsured person, or fully borne by
either of them.

e Solidarity schemes for severe sicknesses of werttesigned and run by the trade unions. The
participation is voluntary and the scope of coverag limited to the working population
affiliated to the trade unions. These schemes a@ialynfunded by workers’ contributions with
some subsidies from employers and trade unionspasdd on PAYG principles. The benefits
provided are aimed at both the extension of coverdgnedical costs exceeding the insurable
maximum available under the basic HI scheme anebbpbcket payments occurred beneath
the ceiling.

Commercial complementary HI schemes. It can bengee between a public HI agency as a media
and contribution collector and a selected commeilcisurance firm, or directly purchased by
individual employers or workers from a commerciampany. Deductible contributions for this
purpose can be up to 4 per cent of payroll.
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