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OVERVIEW OF CHINA’S PENSION SYSTEM

“Today’s great powers became affluent societies 
before they became aging societies. 

China may be the first major country 
to grow old before it grows rich.”

CSIS (Jackson and Howe p.3)

This statement by the Center for Strategic and International Studies, a Washington-
based think tank, accurately sums up the state of China’s pension and retirement 
scenario over the past several decades. China’s national Commission on Aging 
reports that by 2051 the country’s elderly population (those over age 60) will reach 
437 million Chinese.  By 2030 – less than three decades off – 25 percent of all the 
world’s elderly will live in China (see Figure 1).

FIGURE 1
CHINA: GETTING OLD BEFORE GETTING RICH

SOURCE: CHINA NATIONAL POPULATION PLANNING COMMISSION
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The percentage of China’s population over the age of 65 has been growing and will 
continue to do so.  Over five decades this percentage has risen from 4.4 percent in 
1953 to 7.7 percent in 2005.  There are also considerable regional disparities, with 
older Chinese remaining in rural areas while younger people are moving to the 
cities. The situation is seriously exacerbated by China’s one child policy, which 
will result in fewer active workers supporting a growing aging generation under a 
PAYG scenario. With increased longevity factored in, China confronts a significant 
demographic time bomb with  which it is ill-prepared to cope, particularly in light 
of an estimated pension debt of US$1.6 trillion (see Figure 2)

FIGURE 2
SOCIAL INSURANCE – LARGE FUNDING GAP

SOURCE: A. ExTRAPOLATED FROM SIN (2005)2; B. WORLD BANK (2005).

Under China’s prevailing demographic structure and social pool, according to 
Professor Qixiang Sun of Peking University, the “ratio of [pension] recipients to 
contributors has increased dramatically due to the demographic transition.” 
Professor Sun continues that:

“A likely consequence will be an intensification of the
“4-2-1-1 problem,” in which an active worker has to
provide for four grandparents, two parents, and one 
child, while at the same time needs to save for his own
retirement.”

(Sun 2008, p.23)
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A leading expert on global demographic trends, nicholas Eberstadt of the American 
Enterprise Institute, reports that “there’s this slow-motion humanitarian tragedy 
coming down the track in China,” in describing China’s less-developed pension 
and retirement savings systems and the challenges the world’s largest nation faces 
in the 21st Century. 
    
Curiously, a survey of citizen trust in government to maintain retirement standards 
of living and help with retirement savings, conducted by the Principal Financial 
Group in 2004, found that 23 percent of those surveyed in China believe the 
government will ensure that they will be able to maintain a good standard of living 
in retirement.  Some 24 percent of Chinese surveyed said they trust the government 
to help them save for retirement. By comparison, the figures for Chile were five and 
seven percent, respectively, and, in the case of the United States, only one percent 
each.

In 1997 China’s State Council launched a three-pillar pension system, modeled along 
the lines of the World Bank’s model – including a mandatory second-pillar scheme 
that consists of a social pool and individual accounts.  The latter are funded by 
contributions of eight percent from enterprises and three percent from individuals. 
The State Council’s proposal also included what has become known as “Enterprise 
Annuities” (EA).

FIGURE 3
PENSION PROGRAMS IN CHINA

SOURCE: WATSON WYATT WORLDWIDE; <HTTP://WWW.CNSS.CN>; AND SIN (2005).

In 2005, China has 758.25 million workers, of which 223.6 million were covered by 
one of the four government-sponsored pension programs (see Figure 3), while 534.7 
million workers had no pension coverage.
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II. THE MANDATORY SOCIAL INSURANCE

In 2005 China’s mandatory social insurance scheme (see Figure 4 and Figure 5) 
covered only 13 percent of the total population and merely 48% of urban workers.  
According to the China national Population Planning Commission, by the end of 
last year these figures had  risen to 15% and 76%, respectively. The State Council’s 
Unified Basic Old Age Insurance System seeks to cover China’s entire urban labor 
force, particularly as pension coverage was markedly low.

FIGURE  4
THREE PILLAR PENSION SYSTEM

SOURCE: ELABORATED BY THE AUTHOR.

FIGURE 5
PILLAR I: COVERAGE 1989-2005
TOTAL POPULATION AND URBAN EMPLOYEES

 
    

SOURCE: CHINA NATIONAL POPULATION PLANNING COMMISSION.

Note:
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III. ENTERPRISE ANNUITY: THE NEW WAVE

An integral feature of the pension reforms initiated by the Ministry of Human 
Resources and Social Security (previously the Ministry of Labor and Social Security, 
MOLSS) is the Enterprise Annuity (EA) program (Pillar II of the pension system), 
a defined contribution scheme similar in many respects to the 401(k) pension plan 
in the United States.  The EA covers all business enterprises.  Many of the EA plans 
are legacy arrangements established by state-run enterprises prior to 2004.  In his 
seminal article on these plans, China financial services expert, donald Forest, notes 
that in 2006 “EA schemes covered about 9 million urban employees – or 3 percent 
of total urban employees.” (Forest 2008, p.33). Assets under management amounted 
to nearly US$12 billion.

The EA scheme is fully funded.  The maximum combined contributions from the 
employer and employee are limited to no more than 1/6th of one’s previous year’s 
wage.  A serious design flaw in the view of many pension and retirement experts, 
however, is that provincial governments determine the level of tax exemption on 
contributions and benefits, which will lead to continued regional disparities and 
a national retirement imbalance.  A worker covered by an EA plan cannot receive 
lump sum or monthly benefits until he/she reaches the statutory retirement age.

While the EA system offers great potential for enabling millions of Chinese workers 
to have secure and comfortable retirements, the plan’s governance structure and 
licensing processes are needlessly complicated, thereby undermining the policy 
objectives envisaged by the Chinese Government.

Governance Structure
 
Under the EA governance structure there is a rather convoluted relationship among 
the custodian, investment manager, record keeper and trustee, some of whom do 
not effectively communicate with each other, (see Figure 6).  Further, the employer 
and pension plan participant are kept at arms length and, unlike other dC plans in 
other countries; they have little direct contact with the plan providers.  The unique 
EA governance structure and stringent investment limitations could also prove to 
be detrimental to the growth of the EA system.

Investment Restrictions

Each plan’s assets have to be invested separately – no pooling of assets (master trust 
plan under consideration). Restrictions on equity investment are: (i) no more than 
30% in equity-style investment and no more than 20% direct equity investment; (ii) 
no less than 20% for government bonds. As Matthew Kovac aptly noted in a timely 
GlobalPensions.com article,
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“… strict [EA] regulations will be tough to navigate.
Regulatory uncertainties and lack of more diversified
investment channels could be two of the biggest problems.
A lack of clear investment opportunities threatens EA 
sustainability.”

(Kane 2006, p.22)

Kovac continues by observing that this situation threatens EA’s long-term success as 
the government limits pension insurers to “investments made through the country’s 
state exchange, mainly for secondary trade on stocks and bonds.”  There are signs, 
however, that the regulatory authorities will ease these restrictions shortly. 

Although the EA plan has been in place since 2005, the regulatory system has yet 
to be fully sorted out, with the three major regulatory financial bodies –banking, 
securities and insurance– competing with each other and then, of necessity, 
reporting to the newly-created Human Resources and Social Security Ministry.  And 
it is equally if not more complicated to secure a license to participate in the EA 
market, especially for a foreign-based financial services company.  As China expert 
donald Forest correctly wrote in a recent China Business Review article – “The 
system for EA licensing and approvals….may be the most complex licensing system 
for financial services in China…..”  (Forest 2008, p.33)

FIGURE 6
ENTERPRISE ANNUITY GOVERNANCE STRUCTURE

SOURCE:  PREPARED BY THE AUTHOR.
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Service Providers

Four types of service providers have been licensed by MOLSS at national level 
(first batch in 2005 and second batch in 2007), and 61 licenses have been awarded. 
domestic banks, insurance, asset management and trust companies dominate the 
majority of current licenses. Commercial banks and pension insurance companies 
with established networks are gaining business momentum.

This convoluted licensing and application process have effectively barred foreign 
insurers and fund managers from fully participating in the EA market.  Unlike 
most countries in which foreign entities operate, where there is one or, at most, two 
primary regulators who must grant approval and oversee the quality of pension 
products and services, there are numerous, competing layers in China’s EA system.  
This often results in artificial and rather impenetrable barriers to market entry.

Tax Issues

Employer contributions are pre-tax, but vary regionally from 4% to 12%. Employee 
contribution is after tax. There are no current tax incentives for employees.  
Investment income is taxable and may be tax-deferred. The policy is not yet clear 
and incentives are viewed as weak. 

In most Western Hemisphere nations and Europe, one of the most positive features 
of dC or third pillar pension plans is the tax incentives offered to pension plan 
members and, in America, to the plan sponsors.  The tax favored treatment of 401(k) 
plans and Individual Retirement Accounts (IRAs) has enabled these plans to reach 
a combined level of well over US$7 trillion in assets.  And these dC plan assets are 
being invested in the capital markets which, despite the current strains in many 
world markets, are benefiting enormously from this infusion of new investments. To 
reach the goals set for the EA program, China must move more quickly to provide 
meaningful tax incentives for EA plans.

Market: Development and Potential

notwithstanding the pension bureaucracy, however, there is growing interest 
among Chinese Government officials and businesses to take an active role in the EA 
pension program.  With the number of Chinese retirees expected to double within 
a decade and the dependence ratio worsening, there are clear signs that definitive 
action must be taken to resolve the looming pension crisis in China.  While the EA 
scheme is not a panacea – any more than the 401(k) is in the United States, AFORES 
are in Mexico, or AFPs are in Chile – the retirement program is growing (see Table 1) 
and offers a viable route for the Chinese economy to pursue in meeting its national 
retirement needs.
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TABLE 1
ENTERPRISE ANNUITY MARKET DEVELOPMENT

Year Total Assets Nº of 
Enterprises Nº of Participants

2004 42.2 Billion Yuan 22,000 6.33 Million

2005 68 Billion Yuan 24,000 9.24 Million

2006 90 Billion Yuan 28,000 12 Million

2007 130 Billion Yuan NA NA

NA: NOT AVAILABLE.
SOURCE: MINISTRY OF LABOR AND SOCIAL SECURITY

The future Enterprise Annuity market is significant.  Most informed observers 
believe that China will eventually rank among the world’s largest pension and 
fund- management markets over the next several decades.  It is estimated that, 
by 2030, China’s pension assets will reach as high at US$1.8 trillion.  There are 
important opportunities for Chinese and foreign financial services companies to 
participate in expanding China’s pension market and helping Chinese workers plan 
for their secure retirements.  In 2001 an OECd pension symposium in Rio de Janeiro 
commented:

“Personal pension plans provided through pension funds 
and life insurance companies are playing an increasingly 
important role in mobilizing national savings and financing 
retirement.”

(OECD 2001)

This observation is as pertinent for China today as it was for the Americas or 
Europe.

Pensions and Capital Markets

Assuming the EA market does strengthen and grow, Matthew Kovac reports that 
“within a few years EAs could surpass China’s US$25 billion national Social 
Security Fund (nSSF) as a source of new money to manage.”  Beyond the potential 
of EA funds to be managed, they also represent a significant resource for investment 
in the capital markets. They are expected to broaden and deepen China’s capital 
market and, thus help to accelerate that nation’s integration into the global economy.  
Funded pension plans play a vital role in the development of capital markets.  They 
create a demand for financial resources and for financial market regulations that 
protect investors. Retirement savings plans – especially private pension schemes – 
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serve as a source of long-term savings for investors.  As China continues to move 
along the road to a market economy and to compete in the world financial markets, 
it should capitalize on the tremendous investment potential represented by a 
healthy EA defined-contribution system. The Center for Strategic and International 
Studies (CSIS) has said it best – “As China’s pension funds grow, so will the size and 
liquidity of its capital markets.” (Jackson and Howe 2004, p.25)

CONCLUSIONS

Although a “one size fits all” pension model does not exist, there has been sufficient 
experience in the US, Brazil, Australia, Chile, Sweden, Mexico, Hong Kong, and 
elsewhere to confirm that dC plans offer a sound and accessible retirement savings 
scheme for workers. EA has the potential to provide a meaningful retirement for 
millions of aging Chinese.  This will happen, however, only if China reforms its 
opaque regulations and inconsistent tax and investment policies.  China’s retirement 
future rests squarely with its new leadership and newly-formed Ministry of Human 
Resources and Social Security.
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