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Primary Purpose of Provident Funds

e Funds into which employers and employees pay
contributions regularly for the retirement of the
individual employees

e Mitigate undesirable effect to society of aging
population (old-age poverty)

e Most countries re-distribute wealth through social
transfer systems, provident funds reduce the need for
retirement income re-distribution and cross-
generational transfer

e Assist governments to better manage and maintain
fiscal sustainability

 Respond to and reshape societies & economies
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Ageing Population

 Combined effect of declining fertility and rising longevity
-> change in composition of the population

e “Demographicimplosion” — population ageing rapidly
straining public & private resources to support elderly
e May translate into dramatic consequences for public

finances or reduction in social welfare services for
elderly - consequences are politically undesirable

e 21st century worldwide issue for govts and societies

 Broad objective — maintain similar welfare provision
without re-distribution of wealth (intra or inter-
generational) and strain to budget
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World Population Projection

Total fertility rate and life expectancy rate at birth; world, 1950-2050
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Source: World Population Ageing: 1950-2050; Department of Economic and Social Affair, United Nations 4
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World Population Projection
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Actuaries Working in the Field

 Provident funds are long-term societal commitments

e Must understand and give due consideration to issues
linked with population structure, demographic
transition, social and economic developments and
government policies of a country

e |n determining the suitable structure/model, careful
assessment of future burden to different sectors of the
society must be made and finely balanced

 The structure/model chosen in turn contribute to
shaping of the society and economy in future

e Specific targets highly recommended
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Complex Inter-relationships
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Role of Provident Funds (1)

Vary widely depending on a number of factors

Internal External

— Design — Demographics

— Level of contributions — Culture

— Coverage — Government policies

— Benefit provisions — Other funding means

— Size (AUM and %GDP) — Maturity of society and

— Maturity economy

— Investment regulation — Financial stability

— Investment choice/ Asset — Sophistication and efficiency

allocation of capital and investment

markets

— Government/ Privately n , ,
run — Political history/ environment
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Role of Provident Funds (2)

e Some internal to the provident fund, others external

* All of the internal & external factors affect, to various
extent, the actual and potential role that provident
funds play in the development of the society and
economy

 Changes in external factors may result in a need to
change the internal factors

e Role constantly changes as societies and economies
develop

 Role has increased in recent years and is expected to
increase further in the foreseeable future
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Capital and Investment Markets (1)

Source of Funding
* Provide a supply of funding large in scale - benefit the
development of a country’s capital and investment
markets

e For countries that need a market for their own
securities this can be a useful and significant source

e Developing countries will likely benefit more

e As the financial market becomes more efficient and
deepens, can bring further benefits: product
innovation; variety of savings and investment products
increases - more choices for corporate and individuals
with different risk profiles & horizons

* Boosts overall productivity
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Capital and Investment Markets (2)

Investment Allocation

e Who makes investment decisions and their
mentality affect investment allocation

* |ncrease demand on long-dated fixed income
securities

* |nvestment restrictions required to ensure
security

* |nthe early years of a provident fund, asset size is
small without scale to diversify

e Skew towards government securities and bank
deposit
* Allocation changes over time with development
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Pension funds’ asset allocation for selected investment categories
in selected OECD countries, 2009

As a % of total investment
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Capital and Investment Markets (3)

Investment Regulation

e Regulations on the investment of provident funds
usually conservative, e.g. ceiling on high risk/ floor on
low risk assets; mandate investment in government
securities; prohibit/limit overseas investments

e Relaxing investment restrictions can increase impetus
to securities market development and therefore
broaden role of provident funds

e Must not sacrifice security of retirement savings and
not undermine objective of preventing old-age poverty

e Adoption of risks control measures and stronger
governance framework to maintain security — the
actuarial profession is trained and possesses the skills
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Social & Economic (1)

, Labour Market
Retirement age

- Provident funds accelerate accumulation of sufficient
savings for retirement therefore no longer obliged to
work — reduce average retirement age

Labour supply
- Reduce supply of experienced labour

- Shrinking labour force may have negative consequence
for economy, capital and investment markets

- Lower productivity
Costs of labour
- Costs of labour may increase as a result
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Average labour market exit age in OECD countries 1965-2007
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Social & Economic (2)

. Consumption & Savin
Consumption ’ °

- Contributions to provident funds means less
disposable income while working

- Shift in demand towards goods and services for
the grey hair

Inflation Rate

- Components of CPlI may increase or decrease
depending on changes in consumption pattern

Saving Rate

- Less disposable income may also mean less
household private savings (3rd pillar)
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Social & Economic (3)

Fertility (will there be a spiraling effect?)

- Interesting old age security hypothesis linking social
security with fertility and family solidarity: in the
absence of social security, parents depend on their
children to give them care and attention in their old
age, and thus, tend to have many children. As societies
develop, social security institutions appear, and
children are much less needed as sources of support in
old age. Fertility falls and family links distend
(Bourguignon 2005)
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Equilibrium Feedback System

Social Demographic

Development Transition
Declining fertility Ageing population

Consequence Consequence
Reduce need for Insufficient finance
children as old-age for elderly

security device

Economic

Development
Savings increased

Pension &
Provident
Funds
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Government Policies

Ageing is expected to increase government spending
on welfare and healthcare for the elderly

(Decline in fertility reduces expenditures on
education creating offsetting fiscal effect)

Provident funds means individuals take on some of
the burden to save for their own retirement —
reduce strain on government welfare budget

As retirees are financially better off with savings
accumulated in provident funds, some may prefer
and can afford private medical services — reduce
government public health spending
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Development of Provident Funds (1)

What are the recent developments?

Broadening of role driven by societies and
government policies in response to rapid changes
in demographics (scale)

e Voluntary to mandatory
* Increase in contributions
e Tax incentives

Increased mobility of workforces; Employers avoid
uncertainty; Employers’ financial soundness

 Wave of conversion from DB to DC (structural)

E} : APACA , Joint IACA, IAAHS and PBSS Colloquium in Hong Kong

E}'::.:'. Eﬁ. @ .
|Aﬁ|HS PBSS ey = www.actuaries.org/HongKong2012/




Development of Provident Funds (2)

What are the consequences of the structural change?
Investment Risks and Choice
* Transfer from employers to employees

e Butrisk tolerance levels of individual employees
different from (usually lower than) employers

* Pooling effect under DB no longer available

e But employees are not professional investors
e Some unable to make their own choice
Earnings Basis to Accumulation Basis

 Low predictability of benefit at retirement

e Specific target missing
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Development of Provident Funds (3)

What can the actuarial profession do?

e Design of DC schemes (default funds, automatic
switching of fund choice, contribution level, vesting
scale, guarantees, payout phase)

 Administration

e Education & Communication

e Financial Advisor

* Influence public opinions and government policies

e Set specific targets for DC funds

e Statutory role of actuaries can be further developed
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Conclusions

 Underlying causes of ageing population: declining
fertility & rising longevity

 Provident Funds is one of the means of helping
individuals finance for their own retirement

* Provident Funds do not exist on an island of its
own — part of social & economic system

e Constantly adjust & readjust - can take years
(generations) to see effects coming through

e Trend in recent decade from DB to DC - role
change

e Set specific targets for DC provident funds
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Thank You
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