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I. Introduction

This report analyzes the current aging problems in Taiwan and further examines
the probable effects that the rapid growth in the old-age population will have on future
pension system and capital market in Taiwan. The first part (section II and III) of this
report discusses recent aging problems and introduces the pension system and
retirement replacement ratio in Taiwan. The second part (section IV) briefly outlines
the asset allocation of pension fund and the development of the annuity market in the
capital market in Taiwan. Finally, section V points out key issues and challenges and
provides some general guidelines for capital market policy to ensure the better

retirement environment in Taiwan.

I1. Aging Issue in Taiwan

The population of Taiwan is 22.8 million at the end of 2005. Among them, male
and female account for 50.7% and 49.3% of total population respectively. Due to the
improvement of public health environment, people in Taiwan live longer and the age
structure is gradually changing. Table 1 reports the life expectancy over past thirty
years in Taiwan. From Table 1, it shows that in 1980, the life expectancy was 69.56
years for male and 74.54 years for female; in 1990, the life expectancy was 71.33
years for male and 76.75 years for female; in 2004, the life expectancy was 73.47

years for male and 79.70 years for female. Thus, Table 1 clearly reveals that the life
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expectancy in Taiwan has increased gradually over past decades.

Table 1 Life Expectancy in Taiwan
Year 1970 1980 1990 1995 2000 2004
Male 66.66 69.56 71.33 71.85 72.67 73.47
Female 71.56 74.54 76.75 71.74 78.44 79.70

Source:http://www.moi.gov.tw/stat/

According to statistics from the Ministry of Interior, there were 1.5 million
elderly people with age over 65 in 1993, representing more than 7 percent of total
population in Taiwan. In 2005, the number of elderly people has increased to 2.2
million, accounting for 9.74% of total population. Thus, Taiwan has met the criteria of
aging society defined by the United Nations. In the near future, the number of old-age
people is expected to reach 15 percent of the total population by 2011 and more than

20 percent by 2031.

On the other hand, the birth rate in Taiwan has declined in recent years. From
1993 to 2005, the total population of Taiwan increased from 21 million to 22.8
million . However, during this period, the natural growth rate of population dropped
from 10.27 to 5.8 per thousand people. The decreasing tendency of population is

mainly due to the decline of the birth rate.

Thus, the old-age dependency ratio in Taiwan has also increased over past years.
By definition, the old-age dependency ratio represents the ratio of retirement people
to the current working people. Between 1951 and 1971, the old age dependency ratio
was around 5 percent in Taiwan. It implies that during those years every 20 working
people supported one elderly citizen in Taiwan. However, the old-age dependency

ratio has significantly increased recently. Table 2 shows the old-age dependency ratio
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from 2001 to 2036. In 2001, the old-age dependency ratio is 13.52 percent. According
to estimate, this ratio will increase to 22.87 percent in 2021 and to 34.13 percent in
2036. This implies that in 2036 every three persons in the working age shall support
one aged citizen. From above figures, we can expect that the increase in old age
dependency ratio will make it harder for the wage-earning population to support the
aged in Taiwan. Especially, it will raise the serious insolvency problems for the social

insurance pension funds in the near future.

Table 2 Old-age Dependency Ratio in Taiwan

Year Population of age % of age over Old-age
over 65 years 65 years Dependency Ratio
2001 1.94 million 8.65% 13.52%
2021 3.62 million 14.42% 22.87%
2036 5.61 million 21.66% 34.13%

Source: http://www.moi.gov.tw/stat/

III. Pension System in Taiwan

As most countries, the retirement protection in Taiwan consists of three pillars:
social insurance pension system, employer pension plans and personal retirement
savings. The main characteristics and benefits of the pension plans are briefly

summarized as follows:

1.  First Pillar — Social Insurance Pension System:

The old-age benefits of social insurance programs are the most important part of
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retirement protection in Taiwan. There are two major social insurance programs --

Labor Insurance and Government Employees’ and School Staffs’ Insurance. Both

programs are formula-based defined benefit plans and pay a lump-sum payment at

retirement. In addition, military personnel are covered by military servicemen’s

insurance for some retirement payment.

A ~ Old-age benefits of Labor Insurance for labor workers:

plan type: defined benefit plan

insurance premium: 5.5% of insured salary (60-80% of premium

paid by employer and government)

funding situation: a pay-as-you-go pension fund with average

return 5.3% for the past 8 years

eligibility to receive pension benefit: at least insured 15 years with

age of 55, or insured more than 25 years
retirement benefits:

< a lump-sum payment calculated by final insured salary and
the number of insured year(pay 1 month salary per insured
year for the first 15 years, pay 2 months salary per insured

year of over 15 years with cap of 45 months)
< annuity option might be implemented soon

retirement income replacement ratio: about 18-25% (assume 4%

interest rate and no inflation)

B ~ Old-age benefits of Government Employees’ and School Staffs’ Insurance

1.

plan type: defined benefit plan
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insurance premium: 7.15% of insured salary (35% from employee

and 65% from the government)

funding situation: a pay-as-you-go pension fund with average

return 6.5% for the past 10 years

eligibility to receive pension benefit at least: work 15 years with

age of 55

retirement benefit : a lump-sum payment calculated by final
insured salary and year of service (pay 1.2 month salary per

insured year with cap of 36 months)

retirement income replacement ratio: about 15-20% (assume 4%

interest rate and no inflation )

Figure 1 shows the coverage structure of social insurance pension benefits in

Taiwan. According

and 2.06 million re

to Figure 1, there are 12 million working people (age 25 to 64)

tired people (age over 65) in Taiwan. For the group of working

people, 63% is currently insured by social insurance programs, 32 percent is not

covered by any social insurance pension program, and 5 percent have received the

retirement benefit from social insurance programs.

Figure 1 Social Insurance Coverage

3.8 Million <

0.6 Million <

7.6 Million <

-
no coverage e
& 0.45 Million
Not covered by social insurance 229%
programs
32%
1 Million
Received both benefit from social
insurance and social assistance 0.35 Million
q Currently insured by social 18%
. . . 0.96 Million
Insurance programs Received old-age social
63% assistance (US$100)
30%
\|
age 25~64 25 above age 65

12 million people 2.06 million people



Source: http://www.moi.gov.tw/stat/ by author’s calculation.

Among group of retired people, 49 percent received pension benefit from social
insurance programs; 30 percent received the social assistance only (roughly US$100
per month). It is worth noticing that 22 percent of retired people (about 0.45 million)
are not covered by any social insurance program. That is, there are up to 4.5 million
self-employed workers, farmers, housewives and disabled persons and their families
are not protected by any pension plan. Compared to other countries, this percentage is
relatively high. Therefore, it is definitely deserved further pension reform this. The
government has been working on a solution to fix the above issue. Thus, the National

Annuity Pension Plan is planned to implement in the near future.

2.  Second Pillar -Employer Pension Plan

There are also two major employer pension programs in Taiwan-- Labor Pension Plan
and Government Employees’ and School Staffs’ Pension Plan. Both plans are

formula-based defined benefit plans and pay a lump-sum payment at retirement.

C~ Labor Pension Plan — Old Scheme (the pension provisions of Labor

Standards Law)

1. plan type: defined benefit plan

2.  contribution:
< 2-15% of monthly salary for pension reserve fund from employer
<~ no employee contribution

3. funding situation: a pension reserve fund with average return 6% in for
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the past 15 years

4. eligibility to receive pension benefit: at least work 15 years in the same
company with age of 55, or work more than 25 years in the same

company

5. pension benefits: a lump-sum payment calculated by final retirement
salary and year of service (pay 2 months salary per insured year for the
first 15 years, pay 1 month salary per insured year of over 15 years

with cap of at 45 months)

6. retirement income replacement ratio: about 15-25% (assume 4%

interest rate and no inflation)

In the past, only 10% of the companies maintained sufficient pension reserve
fund and only about 15% of the workers actually received the pension benefits. The
main reason for such low receiving rate is the strict vesting or eligibility requirement.
Studies show that about 80% of the workers work in small and medium-size
companies whose average lifespan is less than 13 years. Thus, the new pension law is
designed to overcome the problems of old pension system and has been effective on
July 1, 2005. This new Labor Pension Act will dramatically change the existing

system by the protection of employee and the obligation of employer.

D -~ Labor Pension Plan —New scheme (the Labor Retirement Pension Act)
1. plan type: portable defined contribution plan

<~ for companies less than 200 workers, employee need to open an
individual pension fund account managed by the Bureau of Labor

Insurance
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< for companies more than 200 workers with their 50% consensus,
employer can choose to provide pension plan by buying annuity
insurance policy instead of offering individual pension fund

accounts
2.  contribution:
< employer contribution: at least 6% of monthly salary

<~ voluntary employee contribution: 1-6% of monthly salary

(contribution is tax-deductible)

3. funding situation: a single fund managed by government with

guaranteed minimum return of 2-year time deposit interest rate
4. eligibility to withdraw pension benefit: attain age of 60
5. pension benefits:

<~ alump-sum payment if the worker has participated the system for

less than 15 years;

<~ annuity option is also available for workers having participated

the system for more than 15 years

6. retirement income replacement ratio: depends on investment return of

individual account

E -~ Public Service Pension Plan for pubic service employees:
1. plan type: defined benefit plan

2. contribution: 8-12% of monthly basic salary (35% of contribution from

employee and 65% from the government)
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3. funding situation: a pension reserve fund with average return 8% in for

the past 10 years

4. eligibility to receive pension: at least work 5 years with age of 60; or

work more than 25 years
5. pension benefit:

<~ a lump-sum payment calculated by basic retirement salary and
year of service (pay 1.5 months salary per year of service with

cap of 53 months) if work less than 15 years

<~ annuity option calculated at 2% per year of service with cap of
70% of basic monthly salary is available if work more than 15

years

<~ other mixed options (combinations of lump-sum and annuity

payment) are also available.

6. retirement income replacement ratio: about 60-70% for annuity option

(assume 4% interest rate and no inflation)

3. Overall Replacement Rate

The definition of replacement rate is the ratio of an individual's (or a given
population's) average pension in a given time period to his/her average retirement
salary. The replacement rate provides a means of measuring what a person earned
prior to retirement and what they should expect to have as pension income post
retirement. Workers on average earnings in OECD countries can generally expect

their post tax pension income to be about 70% of earnings.
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In Taiwan, the replacement rates of pension systems are much lower than OECD
countries, especially for labor workers. Table 3 shows the overall replacement rate

under two major pension systems in Taiwan.

Table3 Replacement Ratios of pension systems in Taiwan

Lump-sum | Male 24.6
payment | Female 23.0
Civil Service Employer pension ) Male 71.4

Annuity
Employee Female 72.0
o Male 19.7

Social insurance
Female 18.4
Male 24.6
Employer pension
Female 23.0
Labor Worker

Social Male 24.6
insurance Female 23.0

Note: Replacement Rate= average pension income / average salary at retirement
Interest rate =4%

Source: Jennifer Wang (2005), Analysis of Pension Replacement Ratio in Taiwan

For labor workers, if interest rate is 4 percent, the replacement rate is 24.6
percent for male and 23 percent for female under either social insurance or old
employer pension plan. Thus, the total replacement rate for labor is about 40-50
percent. However, as mentioned above, most labors can not receive the employer
pension benefit due to strict eligibility requirement. A major purpose of the
introduction of the new labor pension scheme is to increase the receiving rate for

labor workers.

For Civil Service Employees, if interest rate is 4 percent, under social insurance,

the replacement rate is 19.7 percent for male and 18.4 percent for female. In addition,
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under employer pension plan, the replacement rate is 24.6 percent for male and 23
percent for female if he/she receives a lump-sum payment. On the other hand, if the
employees choose annuity payment instead the replacement rate is 71.4 percent for
male and 72 percent for female. Thus, under two pillars, the total replacement rate for
civil service employees receiving lump-sum payments is about 45-50 percent. For
those who choose annuity payment, the total replacement rate can go up to more than

90 percent.

In sum, the continued aging of the population shows a head of further reform in
the pension systems in Taiwan. The future bankruptcy problems of most defined
benefit pension funds in Taiwan are still far from proof. In the meantime, the trend
that private pension plans move from defined benefit to defined contribution implies
greater risk for employees. The responsibility for retirement income security is
transferred from employers to the plan participants. In particular, the total retirement
benefits are insufficient for most labor workers in Taiwan. To ensure better future
retirement income security, it is critically to resolve the current undermined problems
of both defined benefit and defined contribution plans and to create a more positive

environment for the pension system.

IV.Impacts of Pension Fund Investment on Financial

Market

One implication of the aging of population is the increased demand for

professional fund management service from pension funds and retirement saving
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products. The growing pension sector is expected to play a more important role of
capital market intermediation. Professional portfolio managers, in turns, have an
important influence on capital markets structure through investment and trading
strategies. In addition, retirement saving products, such as annuity and life-cycle

fund, become more popular in the individual retirement saving market.

1.  Pension Fund Asset Allocation and Capital Market

Investment asset allocation is very essential to a pension fund since it has
significant impact on investment return. Table 4 shows the asset allocation of pension
funds in some developed countries. From Table 4, we can see that pension funds
typically allocate most assets to equity and bonds. Figure 2-4 show the asset
allocation of Labor Insurance Fund, Labor Pension Fund and Public Service Pension
Fund in 2004 in Taiwan. We can find that, the pension asset allocation in Taiwan tend
to favor conservative assets, such as bank deposits and short-term bills, more than in
other countries. For example, stock holdings only account for around 20 percent of
pension fund, which is far less than the average stock holdings 40-60 percent of
pension fund in developed countries. In addition, bond holdings account for less than

10 percent, which is also far less than 40-50 percent in developed countries.

Table 4 Pension Fund Asset Allocation (1985-1997)

Unit: %
Domestic | International Real Bank Domestic | International
Stock Stock Estate | Deposits Bond Bond

Germany 10 1 12 8 67 2
Japan 24 5 3 5 54 9
Hong-Kong 27 47 0 6 3 16
Australia 39 18 7 9 21 6
U.S.A 49 3 2 12 33 1
U.K. 56 21 7 4 9 3

Source: Davis Philip (2003)
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Figure 2 Asset Allocation of Labor Insurance Fund in 2004

Fund asset is about US$ 14,440 million

External
management
Other asset 5%
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22%

Bank deposits
53%
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Source: Annual statistic report of Labor Insurance Fund in Taiwan,

http://www.bli.gov.tw/

Figure 3 Asset Allocation of Labor Pension Fund in 2004

Fund asset is about US$ 11,303 million

External
Other asset management
1% 4% Stock
23%
Bond
Bank deposits 1%
45% Short-term bill

LOEIH ]5%
11%

Source: Annual statistic report of Labor Pension Fund in Taiwan,

http://www.bli.gov.tw/
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Figure 4 Asset Allocation of Public Service Pension Fund in 2004
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7%

20%

External
management

33%

Source: Annual statistic report of Public Service Pension Fund in Taiwan,

http://www.fund.gov.tw/

It is worth noting that there is an increasing demand for external pension fund

management market from pension fund in Taiwan. In 2001, the Public Service

Pension Fund started to implement its external pension fund management strategy.

Table 5 shows percentage of external fund management of each pension fund in

Taiwan from 2001 to 2004. The external fund management of three major pension

funds currently generates US$6.35 billion for the capital market, which represent

60-70% of total external pension fund management market in Taiwan. More further,

after 2005, the new labor pension scheme will generate US$4.76 billion per year

(1.5% of GDP), which a substantial part might be operated by external fund

management. In this scale, the pension fund is estimated to generate US$92.06 billion

in the first 20 years and will become the biggest pension fund in Taiwan.

Table 5 Percentage of External Fund Management of Pension Fund in Taiwan

Year Labor Pension Fund | Labor Pension Insurance Fund | Public Service Pension Fund
2001 0.00 2.88 10.47
2002 3.95 5.58 14.21
2003 3.73 3.04 33.04
2004 6.03 5.05 20.26
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Source: Chin-Lin Lai(2004), A Study on the Supervision of Taiwan’s Pension Funds

2.  Annuity Market

Annuity is an important financial contract between individual and insurance
company. It is designed to provide the age as source of retirement income. , Annuity
can be widely considered as a perfect tool to protect the longevity risk. Thus, for the
past 20 years, there has been a very significant growth of demand for as saving around
the world. However, in Taiwan, the demand for annuity was relatively small in the

past years. But it began to pick up in recent years.

Table 6 indicates the first-year premium of life insurance in Taiwan. There is
significant increase of annuity market share after 2001. Figure 5-6 shows the market
share of first-year insurance premium in 2003 and 2004 in Taiwan. In 2003, the
market share of annuity premium represents about 21 percent of total insurance
premium. In 2004, the market share of annuity premium increases to 34 percent of
total insurance premium. Figure 7 shows the growth rate of first-year insurance
annuity premium from 2001 to 2004 in Taiwan. There is a huge growth of annuity

market in past five years.

In addition, under the new Labor Pension Scheme, the employee working in
the company with more than 200 workers can choose to buy an annuity contract
instead of joining the individual retirement scheme. Thus, it is expected that there will

be a significant growth of group annuity market in the future.

Table 6 First-Year Premium of Life Insurance in Taiwan
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First-Year Premium of Life Insurance in Taiwan (US$ Million)

Year Life Accident Health Annuity
First Year |[Growth 9 First Year |Growth 9 First Year|Growth %)| First Year|Growth %

1998 2,952 546 529 11

1999 2,881 -2% 495 -9% 655 24% 23 116%
2000 3,165 10% 523 6% 840 28% 15 -36%
2001 4,129 30% 519 -1% 802 -5% 119 697 %
2002 6,762 64% 456 -12% 707 -12% 398 235%
2003 7,443 10% 477 4% 654 -7% 2,307 479%
2004 8,214 10% 386 -19% 642 -2% 4,856 110%

Source: Annual Statistic Report of Life Insurance, P.42-43

Figure 5 Market Share of first-year Insurance Premium in 2003
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Figure 6 Market Share of first-year Insurance Premium in 2004
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Source: Market profile of life insurance in 2004, P.13

Figure 7 Growth Rate of Annuity first-year premium
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Source: Annual Statistic Report of Life Insurance, P.42-43

V. Conclusion and Challenge of Taiwan Pension System

Although the recent of labor pension reform and the rapid growth of retirement
assets will help Taiwan government to handle the problems related to population
aging, there are a number of challenges that need to be overcome in the future. The

key issues and challenges can be summarized as following:

1. There is still lack of stable income from social insurance to protect longevity risk.

2. The serious insolvency problems of defined benefit pension funds could last for a

while to be solved.

3. There is lack of appropriate investment products for pension funds in local

financial market.
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4. Low investment return of defined contribution pension fund caused by guaranteed

rate from fund operation still needs to improve after the necessary amendment of

regulations.

There is an imbalance retirement income structure with very low replacement
ratio for labor workers and very high replacement ratio for public service

employees.

There are not enough tax-incentives to encourage more personal retirement

savings for general public.

To ensure individuals with sufficient retirement income security, it is critically

important to resolve the current undermined problems of both defined benefit and

contribution plans and create a more secured environment for the pension system. In

addition, continuous attention needs to be paid to the evolution of market practices so

as to ensure the supervisory measures are adapted well to the realities of the

marketplace. The feasible solutions to overcome the above key challenges can be

summarized as following:

1.

To implement National Annuity Pension Plan for social insurance benefit to

protect longevity risk

To improve the investment return of pension fund by allocating more weight of
allocation to stock and bond in order to overcome insolvency problems of defined

benefit pension funds

To encourage more innovative financial products to be issued in the capital market.

Especially, from asset liability management point of view, the government and
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financial institutions should try to issue more long-term bonds or fix-income

assets in order to provide appropriate pension funding vehicles.

To enhance the investment return of defined contribution pension fund by

expanding the scope of portfolio tools.

To provide more retirement benefit to labor works in order to balance retirement

income structure.

To provide better tax-incentives to encourage more personal savings. For example,
increase the amount of tax-exemption for buying annuity or other retirement

saving products.
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