
The Financial Control of Social Insurance in China
Introduction

This paper summarises the main features of the Chinese social insurance system, and its financial planning and control mechanisms that are under the supervision of the Ministry of Human Resources and Social Security (MOHRSS).  It does not cover the Rural Cooperative Medical Insurance RCMS operated under the supervision of the Ministry of Health or the tax financed part of the extended social net, supervised by the Ministry of Civil Affairs except in order to relate social insurance to the totality of social transfers provided by the Government of China.

The paper is organized on the same basis as others in the series. The first part discusses the scope of the current social insurance system in terms of provision, organization and broad financial aggregates, and the main fiscal challenges at its current stage of development.  Section 2 covers the main areas of fund structure, revenue and payment arrangements while Section 3 discusses aspects of financial planning, budgeting, audit and supervision.  A final section summarizes the key development issues relating both to the funding and financial management of the social insurance System.
Unlike EU countries, China operates a decentralized system of social insurance which implies significant variation in administrative and financial arrangements across the country.  Thus the analysis provides a generalized discussion of the situation as it applies to most but not necessarily all localities. The social insurance system is also in a rapid state of development especially with regard to the development of rural social insurance and the merging or coordination of different pooling levels. The issues raised are therefore those that are relevant at the time of writing (August 2009) but the relevance or the nature of those issues may be subject to important changes in the near future.  The final scope and detail of the Social Insurance Law (currently being redrafted prior to a third reading) will have a significant impact on the future nature of the financial management of social insurance.
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Section 1
Background and Structure of the Social Insurance System
i)
Origins and influences on Social Insurance System
Social insurance is a relatively recent phenomenon in China with its origins in a series of municipal based pilot schemes for old age and unemployment insurance in the early to mid 1980s.  After the promulgation of the three State Council decrees in 1997 – 1999 covering the three major insurances of old age insurance, urban medical insurance and unemployment insurance, the system became a national one and underwent a massive expansion.  By the end of 2008 it was the world’s second biggest employment based insurance system in terms of numbers after the United States..  Indeed if the numbers participating in the Rural Cooperative Medical Insurance and Urban Residents Medical Insurance are included it is by some way the largest social insurance system in the world and by dint of China’s huge population and rapid economic growth is probably likely to become the largest by absolute value sometime in the middle of the 21st century.  However long before then, the system will need to meet a number of major fiscal and financial management challenges that are already apparent if it is to provide a mature and fiscally sustainable system of social security to China’s large and rapidly ageing population

The catalyst for the development of China’s social insurance system has been similar to that in Europe namely the large scale urbanization of the population, the rapid growth of the industrial and service sectors and the organization of private enterprises on a capitalist basis albeit with a strong share of state owned enterprises (SOEs).  The immediate impetus to the development of social insurance came as in Eastern Europe from the transformation of the economy from a centrally planned to a market basis. From the early 1990s the state enterprise sector suffered massive rationalization in terms of both outright closures and rationalization of remaining enterprises which resulted in employment in the state owned enterprise sector falling from about 140 million in the early 1990s to 70 million by 2002.  For those SOEs that survived, it became uneconomic to provide health, pension and social services to its workers and retirees, although the legacy of the ‘iron rice bowl’ provision to a certain extent lives on in social care facilities provided by large SOE and public institutions and the phenomenon in some provinces of sector organized insurance pools.

However the development of social insurance has been influenced by a number of factors that are unique to China and are not directly comparable with European or other international experience.  These are as follows
Population Size and Employment Structure  
China’s population at just over 1.3 billion is 3 times the population of the entire European Union. Around 53% is still classified as rural, whereas in Europe only Poland and Romania have significant populations still engaged in agriculture.  Hence unlike European experience where social insurance was introduced largely after the main phase of urbanization had passed, China is introducing large scale social insurance while the phenomenon is still in full swing
.  Underpinning this transformation is probably the largest and fastest migration flow in history with anywhere between 150 and 200 million people still registered as having a rural residence (in Chinese hukou) but working as migrant labour in cities.

This transformation presents particular problems in terms of scheme design, transfers between different schemes for different types of workers and the absence of a traditional employment payroll basis to levy and collect social insurance.  On the latter point in addition to rural households many urban workers work in the informal sector so that formal employment arrangements probably cover no more than two thirds of the urban workforce. Given that urbanization is a trend that will continue and probably accelerate, it will be important for social insurance arrangements to encompass workers who may start their working life as rural farmers, pass through a stage of being a migrant worker and may end up as an urban resident and employee in one of China’s burgeoning cities
Economic Structure

China’s economy is very diverse with large differences both within and between provinces.  Broadly speaking the coastal provinces are relatively advanced with Shanghai for example having a per capita GDP in excess of 5 countries in the EU. The North east provinces (the traditional powerhouse of Chinese industry) and many of the central provinces are classified as middle income while the so-called western provinces (but which also include the southern provinces of Guizhou, Guanxi and Yunnan and the northern provinces of Inner Mongolia, Ningxia) have relatively low per capita incomes.
Even within provinces including the coastal provinces, there are often major differences in GDP and structure.  In general the western areas of Shandong and Guangdong provinces have much lower GDP than the coastal cities which have received the majority of domestic and foreign investment.  This presents potential problems for organizing the pooling of social insurance on a provincial basis (which in many cases would equate to the large or medium sized pools of most EU member states) since a unified benefit level could imply significant fiscal transfers from richer to poorer areas.

A third aspect of economic structure that is worthy of note is the falling share of employment income in GDP.  While employment income has grown 30 times in absolute terms since the beginning of the opening up in 1978, the wage and salary share of national income has been falling from over 60% to about 35% in 2009.  In Guangdong the percentage share of employment income as a factor share of GDP fell from 45 to 39% between 2000 and 2008.  This reduced income share has several consequences.  It has lowered the absolute value of the payroll base below what would have been the case (although the dynamic impact of changes in factor shares on overall GDP growth rates is hard to predict).  It has also helped to depress domestic consumption below what might have been had a more effective and better financed social insurance safety net been in place
.  Putting in place a more effective and comprehensive social safety net is therefore seen as vital to raising domestic consumption in the long term

Sub-National Autonomy
Sub-national Governments are powerful entities in China and while required to follow national level policies, have a great deal of autonomy over how to carry them out.  These include not only some of the provinces but several of the largest municipal level cities which have special economic area status and are to a certain extent free to make their own arrangements separately from the provinces
.  In social insurance this means local governments have flexibility over rates of contribution, and when and how to grant contribution deferral or remission, levels of benefit, organization of social insurance collection and the options for supplementary social insurance.

Unlike most of Europe where Central Government assigns service responsibilities the most appropriate tier of sub-national government taking into account such factors as minimum size, economies of scale, requirement to be close to the end user, in China most functions of government are replicated at each level.  This means that urban social insurance particularly for basic medical insurance for employees is organized at County level many of which have very small pools of participants.  While the pooling level has been raised particularly for old age insurance this has often been done not by consolidating into a single fund but through a process of cross-subsidization (called euphemistically ‘Coordination’) to enable each of the funds to be kept in balance, while leaving primary responsibilities for collection and management to the local governments.  I   
Fiscal Self-Reliance

Political autonomy is both a prerequisite for and a consequence of fiscal autonomy, Chinese local governments are expected broadly to self-finance their own activities within the current tax collection and revenue raising structure. There can be large differences in fiscal capacities at county and distraict level even within the same municipality area as well as between different municipalities and provinces, and these differences give rise to large variations in benefit levels.  As an example the social pool benefit standard for new style rural pensions schemes (see below) in Wuxi Municipality, Jiangsu Province ranges from 55 to 180 RMB across 6 county areas and in neighbouring Suzhou Municipality from 135 RMB to 265 RMB across 9 county areas.

Where subsidies are paid these are in the form of special grants often co-funded by the three upper tiers (national, provincial and municipal).  In general these subsidies in the social insurance field have been primarily restricted to old age insurance although as a result of demographic changes, the basic medical insurance scheme for enterprise employees is also beginning to receive significant amounts of subsidy.  There are also large subsidies to the RCMS and Urban Residents Medical Insurance Scheme (BMR), which unlike the employment based schemes are national flat rate subsidies
.
For the employment schemes most of the subsidies are tax-financed based on gap-filling budgetary projections compiled by the sub-national governments themselves and negotiated between MOHRSS and the Ministry of Finance (MOF). In some provinces for example Shandong, the provincial old age insurance pool to which the larger and fiscally stronger SOEs tend to be affiliated operates a scheme of cross-subsidization.  In both cases of subsidy from outside and within the social insurance system, challenging and perhaps at times unrealistic targets are set for local governments to expand the contribution base.  Because there is no public information on levels of actual subsidy it is not clear whether the actual level of subsidy is based on these forecast or actual outcomes, whether the basis of calculation may vary from province to province and to what extent the level of subsidy per retiree may also differ.  Altogether the current system of subsidy is un-transparent making it hard to determine the extent to which it supports an equitable redistribution mechanism

ii)
Types of Social Insurance and their relationship to wider social security

Social Insurance

There is no defined social insurance system is such because until the present time there has been no primary legislation setting out what constitutes a social insurance arrangement and the corresponding administrative and governance requirements.  However the draft of a Social Insurance Law was published for public consultation on December 29 2008 and it is likely that a final version of the law will be passed in the March or October session of the National Peoples Congress in 2010.  In the absence of a Law, Social insurance has been defined by the individual regulations for the 5 mandatory employment based schemes and a number of supplementary regulations mainly issued by the MOHRSS and MOF governing financial management and supervision issues.  In addition to national level regulations implementing authorities at provincial and municipal level have also issued regulations to implement the requirements of the national decrees 
The 5 mandatory employment based schemes are as follows:

i)   Old age insurance introduced nation wide following the State Council Document 26 of 1997 and subsequently modified by Document 38 of 2001 and 42 of 2005.  This old age insurance basically is subdivided between schemes for enterprise retirees (126 million at the end of 2006 and retirees of public institutions 15 million at end of 2006).  The basic scheme comprises 2 parts.  The first part is a social pool funded on a PAYG basis which is meant to pay out a pension equivalent to 30% of the average income of the locality pooling area.  The second part is an individual account which pays out a pension over 15 years based on an individual’s own earnings related contribution and an accrual rate which is usually related to the interest rates available on term bank deposits 

ii) Basic Medical Insurance for Urban Enterprise employees (BMI) introduced nationwide following the State Council Decree Document 44 of 1997. BMI also consists of a social pool and an individual account.  The social pool funded on a PAYG basis provides partial reimbursement for the costs of in-patient care and the outpatient treatment of certain chronic diseases (based on each locality’s deductible, ceiling and co-payment rate). The overall co-payment rate varies depends the generosity of the benefit package (and therefore the financial position of the scheme) but ranges broadly from 20 to 35 %  The individual account funded by the employees contribution and for those over 45 through a proportion of the employers contribution pays for outpatient expenses and in some cases for the co-payment share if inpatient expenses

iii) Unemployment insurance (UI) for Enterprise employees introduced following State Council Document of 1999 provides unemployment benefit up to a maximum of 24 months for those who have suffered involuntary unemployment.  The scheme is restricted to paying benefits only although a pilot programme introduced in 2006 widened the use of funds to employment promotion in designated localities.  Benefit levels are set at less than the minimum wage but more than the minimum living standard allowance (‘Dibao’) discussed below
iv)  Maternity insurance introduced in 2001 to provide support for female enterprise employees to meet designated hospital expenses for delivery and ante and post natal care and

v)    Work Injury Insurance (WIJ), introduced following Regulations on Insurance for Work-Related Injuries in January 2004   The regulations prescribe different levels of work injury and for those over a certain category, work injury insurance will pay for medical related costs of treatment and rehabilitation and an income allowance to compensate in part for the loss of income and the additional expense incurred by the injured.
In addition to these 5 mandatory schemes there are a number of supplementary non-mandatory schemes which may be sub-divided into 3 categories.  The first are those which provide a top-up of basic benefit cover primarily for medical insurance (where supplementary cover may raise the ceiling level, lower the co-payment rate and widen the number of drugs and equipment liable for reimbursement).

The second group of schemes comprises medical insurance schemes.  The two main ones are the new RCMS, introduced in 2003 and the BMR introduced from 2007.  These schemes covering respectively rural households and members of urban households not in employment (children, students, the disabled and part of the elderly) are intended to substantially extend the coverage of basic medical insurance to around 90% of the population.  In a few localities (e.g. Zhuhai and Suzhou Municipalities) where the number of farmers is comparatively low and the locality relatively rich these are being unified and provision is made for this in the draft Social Insurance Law. In addition a number of the large municipalities also run low cost medical insurance schemes for migrant urban workers

The third group of schemes relate to special pension provision to those groups which have low or irregular incomes.  These include special pensions for farmers and for those farmers who have lost land and special migrant worker schemes based on individual account provision. Rural Pensions on a personal contribution to individual account basis were first introduced in 1991 but after reaching coverage of 80 million farmers by the end of the 1990s fell into disfavour due to low accrual rates, the absence of any matching financial incentives and in some cases financial loss due to fraud and theft.  Since 2007 a number of new style rural pensions have been launched by different local authorities that vary somewhat in nature although virtually all incorporate some matching funding from different levels of government for individual contributions and many incorporate a social pool pension for those farmers who have already attained the age of 60.  A national rural pensions system was launched by the State Council in June 2009
.  It is intended that by the end of 2009 rural pensions will have rolled out in 10% of China’s counties with coverage to be gradually extended in coming years.

Social Assistance

In addition to the social insurance system, there is a parallel but not yet linked system of social assistance known by its Chinese name of Dibao.  Dibao was introduced in the late 1990s primarily to provide a basic living allowance for laid-off workers for state owned enterprises.  It was subsequently converted to a Minimum Living Standard Allowance (MLSA) in 2001 and extended to the rural areas in 2007
. MLSA plays the role of social assistance in Europe namely in providing a basic poverty avoidance level of income. In July 2009 there were 11.2 million households covering 23.3 million people in receipt of dibao in urban areas, with an average monthly expenditure of 5.2 billion RMB (for the first 5 months of 2009).  In rural areas there were 21.4 million rural households covering 45.3 million people in receipt of dibao with an average monthly expenditure of 3.58 billion RMB
.   The rates of dibao in relation to the minimum wage are shown in the table below for selected cities
	Table 1 : Minimum Wage, UB & Dibao in selected Chinese Cities
	

	
	

	 
	Minimum Wage
(\) Yuan/per person
	Dibao

	Unemployment Benefit
	

	 City
	per month
	per hour
	Per month (Dec 2007)
	Per month (2009)
	

	Beijing 
	800 
(Jul. 2008 figure)
	4.6
(Jul. 2008 figure)
	330
	562-671
	

	Shanghai 
	960
(Apr.2008)
	8
(Apr.2008)
	350
	435-600
	

	Qingdao 
	760/620
(Jan. 2008)
	7.5/6.5
(Jan. 2008)
	300
	335-420
	

	Xian
	600/520
(Jan.2008)
	6.6/5.8
(Jan.2008)
	200
	360-450
	

	Kunming 
	680
(Jan.2008)
	7
(Jan.2008)
	210
	290-550
	

	Changsha
	665
(Jul.2008)
	7.5
(Jul.2008)
	220
	448-532
	


The variation for UB is due to differences in periods of contribution, lengths of UB claiming (which tend to be lower from month 13 and the district locality.

The dibao system is supplemented by two further forms of assistance.  One is the system of 5 guarantees in rural areas which provides financial support for food clothing, housing, medical and burial expenses to the elderly, disabled and minors who have no working capability, no living support, and no legal supporter or guardian (or their legal supporter and guardian have no capability of supporting and fostering them). In July 2009, the 5 Guarantee system was providing support to 5.4 million people in rural areas at a cost of about 1 billion RMB per month.  The 2nd system is that of medical assistance for the poor, part of which is used to pay household premiums to the RCMS and the BMR.  In 2006 for example 14.8 million people were supported to join the RCMS.

In addition to Social Assistance the Government provides social welfare facilities for the elderly and disabled.  By the end of 2006, there were 39,494 agencies including social welfare agencies, elderly residential care and nursing homes, with a capacity of 1.75 million beds in urban and rural areas; and 120,000 community services and 9,817 one-stop community service centres in China’s urban areas.  Most of these facilities are provided through community ward level governments operating under the supervision of Bureau of Civil Affairs at district and county level.  However some of these facilities for enterprise retirees are provided by social insurance stations which are supervised by local Bureau of Human Resources and Social Security.  
iii)
Organizational Structure
As already noted social insurance is arranged at each level of sub-national government from district/county level up.  At the apex of the pyramid is the Ministry of Human Resources and Social Security which was created from the merger of two ministries Personnel and Labour and Social Security in March 2008.
  The Ministry consists of 21 departments.  Each of the 4 individual urban SI schemes (except for Maternity which is combined with Medical Insurance) is represented by a department.  There is also a separate department for Rural Pensions.  Cross-cutting departments are represented by the General Office and the Departments of Education, Human Resources, and Administrative matters.  On the financial management side the relevant Departments are Planning and Finance (which deals with financial planning matters both for the ministry and the sector and fund statistics) and Fund Supervision. Department which supervises the management of social security funds and is the lead department regulating the operation of Enterprise Annuities, the occupational 2nd pillar pension scheme
The Ministry manages a number of subordinate institutions
.  The most important are the Information Centre which provides data and information for the use of departments and manages the Golden Insurance Project; and the Social Insurance Administration Centre (SIAC) which supervises the operational management of the 4 Social insurance schemes (except UI) managed by social insurance agencies at sub-national level.  The SIAC has no direct management responsibilities for the social insurance system but provides policy related advice and supervision on the implementation of social insurance policy.  The policy departmental structure is replicated in the SIAC with financial management under the responsibility of the Finance Department and internal control and audit under the Checking and Verification Department.  There is also an Actuarial Department responsible for advancing the use of actuarial techniques in social insurance.  Other subordinate institutions include the Publishing House, the Social Security Capacity Building Centre and the National Social Security Institute
At the sub-national level, the basic Ministry: Agency split is replicated down to District and County Government with policy being made in Bureaus of Human Resources and Social Security and operational functions being carried out by executive agencies. There are 31 provincial, 333 municipal and 2,862 county level bureaus. In general bureaus replicate the same departmental structure as at the Ministry level, although numbers are usually low perhaps 5 or 6 in each department at provincial level down to 3-4 at municipal level and perhaps only one person at county level. In general the finance function is replicated as at Ministry level although in some localities the split between fund supervision and planning and finance is a relatively recent one In Hubei the departments were not bifurcated until January 2009 for example.
On the agency side there is almost no standard organisational model.  Each province has a different organizational structure depending on the relevant level of pooling and the extent to which there is still single insurance collection. Usually but not exclusively the municipalities will replicate the provincial structure.  In general medical and maternity insurance are managed by a single agency and in some localities the work injury function may also be combined with medical insurance because of its medical care and rehabilitation aspect.  Some localities will operate a single agency for collection (e.g. Shenzhen).  In Guangdong most localities operate a fund management centre responsible for payment execution; in Tianjin the internal control and verification function is centralized in a single agency.  The major cities and city provinces tend to have a more integrated structure – both horizontally in terms of function and vertically in terms of county/district and municipal level.  However the general situation is one of significant fragmentation in organizational arrangements. Annex 1 identifies organizational arrangements for Suzhou Municipality.

Other Main Stakeholders

The other main stakeholders in the Social Insurance sector are:

i)
The National Development Reform Commission (NDRC) which has overarching responsibilities for economic growth and social development, the maintenance and improvement of living standards and the allocation of investment expenditures.  It also crucially plays a key role in coordination of reform initiatives and for example took the lead in preparing the Health Care Reform Plan 2009-2011 (released March 2009) which is intended both to improve access to and quality of health care..  It also has specific microeconomic responsibilities that impact on the work of social insurance most notably its scoping and price setting function for the three lists of medical services, equipment and drugs which are subject to reimbursement by the medical insurance schemes.  The lists are defined at national level but prices are fixed by provincial and municipal bureau.
ii)
The Ministry of Finance is MoHRSS’ main counterpart in the management of the finances of the social insurance scheme.  The lead role in the financial management of social Insurance has hinged on the extent to which social insurance should be considered as primarily off-budget. In the light of the growth of fund balances, several scandals notably the Shanghai Scandal of 2006 and the increasing fiscal support that will be required particularly by the pension and basic medical insurance schemes for enterprise employees, the MOF is keen to bring the schemes within the overall budgetary frame.
The principal counterpart department of MOF is the Social Security Department which consists of 7 Departments.  Two of these for old age insurance and unemployment insurance are linked wholly to MOHRSS responsibilities.  Two others for medical insurance and research and actuarial services have MOHRSS as their primary counterpart.  Two other departments deal with public health and social assistance respectively with the usual General Office support function

At the local level the Finance Bureau pay a key role in managing the finance account which holds the working balances and reserves of the social insurance system.  Their local checking and verification departments are also involved in auditing social insurance funds which are in receipt of budget subsidy.
iii)
The Ministry of Health and its local bureau are primarily responsible for the management of the public hospital sector and pharmacies and clinics with which medical insurance contracts.  The MOH and the local health bureau primarily set health policy vis-a-vis direct subsidy levels and pricing policy including the use of case payment and DRG type approaches
iv)
The Ministry of Civil Affairs through its Minimum Income Department is responsible for setting policy on social assistance and oversees the MLSA and 5 Guarantees schemes.  In addition the Ministry also has primary responsibility for social services and the care of the elderly.  Social insurance and social assistance care services may be delivered through community based offices.

In terms of financial management, there are other important stakeholders which are usually joint signatories on key financial regulations.  These include the peoples bank of China who is a key player in safeguarding security of funds and banking arragements;  the State Administration of Taxation (SAT) which collects social insurance in 17 of the 31 provinces; and the Audit bureaus at each level which carry out the audit of social security funds.  Their respective roles are discussed more fully later.
iv)
National Social Security Fund (NSSF)

The National Social Security Fund was set up in November 2000 and despite its nomenclature, has the general objective to provide reserve funding for the enterprise pension system and to manage the centrally financed part of the individual pension accounts.  It is managed by a Board of 21 Executive members under a chairman and 3 vice-chairman directly appointed by and accountable to the State Council.  At the end of 2008 its net assets were 513 08 billion RMB (76.5 billion USD at August 2009 exchange rates), with 32 billion of the net assets relating to the centrally funded consolidation of individual accounts
There are 4 sources of funding for the NSSF – budget subventions from the Government, State lottery licence fees, the vesting of 10% of the shares or the proceeds of sales of those shares from initial public offerings (IPOs) and the profits of its investment strategy.  The vesting of the A share holdings and the funds earned from their sale, was suspended in 2002 (although not those from the sale of H shares on the Hong Kong market).  However in June 2009, the Ministry of Finance reinstated the vesting requirement of A shares from September 2005 which is believed to affect 131 SOEs although the precise value of resources is subject to complex clarification.  Part of the reason for reinstating the vesting requirement is partly to compensate the Fund for its negative return in 2008 of 6.9% its first loss in the 8 years of its existence.  A further reason however is to provide stability to the capital market as China recommences its IPOs after suspending offerings during the financial market turmoil of the second half of 2008. As the investment strategy of the NSSF is long term, the lock up period for NSSF shares is expected to reduce volatility arising from short term investors.
While the NSSF has the principle of prudent investing and safety first, it has access to a far wider number of channels than the very limited ones open to local government operated funds.  These include the main asset classes of equities, bonds, money market assets and properties as well as swaps and other derivatives for risk management purposes.  Up to 40% of its asset base can be invested in equities or equity funds. It is also allowed to invest up to 20% of its asset base overseas but partly because of the difficulties of hedging currency risk with upward appreciation of the RMB as well as the need to build up general capacity and confidence overseas the allocation currently is around 6%.  In May 2008, it was reported that the NSSF had received the permission of the State Council to invest up to 10% of its current asset base in domestic non state backed private equity (unlisted securities) marking a further broadening of investment channels.

The NSSF is one of China’s 4 Sovereign Wealth Funds and as such is subject the voluntarily agreed Santiago Principles on conduct and transparency.  It is classified as middle ranking SWF for transparency.  The main issues relating to its management are its somewhat opaque accounting (which appears to be historic but may also include elements of mark-to-market accounting).  As regards the social security system, the main issue is to clarify its precise remit as to which of the many potential liabilities it is intended to fund. At the present its total net asset base probably represents somewhat slightly over one third of the unconsolidated amounts in the individual pension account system    
v)
Overall Scope of Expenditure, Revenues and Balances

Social security constitutes the biggest single item of Government expenditure and social security contributions for all schemes rank as the second largest item of revenue after Value Added Tax.. Social security funds in common with many countries also constitute the largest item of off-budget expenditures and revenues.  Adding them to the totality of the Government’s budget significantly alters the perspective on the Government’s overall financial position.  In particular it alters the perspective of China where both budgeted expenditure and revenue as % of GDP are similar to Less Developed Countries to one more in line with other emerging economies such as Vietnam.  .

Table 1A:  Analysis of Government Expenditure (2007)

	Expenditure Main Item
	Total 100 Million RMB
	% of overall Exp
	% of GDP

	Total Goverrnment Budgetary Expenditure
	49,781 
	86.3%
	20.0%

	o/w Social Safety Net
	5,447 
	9.4%
	2.2%

	o/w Debt Interest
	1,053 
	1.8%
	0.4%

	o/w Medical and Health
	1,990 
	3.5%
	0.8%

	Social Security Payments
	7,888 
	13.7%
	3.2%

	Total Government Expenditure
	57,669 
	100.0%
	23.1%


Table 1B; Analysis of Government Revenue (2007) 

	Revenue Main Item
	Total 100 Million RMB
	% of overall Rev
	% of GDP

	Value Added Tax
	15,470 
	24.9%
	6.2%

	Business Tax
	6,582 
	10.6%
	2.6%

	Company Income Tax
	8,779 
	14.1%
	3.5%

	Other Taxes
	14,791 
	23.8%
	5.9%

	Other Budget Revenues
	5,700 
	9.2%
	2.3%

	Sub-Total Budget Revenues
	51,322 
	82.6%
	20.6%

	Social Security Receipts
	10,812 
	17.4%
	4.3%

	Total Government Receipts
	62,134 
	100.0%
	24.9%


Source China Statistical Yearbook 2008 (tables 7.5 and 7.6). 

Since the social security reforms of the late 1990s, the expenditure and revenues of social security funds has been growing extremely rapidly as Annex 2 illustrates   

Several things are noteworthy about these statistics.  The first is a general health warning; these are not statistics that have been produced from audited financial reports.  They have also been subject to aggregation at each tier of government involved in social security, and therefore the possibilities of errors arising from that process (double counting etc) cannot be discounted.  In particular transfer payments from central government to subsidize pension fund deficits and classified as “pensions and other welfare payments” may be included as revenues in the social insurance statistics; and that to this extent social security expenditure is overstated 

The second observation is that even allowing for the fact that aggregation disguises very large differences between the circumstances of different cities and municipalities, the build-up of cash balances is remarkable. While all of the schemes have built up balances, the growth of the medical insurance fund balances has been extremely high
.  Part of this reserve is actually constituted by individual account balances which across the country account for probably between 35 and 50% of total medical insurance reserves.  The build-up of reserve on the social pool has been considerable and represents among other things a cautious approach to expenditure planning (including the guideline to budget for a small surplus) and the fact that smaller pools have to have proportionately higher reserves in order to generate reserves sufficiently large in absolute terms to handle significant fluctuation.  For the 4 schemes where expenditure and receipts occur at the same time, this represents a denial of service to current contributors.  These balances also represent an opportunity for misuse fraud and corruption.

The third observation is that despite the rapid development of the social security system government spending on social protection including health care is much lower than in OECD countries.  Health spending from urban and rural health insurance and the budget is only about 4.6% of GDP around two thirds to a half of that in OECD countries.    This is because the social protection net does not yet cover the whole population.  Conversely private spending on health care has shown the largest increase of any major item since 1990, increasing from 2.01% of household expenditure in 1990 to 7.56 % in 2005.  .

The fourth observation is that the estimated pension liability far exceeds the build-up of cash balances.  The current value of pension liabilities has been estimated at between 70 and 140% of GDP (around 12 – 24 trillion Y), although this is crucially dependent on parameters and in particular the nature of the implicit pension promise contained in Document 26 / 38 on the effective replacement rate.

The final observation however is that the Government has the fiscal capacity to address the problems of social security financing (in particular the legacy debt from the old pension system) if it considers it to be a high enough priority.  The government is running a surplus on its recurrent account, and has negligible foreign debt
 and relatively low domestic debt.  Taking the example of individual account consolidation to refinance existing individual account up to the end of 2007 would cost at an upper estimate about 1.3 trillion Yuan based on an 8% contribution figure, and around 0.5 trillion RMB Yuan for an ongoing annual consolidation. The legacy debt (ie the cost of refinancing IA until the end of 2007) equates to about 25.5* % of total current budget expenditure.  The ongoing additional draw on the social security for full IA consolidation represents about 8 – 10% of Government expenditure in 2007. 
Table 2 : Estimated Cost of Individual Account Consolidation
 

	Year
	Participants
(10,000)
	Funds (100 million Yuan)
	Share to IA based on 8 % consolidation (100 m Y)
	Including Notional Interest at 2.5% p.a (100 m Y)

	1997
	8671.0
	1337.9
	382.26 
	477.39 

	1998
	8475.8
	1459.0
	416.85 
	507.89 

	1999
	9501.8
	1965.1
	561.46 
	667.40 

	2000
	10447.5
	2278.1
	650.89 
	754.84 

	2001
	10801.9
	2489.0
	711.13 
	804.58 

	2002
	11128.8
	3171.5
	906.13 
	1000.20 

	2003
	11646.5
	3680.0
	1051.43 
	1132.27 

	2004
	12250.3
	4258.4
	1216.69 
	1278.28 

	2005
	13120.4
	5093.3
	1455.23 
	1491.61 

	2006
	14130.9
	6309.8
	1802.8
	1894.3

	2007
	15183.2
	7834.2
	2238.3
	2294.3

	Total
	　
	　
	11393.21
	12713.62 


These figures are large but affordable. In the 3 years (2005-07) overall government tax revenues grew year on year by 19.9%,22.5% and 32.4% respectively.  The growth in VAT revenues alone in 2005-07 would have paid for full IA consolidation in each of those years.  However the Government could opt to fund individual account consolidation (strictly speaking a replacement of individual account funding for the social pool) through a mixture of increasing current expenditure and primarily issuing long dated bonds at reasonable interest rates. This would pass some of the cost to future and hopefully wealthier generations.   By issuing bonds for the existing debt over a period of 4 years the Government could limit the potential distortion to the Government debt market
.  As well as giving full force to the Government’s policy and thereby increasing the credibility of the IA system it would also give an impetus to the creation of a Government bond market offering interest rates above bank deposits.  This in turn would allow investors of the individual accounts the opportunity to build a secure part of a fixed income portfolio.  In essence the cost of funding the legacy debt would in part be transferred to succeeding and hopefully wealthier future generations assisting inter-generational equity as well as public finance management

vi)
Current Challenges in Social Insurance
The Demographic Challenge
In common with European countries and virtually all of those in the OECD China is facing a major demographic challenge as its population starts to age.  This is a problem partly of rising longevity but more importantly of the current one child policy introduced in 1980 and which remains in force despite significant relaxation in specific circumstances.  However the experience of other East Asian countries and regions such as Hong Kong, Korea and Japan is that a low birth rate in urban areas at least is as much a product of lifestyle choice as it is one of enforced policy
For the past decade this problem has not really been significant largely because the rising elderly dependency rate has been counterbalanced by the falling child dependency rate so the overall dependency rate in fact fell slightly.  However the total active workforce will peak somewhere between 2009 and 2015 and thereafter will begin a significant decline. The proportion of the population being aged 60 or over reached 10%
in 1999. It will reach 17% in 2017, match the US proportion of elderly at 22% in 2026 or 2027 and will reach over 31% by 2050 when the total numbers over 60 will exceed 450 million more than the entire current population of the European Union.

As many commentators have pointed out, China will grow old before it grows rich.  With a per capita GDP of only 1/8 to 1/9 those of the most developed countries, China will enter an ageing society with the resources of a middle income country. At the present time only 31% of the 769.9 million labour in 2007 had any kind of pension provision, and over 1/5 of those were in the form of rural pension schemes with monthly incomes of between 1 and 10 USD a month.  The urban pension system is facing significant adverse shifts in dependency. although the rise in the number of retirees has been largely and temporarily offset by increasing the size of the contribution base.  As a result the number of retirees to active workers declined only from 3.29 to 3.04 between 2000 and 2008.  However as the great phase of expansion of the contribution base ends (and the present economic downturn will not help) the contributor: retiree ration will start to decline dramatically.

The fiscal problems are large in pensions but at least they are predictable.  The same phenomenon will also affect the medical insurance schemes especially the urban enterprise scheme where there is currently in most localities no requirement for contribution from retirees.  The Medical insurance scheme will be affected both by an eventual reduction in the contribution and by rising medical insurance co sts that unlike pension are likely to rise at an increasing rate with increasing longevity.

In many EU countries the policy response has been to transfer the burden from government expenditure to private financed expenditure through a policy of tax incentives, which reduce government revenues(and therefore raise net expenditure) in the short term with a view to reducing significantly the growth of public expenditure on social transfers against the long term trend. However China’s problem is that its savings rate is very high at 50% of GDP, which has flooded the financial markets with cheap money, leading to very low interest rates a very high and growing investment share and a misallocation of resources to the SOE sector.  Adding another layer of pension or medical insurance related saving will contribute even further to this in-balance unless the saving will substitute for traditional bank saving and such savings may be channeled to the more efficient parts of the economy with the prospect of higher returns.  Both these propositions are possible.  However they require faith that the system can itself preserve and enhance asset values and keep its promises.  Thus the fiscal challenge is linked through the issue of credibility to the financial management challenge
Financial Management Challenges
As noted earlier the social Insurance has undergone a massive expansion which has also generated large fund balances.  These fund balances have been the subject of intense scrutiny as there has been numerous case of mis-appropriation and abuse which culminated in the Shanghai Scandal of 2006 (see section 3.3)  Since the Scandal there has been much greater scrutiny and control particularly of balances on the financial account.  Despite this enhanced scrutiny and transfer of control of the financial accounts to the Finance Bureau abuses continue to occur.  At a conference in April 2009, the Director General of Fund Supervision noted that over 20% of pension fund balances had been misapplied for non-pension purposes.

The incidents of fraud and abuse are symptomatic of a system which has grown faster than its requisite financial management capacity.  One important reason for this has been the reliance on tax financed local budgets to support the administration costs of the system, following the decision to stop administration costs being charged to funds in 1999.  This decision meant that the growth of administrative funds was de-linked from the growth of the system and in the absence of a general fiscal subsidy mechanism, has contributed to wide disparities in financial and manpower resources available to administer social insurance between areas.  Some localities have insufficient numbers to ensure adequate separation of duties and some county areas are still operating manual systems; other municipal areas rely on donated equipment or on administrative resources such as office space and cars provided free by local municipal banks.

The main financial management challenges can be identified as follows:

a)
An inadequate annual budgeting process for all insurances except pensions where subsidy is required from the upper level and the budget is prepared more diligently.  In particular there is inadequate focus on the expenditure side arising in part of an inadequate integration of management and financial information (particularly true in medical insurance); a tendency to over-estimate contribution revenue arising in part from the setting of unrealistic targets for expansion at the upper levels and significant variations between actual and budgeted outcomes, resulting in larger than planned surpluses.
b)  An absence of medium and long term financial forecasting although this is partly being addressed through modeling work promoted by both MOHRSS and MOF’s Actuarial Department.  As a result there is very little consideration at senior government level in provinces and municipalities of the build-up of liabilities arising from the expansion of the contribution base or the longer term implications of raising pensions and other benefit packages.  There is very little recognition of the impact of ageing and the changing nature of disease on medical insurance expenditure
c)  In adequate financial reporting on an extremely aggregated basis (in terms of analytical categorizations of expenditure and revenue) and an absence of information on a cost centre basis (e.g. by hospital or beneficiary type).  Financial statements are prepared on a cash basis without disclosure of assets and liabilities (such as benefits yet to be paid at the reporting date), and their accuracy is suspect not least because localities know that their financial results will affect their potential eligibility for subsidy 

d)
The absence of an adequate external audit function which has a clear focus on certifying the accuracy of financial statements and assessing the adequacy of internal control statements.  Lower levels may in particular face audit from multiple organizations including Audit Bureau, Finance Bureau and supervising tier Social Security Bureau.  However it is not clear that these audits are anything more than a regularity ‘tick and check’ audit and the capacity to detect fraud of anything other than straightforward misappropriation is suspect.
e)  Cash management is relatively poor with the use of too many separate bank accounts.  This has led to inadequate pooling of surpluses, reducing returns even below what could have been earned even through the limited investment channels currently available.  The individual fund structure has also led on occasion to some funds (such as unemployment) borrowing on overdraft while other funds are in surplus

f)
The cash management system is one of a number of examples of fragmentation in business processes.  Others include the persistence in some areas of individual insurance collection involving the keeping of multiple databases, and the absence of common processes for payment of benefits.  Systems fragmentation has contributed to the large number of IT systems designed by local companies to meet local needs which as they are often inadequately back-stopped present a considerable security and fraud risk. and

g)
The IT systems generate (and are designed to generate) very little performance data making it hard to assess how well social insurance systems are managed (such as for example the timeliness and accuracy of claims processing).  As a result, it is not easy to assess the impact extra administrative funds may have on improving service outcomes.
In the following two sections some of these challenges and what is currently being done and could be done in the future will be presented

Section 2 Revenue and Payment Arrangements

i)
Fund Structure

Each Social Insurance fund is maintained as a separate fund under the regulations governing its establishment. This is in part a consequence of the evolutionary nature of social insurance (that funds have been established at different times) and partly because participation in one does not necessarily require participation in all.

According to MOF/MOLSS regulations issued in July 1999, each fund should keep three accounts – a collection account, a payment account and a financial account which should hold the fund balance.  The collection account should be cleared to the financial account within a specified number of days and funds should be released to the disbursement account in accordance with forecast benefit payments and cash flow.  In practice this is easier to do for monthly pension payments than those for medical insurance and unemployment benefit.  However even for pension payments some authorities seem to keep between one and two months expenditure cover in the payment account. The transfer to the payment account required should involve the authorization of both the Head of the relevant SI Agency and the Finance Bureau.

ii)
Funding Policy and Rates of Contribution

Each scheme sets out guideline rates of contribution, but localities have the power to charge different local rates in accordance with the financial requirements of the local scheme
For pensions the national guideline rates are 20% for employers and 8% for individual account contribution. There is increasing standardization on these rates since all provinces which either operate a provincial pool or operate a provincial subsidy system levy contributions at the national rate.  This has led in some cases such as in Heilongjiang province to reductions below previously applied rates (moving employers contribution down from 24 – 25% to the national rate.  However differences remain particularly in the richer eastern provinces.  In Guangdong Dongyuan levies only 8% and Shenzhen 10% whereas the poorer city of Zhanjiang charges 22%..  In some localities a reduction may be applied for new enterprises in start-up or those with few or no pension liabilities.  For example Jinan Municipality charges an employers contribution of only 12% to new start-up enterprises of less than 2 years duration. 
For medical insurance Document 44 recommends an employers contribution of 6% and an employee rate of 2% (credited to the individual account).  Again there is broad compliance with national rates although some better financed municipalities charge 7+2 % or even 8+2%. However there are 2 significant variations in medical insurance.  First because the pooling level is at county level with as yet no co-ordination, some poor county areas charge an employers contribution of 5% with no employee and no individual account contribution. Second age-related adjustments tend to be made to the individual account with people aged under 40 or 45 receiving the standard 2% rate, people between 45 and 60 receiving an extra 0.5% and for people over 60 anywhere between 1 and 1.5% extra.  These individual account contributions seriously undermine the financial capacity of smaller pools while at the same time contributing relatively little to individual security in handling the consequences of chronic illness.

Unemployment insurance which is collected and pooled on a municipal basis is generally levied at standard rates of 2% for employer and 1% for employee.  The deviation of rates is less than for the other insurances but they still exist.  Of the 6 cities surveyed in Table 1 Beijing was charging only 0.5% for the individual and 1.5% for the enterprise; while Xian charged 2.5% for the enterprise and the standard rate for the individual. 
Work Injury insurance is levied on employers only and is based on three grades of sector risk.  Low risk sectors usually pay 0.5%, medium risk sectors 1% and high risk sectors *such as mining, construction and heavy industry 1.5 – 2.0%  In some localities and sectors the contribution rate is as high as 5%.  Where companies incur work injury costs in any year equal to half their premium, they are moved to a higher risk category.

Maternity insurance is also levied on employers only at a rate of 0.5% of payroll.  In addition to these social insurance costs, there is another important levy for public housing fund which is levied at the rate of 6-7% of employer and an equal amount of employee salaries and which are used to provide subsidized loans to first time house buyers.  These funds are not administered by social insurance but by special municipal housing funds.  However the impact is that for firms paying all levies, the total of employer and employee contributions is in excess of 50% of payroll.

Crucially the payroll assessment base may be different depending on the insurance and the locality. The main variants seem to be:

i) the total individual monthly wage for each employee with a minimum of 60% of the average locality wage and a maximum of 300% of the locality wage  
ii) the total monthly actual wage after tax
iii) the average wage for on-post employees in the previous year 
iv) the average locality salary for the previous year 

Annex 3 provides several examples of variation for Shenzhen Municipality
Variant iv) is often used for calculation of medical insurance contributions where collection is done by the agency itself and avoids the need for more complicated assessment (requiring the use of a per annum determined figure multiplied by the number of personnel and the rate of contribution). For the same reason average salary is also often used for the calculation of contributions of the self employed, landless farmers and other groups to special voluntary schemes.

The Social Insurance system is in receipt of large and growing subsidies, approximately 110 billion RMB, mainly focused for the moment on the old age insurance scheme because of adverse demographic circumstances, the need to maintain the level of pension benefit in relation to the growth in average earnings, and to restrict the differences between pension levels between provinces.  The system of subsidy is not transparent – there are no publicly available figures on the breakdown of subsidy allocation and no publicly available report on the principles underpinning allocation.  The subsidy system is intended to fill the gap between revenues and expenditures based on a medium term perspective.  It is however likely that the subsidies are not derived from any precise formula and also may be subject to manipulation in the context of under-declarations of revenue by sub-national governments.  Central government subsidies appear to be focused on the main enterprise scheme, with local governments expected to fund deficits on the scheme for public institutions  

iii)
Contribution Collection

Nowhere is the fragmentation of China’s social insurance system more obvious than in the arrangements for contribution collection which in fact involves 3 related processes of assessment, collection, and enforcement.  The responsibility for contribution collection is split between social insurance agencies and the State Administration of Taxation (SAT).  14 out of 31 provinces use social insurance agencies to collect contributions, which represents approximately 57% of SI contribution.  The remaining provinces employ the tax authorities although the degree to which they are used in the collection process is often partial.  Annex 4 provides details of contribution rates and collection arrangements in 17 selected Chinese Cities

For example only 3 provinces, Anhui, Ningxia and Guangdong
, and 2 special cities Xiamen and Ningbo rely solely on the tax authorities for collection.  In particular even where the tax administration is involved, SIAs are still used to collect premiums for special groups such as migrant workers and the self-employed, for non-employment related schemes such as the BMR, and in some municipalities (e.g. for Hebei province) for those schemes operated on municipal or county pooling basis.  On the other hand even where Social Insurance Agencies collect, they may sometimes make use of tax administration to collect certain insurances or from certain groups such as foreign invested joint venture enterprises or private enterprises in Hunan province where the greater enforcement power of the tax authorities is considered useful.

The relative theoretical advantages of using the tax authorities is well known – the use of a common definition of the payroll base, the use of a single computer database and the reduction of the administrative  burden on business through a single unified declaration, payment and audit procedure.  These advantages are significant in the industrialized economies where virtually all organizations and working persons are captured within both the tax and social insurance system, and the economies of avoiding duplication are significant.  However the balance of advantage and disadvantage is less clear cut in China.  As we have noted a significant proportion of social insurance is not payroll related so there is no clear advantage for the tax authorities except through ‘knowledge’ accumulation of collection and enforcement techniques and incentives. Indeed there is some possibility that combining social insurance with taxation collection may reduce the incentives to participate in SI especially for new small enterprises and the self employed.  Moreover the strong degree of organizational independence and the absence of a contractual culture (and associated money flows) between different government agencies to work on behalf of each other, may have significant implications for expanding the contribution base.  Expanding the base is likely to require significantly higher marginal costs for significantly lower value contributions from private enterprise and self- employed and the taxation authorities may prefer to prioritise greater compliance attention to large SOE and joint venture enterprises.

The debate between the pros and cons of tax versus SIA collection has not been informed by evidence based research.  Part of the reason for this is the absence of a clear cost accounting framework for administration expenditure.  This means that it would be difficult to identify true administrative costs of collection for each insurance scheme, even if accounting information was publicly available (which it is not).  This lack of a cost accounting framework is related to the policy of not charging administrative costs to funds.  If costs were chargeable to funds, it would incentivize the development of such an accounting framework and provided that the charges were properly audited, it would make cost and efficiency comparisons much easier.  Through comparative performance assessment it would also provide incentives to reduce costs.

Two other issues are also worth considering - the timing of collection and the use of invoicing vis-a-vis the use of self assessment procedures.  In terms of timing most social insurance assessments are prepared monthly (normally within the first 10 days of the month) and paid within the month (normally by the 25th).  However again for medical insurance in some poor areas where the payroll basis is last years’ average salary, payments may be made on a quarterly, half yearly or even annual basis according to the cash-flow situation.

On the question of invoicing and payment, most self –assessment systems are in their infancy although their use is growing particularly for larger enterprises in the best resourced localities.  In Shenzhen for example of approximately of 148,000 payments per month, 132,000 are made on line.  The remaining are mainly from individuals and small enterprises.  However in most localities the use of self assessment is still considered too risky.  The process for most enterprises is therefore to

1. Prepare the payroll record and assess the payable contribution

2. Visit one or more service halls (depending on the number of contributions that are assessed and collected separately) and have the contribution to be paid verified

3. Prepare an invoice for the amount to be collected to be sent to the enterprise or provided to the tax authorities

4. The enterprise pays the money either through electronic or internet based transfer or in person at the service hall where at least one bank used by the SI agency is located.

Clearly there is considerable scope for reducing the bureaucratic burden on business and improving the efficiency of collection through expansion of self assessment of electronic / internet based payments.  However this requires an understanding of the administrative costs and savings from moving to internet based self assessment and payment.  The experience from Europe is that less reliance on face to face business requires greater resources for anti-fraud and risk management controls as well as investments in IT.  The provision of incentives in terms of SI rebates may also be appropriate particularly for smaller businesses.  However evidence based assessment for policy options requires a proper understanding of full administrative costs and the implications of changes in business processes on these. 

iv)
Payments and Cash and Treasury Management
The coincidence of the evolution of social insurance with electronic banking has meant that virtually no payments are made by cheque in China.  By contrast European systems until the 1980s relied heavily on cheque payments as many workers did not have bank accounts and telegraphic transfer payments were expensive and difficult to arrange.  Cheque payments  represent a traditional source of fraud although SI agencies have moved nearly all payments to bank account transfers.  In this important area China has been able to avoid a significant problem.  Where people do not have bank accounts mainly in rural areas, payments are usually made to nominee accounts in large institutions with a broad based branch network notably the Agricultural Bank of China and China Post and these are drawn down by recipients on production of valid ID.  
Overall cash management represents a less satisfactory situation. Although the regulations require a three account structure which could be operated through a single bank, in practice some big authorities use at least two banks for collection and disbursement purpose often because of the need to have an extended branch network.  Some authorities with large surpluses also do this in order (so they claim) to mitigate risk.  For some county level authorities with very limited source of free funds, the real reason to maintain multiple accounts is likely to be the usefulness of securing credit lines with several banks.  While the money may not be used for any other purposes (although there are cases where this has happened), the presence of free balances in the name of the authority will increase credit worthiness   Many municipalities which own City banks use these to operate at least one insurance scheme, normally medical insurance which has the second highest level of surplus.  Since many of these banks have significant levels of non-performing loans, a supplementary objective of this operation may be to provide a useful injection of capital into their balance sheet.  There is also prima facie evidence to suggest these banks provide effective administrative subsidies (in terms of office, IT equipment and transport) to relieve the pressure on hard pressed administrative budgets. 
The result of these arrangements is that interest on balances is very low.  Partly this is because interest is traded for implicit administrative subsidies or additional credit worthiness and partly because multiple banking structures do not allow easy pooling of surplus funds.  The actual rate of interest earned on surplus balances is not disclosed but it is understood to have be less than 1% in 2006 and 2007 when bank rates were 3-4%..  MOF / MOHRSS regulations on financial management neither explicitly prescribe nor prevent the use of Single Treasury Account structures
The other aspect that is also important is that until the present time banking facilities have been largely ‘free’ of charge, except where payments are made through banks not used by social insurance.  However there is evidence particularly from the big 4 banks that bank services may no longer be free for social insurance and that transaction charges may be levied in the future.  This change is not systematic and practice may vary from locality to locality even among the big national banks.  However if bank charges are more widely introduced this will increase the pressure for a proper procurement process for social insurance banking services.  Discussion with various authorities even in the more sophisticated cities indicates that banking services have never been the subject of formal contractual arrangement for specific procurement; and there have been no central guidelines requiring this to happen.  
Section 3
 The Fiscal Control Framework
i)
Long and Medium Term Fiscal Planning

As with many parts of the financial planning system China’s fiscal planning arrangements are not transparent.   The National Development Reform Commission (NDRC) – Department of Economy - is the owner of macro-economic forecasting and has significant links with national and international universities to help develop large scale macro-economic models focusing on key drivers of growth and change.

The Ministry of Finance undertakes long term modeling with the assistance of its own research institute (IFRS).  As part of its support to the implementation of the Liaoning pilot reform programme, the World Bank adapted its standard PROST pension model which it used to construct a number of scenarios for policy reform.  This model is used by finance bureau and the MOF’s Actuarial Department to model the implicit actuarial deficit of the urban pension system., and training has been provided to a number of localities in order to use it.  According to the MOF Research and Actuarial Services Dept, the model has been used to generate actuarial reports in a number of localities including Chongqing Tianjin, Fujian and Liaoning provinces and the cities of Fuzhou (Fujian province), Wuhu and Huaibei (Anhui province), Guangzhou (Guangdong province), Xichang (Sichuan province) and Weihei (Shandng province).  However the MOF also admit that at the present time these reports have been one-offs and that there is no systematic reporting routine from these cities.
Prior to the adaptation and use of PROST, earlier modeling was based on tools developed by private insurance companies and the China Academy of Social Science (CASS).  An initial early estimate of the total liabilities of the urban enterprise pension system was derived from analysis of data in the City of Nanjing in 2001. 
In 2006 the Actuarial Department of the SIAC developed an actuarial model for use by provincial and municipal social security bureau. The model is not strictly an actuarial model since it does not discount assets and liabilities into present value terms.  However it does provide a structure for analyzing forecast costs and contribution revenues up to 2080 taking into account key dependent and independent variables such as demographic trends, the expansion of the contribution base including the absorption of migrants into the system, and levels of employment incomes (both for revenue and reference levels for setting benefits).  A supporting template for an Actuarial report, based on the results of the model has also been issued. According to information from the Ministry approximately 80% of Chinese provinces have produced an actuarial report although none of these reports have been made publicly available and data quality and consistency of assumptions are important issues that have constrained the quality of reports so far.

In terms of health expenditure, while there seems to have been significant work on the impact of population ageing on health care expenditures in China, this does not appear to have been replicated in the actual impact that may be felt on the medical insurance system.  Nevertheless the impact is likely to be at least if not more significant than for pensions.  For example a 2005 paper on out-of-pocket health expenditures noted that a woman in her 60s was more likely to face annual health expenditures 50 to 100% greater than in her 40s and this could climb up to 170% by the time she reached her 80s.  The Actuarial Department has developed a model for predicting health expenditure; however it uses crude average expenditures per case, which does not pick up the impact of the change in types of morbidity nor age related impacts.  The actuarial department is also looking to develop a model for work injury insurance but this has not yet been produced 

In terms of unemployment, the World Bank produced an Unemployment Simulation model (USIM) which has been piloted in 3 cities.  There is considerable scope to extend its use and promote local adaptation but at the present time, there appears to be a lack of resources and ownership to make wider use of the tool. It is likely that at the provincial level, a number of universities and research institutes are developing models for SI schemes but their integration with national initiatives appears to be weak.

Furthermore the institutional financial framework in which to integrate long term financial planning work is weak.  To date only 2 provinces – Shanghai and Jiangxi - have set up actuarial departments and the staff who have trained in actuarial modeling seem to be drawn from a variety of disciplines with no organizational home for actuarial work.  Second there is no clear planning budgeting or financial reporting framework, which the work of actuarial staff could link into (and indeed could be mandated to link into)
.  Third as noted previously senior government officials have so far very little understanding of the implications of the accumulation of large liabilities for pension and medical insurance schemes, and the absence of proper organizational remit with senior level reporting lines will not help this situation.  Finally actuarial training in government whether in finance or social security bureau is very limited and ad hoc, without a clear link to the achievement of professional standards and status. In any case government salaries would not be sufficient to attract and retain qualified staff.

ii)
Annual Budget Planning and Execution
Budget planning is likewise at an early stage of development, a situation which in part reflects the more general development of the public expenditure management framework.  As with actuarial modeling the principal cause of this is that social insurance schemes have until now been treated as off-budget.   Budgets have been prepared but only for discussion / agreement at senior management meetings and have not been submitted to local peoples congresses
.  Without high level oversight and given that most social insurance operates on a revolving fund basis with expenditure determined by entitlement rather than cash limit, budget planning has not been taken very seriously except for old age insurance where subsidy from the budget or upper levels is required. 
Since 2005 Guangdong province has prepared a consolidated SI budget for the statutory insurances for all municipalities on a trial basis, which has been submitted to the Provincial peoples congress.  The MOF have reported good results from the trial including better alignment of budget and actual collections and a more rigorous approach to following regulations. A similar experiment has also been in respect of the pension insurance scheme only in Fujian province.

There is growing political pressure from members of the National Peoples Congress (NPC) to include Social Insurance within the national budget framework presented to NPC in the March 2010 session.  Accordingly the MOF and MOHRSS are working on developing a budgetary framework including a process and timetable for consolidation..  This process will also be given a further impetus when the Social Insurance law becomes operational.  Article 65 of the draft law requires authorities to submit budgets to local peoples congresses and this should help to drive improvements in the coverage and presentation of budget plans. It also serves as an opportunity to include the main long term implications of actuarial analyses in the report, and this will highlight key issues of sustainability.

A second reason for the weakness of budget planning has been an over-concentration on the revenue side – identifying groups that could be targeted as new participants and the financial impact in terms of meeting break-even or small surplus targets.  Given that budgets are not treated seriously and are not used as control or accountability tools, there is a tendency to overstate contribution growth particularly if this may result in higher levels of subsidy.

A third deficiency is the absence of a proper cost accounting framework integrated in the financial ledger.  This is because the financial accounting system has been driven by the highly aggregated and summary nature of the reporting system, and also by the absence of a requirement to file proper accounts even on a cash basis with supporting notes..  As a result, there is very little financial data on which to develop budget forecasting information.  For unemployment and old age insurance the provision of a small number of fixed value benefits does not create significant issues.  However for medical insurance and the medical aspects of work injury insurance with widespread use of fee for service, payments to anywhere between 50 and 100 institutions and wide variations in medical treatment costs, the absence of a detailed cost centre analytical framework is a serious drawback.  Good data is often available from the medical insurance patient and billing systems (at municipal level that is) based on International Classification of Disease (ICD) categorization but translating this into usable financial information requires considerable manipulation and analysis.  Given that there has been no demand for detailed budget information and that the levels of staffing and proficiency in management accounting is low, it is not surprising that very little use has been made of it in developing more sophisticated expenditure budgets.
The use of case payment systems should make the creation of more detailed expenditure budgets for medical insurance easier.  However even where the case payment system is used it is often applied to only a minority of disease conditions; and even in those localities where it is generally used, it does not appear to have impacted on the derivation of budgets which are built up from a determination of available revenue.

Budgeting Algorithms

A key aspect to producing a good budget is the use of common and realistic assumptions and the use of standard calculation algorithms.  Discussions with staff suggest that there is no use of budget call circulars which would clearly set out assumptions and factors that would be explicitly presented as part of the changes in budget costs and revenues. Again the absence of a clear political authorization framework for budgets does not provide incentives for clearly identifying the financial impacts of different policy options particularly in regard to changing benefit levels.  This has particularly important implications for raising the pooling level because this may have significant cost implications win terms of unifying hitherto different benefit levels.

This area is likely to receive more attention in order to fulfill the requirements of the Social Insurance law.

iii)   Control and Supervision

The Organizational Structure

Fund supervision is the responsibility of a number of different agencies operating in 3 different branches
MOHRSS & SIAC Supervision

The relevant policy department is that of Fund Supervision (FSD), consisting of 14 staff looking after the supervision of social security funds (around 1 trillion RMB in balances) and enterprise annuities (approximately 200 billion RMB).  The staffing is extremely low for a system of its size, decentralized nature and relatively low level of financial control.  The role of the FSD is to produce policy regulations and guidelines on the supervision of the financial system as regards to the security of fund investment and management and therefore is the lead body on investment, anti-fraud and internal control issues for social security funds There has been some discussion of creating a regulatory commission along the lines of those for the financial sector, especially given its role in the supervision of the EA sector but this does not appear to have current policy support.

The Fund Supervision Department is replicated at each tier of government with local bureau FSDs responsible for translating national guidance into specific provincial / municipal regulations or guidance, monitoring fund returns from various agencies and dealing with policy related issues of fraud and abuse.  (The cases of actual abuse are usually handled by Discipline and Inspection Departments)   They also provide reporting of major incidents (frauds and abuses of 300,000 RMB) to the Ministry.

The Social Insurance Administration Centre overseeing the operational departments has a small Checking and Verification Department responsible for providing good practice guidance on risk management, internal control and anti-fraud.  Its work is linked to that of the FSD but its remit is more operational and is focused on benefit assessment and payment for the 4 mandatory insurances excluding UI within its purview.

At the local level most provinces and municipalities have set up similar departments sometimes as small departments within individual agencies or as single departments providing internal control across the different SI agencies (such as in Guangzhou and Tianjin).
MOF Internal Control

The MOF has an internal control department which is replicated at central level and as a department within finance bureau at the local government level.  Although its primary focus is on budget funds operated through finance bureau, it is also believed to have conducted a wider range of internal audit work on social insurance in the aftermath of the Shanghai scandal.  No public reports are available.

Audit Bureau

External audit like most Chinese government structures are replicated at each government tier down to county level.  Thus the Central National Audit Office is concerned with the audit of the funds of central government departments, ministries and SOEs affiliated to the Central Government.  Since social insurance is not run at the national level, the operational remit of the CNAO is limited even though in practice it is meant to provide supervision to the work of local bureau.

Local audit bureau are responsible for auditing the budget and non-budget funds of local governments. Their organization, financing and reporting procedure do not make them independent of the organizations they are reporting on and therefore are non-compliant with the Lima Principles for Government Supreme Audit Institutions.  
In the aftermath of the Shanghai scandal, the CNAO led a nationwide exercise to survey the incidence of fraud and abuse in local social security funds.  The report based on research conducted within a relatively short time frame identified significant levels of abuse in terms of number and absolute value, but the overall amounts were still statistically small in relation to overall levels of expenditure and revenue. Furthermore many incidents related to the period before 1999 when the main financial regulations were in place.  The exercise to have been repeated in 2007 but no subsequent reports have been issued.
Supervision Committees

In September 2002 MoHRSS issued guidance to local social security bureau to establish local fund supervision committees to monitor the use of social insurance funds.  Most local governments in most provinces followed the guidance although a number of provinces (e.g Gansu and Sichuan) had not established supervision committees by the time of the Shanghai Scandal 4 years later.  The guidance did not provide a clear operational remit for the committees and for many authorities compliance was largely formal with annual meetings, membership largely consisting of local government staff and relying on reports from local agencies, and with limited or no access to resources to commission independent research.  The focus in most cases, of the work of the Committees seems to be contribution compliance by enterprises.  
In a few localities, supervision committees are more active with a higher proportion of independent members and the support of their own Secretariat
.  However even these better supported supervision committees lack a clear role vis-vis the other supervisory agencies and the extent to which they have genuine independence of review and reporting is unclear.

The State of Internal Control Systems
Overall internal control is in its infancy both in the enterprise sector and in the government sector.  A survey of 126 of large and small listed Chinese companies conducted by international accounting firm Deloitte in May 2008 found that 84% of companies surveyed lacked a practical internal control framework and 57% said there was a lack of support and guidance from senior management.   In the public sector including social security the most obvious examples of weak or non existent controls has been spectacular incidence of fund misappropriation and larger evidence of fund misuse both of budget and non-budget funds.

In February 2007 the SIAC issued guidance on establishing a sound internal control system which incorporated elements of a sound internal control system.  It was not however fully compliant with the COSO framework which is recognized as international best practice and has been used as the model for the Basic standard on Enterprise Internal Control effective for all Chinese listed companies from July 2009.  Local provincial SIAC teams were meant to formulate their own guidance to suit local organizational structures and other factors.  According to interviews with SIAC staff, around 20 provinces produced a satisfactory or better standard of guidance, 9 provinces repeated the central guidance and 2 provinces did not produce any guidance.

Further guidance on an internal assessment framework for internal control issued at the end of 2008.  This divides internal control into two broad areas – for business and financial operations and then looks at a number of areas within each e.g payment authorization etc. It is not entirely clear how the framework is to be used.  However aside from the usual testing issues, it is unclear if or how the results from different agencies will be combined to provide an evaluation of internal control for all the locality’s agencies, nor how the internal assessment may be used as part of an external assessment.

In common with many aspects of social insurance across China, the standard of internal control varies significantly between different localities. In leading local governments such as those in parts of Guangdong province Tianjin Shanghai and other relatively wealthy areas with strong commitment to and use of IT, operational controls are strong and comparable with international best practice.  In Guangzhou for example 163 business processes have been documented, standardized and assessed for risk with levels of authorization and controls being made proportionate to the risks involved.  However strong internal controls over actual payment, collection and fund balance management may betray weaknesses in assessment procedures or overall cash management strategy which may lie outside the control of financial departments.

In other areas, much lower use of IT combined with small number of staff and inadequate separation of duties has produced weak control environments.  A lack of standardization in business process renders administrative systems vulnerable to fraud, as has reliance in many localities on locally developed IT solutions with minimal security features and back-up.  This potentially transfers significant power to both designers and administrators and a 2008 fraud case in Guizhou Province of local staff creating fake ID cards for the purpose of accessing individual training funds may be indicative of wider problems.  

The Ministry’s development of system standards under the Golden Insurance project may help to push forward the development of IT systems with better integrated controls.  The consolidation and emergence of large IT suppliers is likely in the longer term but as long as pooling is at a low level and while administrative costs have to be financed through local budgets, there will still be a bias to favour locally developed IT solutions.

Internal Fraud

There have been several spectacular cases of internal fraud of which the most prominent has been the so-called Shanghai Scandal which came to light in July 2006.  This and other scandals (See box)have highlighted major weaknesses in the governance of funds and have shown in particular how individual senior officials have been able to control and move large fund balances without independent high level authorization.  The treatment of social insurance funds as off-budget and the failure to enforce the three account system has played a role in these frauds.  A significant number of the frauds have also occurred in rural pension funds where the financial infrastructure and governance are particularly weak.
The misuse of social insurance funds is part of a wider phenomenon within public finances of weak internal controls, inadequate use of budgets as a planning and control and a lack of understanding and respect for the concept of separate funds.  Public officials at local government level often consider all funds to be fungible.  The management of the balance accounts by the Finance Bureau therefore cannot be considered a guarantee that funds will not be misused, since without dual control and oversight, these funds represent an important source for managing short-term cash flow issues.

Other key aspects of internal fraud have not yet been fully recognised.  As noted above the use of locally designed and built IT systems presents a considerable security risk.   Another key area for fraudulent behaviour is collusion between SI officials and outside organisations in contribution assessment and medical insurance claims, although actions taken by some authorities (such as the banning of visits by officials to enterprises in contribution reduction/ holiday negotiations in Shiyan Municipality Hubei Province) shows growing awareness of the danger of fraud. Similarly it is not clear to what extent that basic procedures such as vetting staff, ensuring adequate separation of duties, staff rotation, controlling password access and creating IT audit trails are carried out on a systematic basis by SI agencies particularly at the lower levels. Detailed figures for fraud and misappropriation by the Social Insurance sector are not available.  However for China as a whole investigations of public officials for corruption were only slightly lower in 2008 compared to 2003 (41,179 compared to 43,490) but the number of prosecutions was significantly higher 33,953 compared to 26,124
 reflecting a gradual move towards a stricter anti-fraud culture.    

Benefit Fraud

China is at a relatively early stage in the fight against benefit fraud, However it exists and is likely to grow significantly In 2006 SIAC reported an incidence of fraudulent claims with respect to pension of just under 2.5% of inspected claims involving recovered amounts of 30.7 million RMB.  Overall anti-fraud reporting lacks a statistical methodological approach and therefore the reliability of estimates is doubtful.

One major problem is that there is no legal definition of social security fraud and no national anti-fraud regulations. The draft Social Insurance Law refers to fraud and includes a penalty system, but does not actually define fraud.  Without a clear legal definition, it is hard to determine what might constitute fraudulent behaviour compared to official or customer error or the grey area (particularly in medical insurance) of “game playing”
.

In terms of specific insurance schemes, anecdotal evidence suggest that medical insurance is likely to provide the greatest source of fraudulent claims.  The numbers working in medical insurance administration is low and most lack both specialist knowledge and tools such as clinical guidance manuals which would allow them to detect and investigate exploitative charging. The low numbers in medical insurance administration often mean that initial quality checks on medical bills are performed by hospital staff themselves
.
Other areas of significant fraud are contribution under-declarations by enterprises, payments to deceased pensioners and unemployed clients who are still working for cash in the grey economy.

Overall the attitude to ant-fraud is not yet a one of zero tolerance, partly because for some poor people there is a recognition by staff that there exists no other source of benefit and partly because of a culture of respect for example towards seniors (which makes officials reluctant to fingerprint the elderly annually to provide life certificates for example); but most of all because of an inadequate legal and regulatory framework.
The fight against fraud is also hindered by the fact that the up-front additional administrative cost has to be borne by the taxpayer whereas any downstream benefit savings accrue to the insurance fund.  This raise the important question of the funding of administration costs.

iv)
Administration Costs

For a brief period between 1996 and 1999, localities were able to charge administrative costs to funds.  However this authority was withdrawn by the regulations that were introduced in 1999 and thereafter administrative costs have had to be borne by local tax-financed budgets.

Surveys by SIAC suggest that administration costs represent less than 1% of total fund revenue.  However as such surveys have not been made public their methodology is not open to review.  Administration costs are likely to be relatively lower as a percentage of fund expenditure than in comparison to Europe as the numbers of staff employed are much lower but a number of factors need to be considered
1)
The established on post employee allocation is much lower than the numbers actually employed as large numbers of contract employees have been taken in recent years to handle additional work

2)   The social security part of local personnel and social security bureau costs may not be particularly well captured because their related costs may be difficult to dis-aggregate from general bureau budgets

3)
Administrative services provided in kind such as cars, and computing facilities by local government authorities or institutions such as the City banks will not be captured and

4)
There are no charges for capital costs which are for example captured in some European countries.

Moreover there is no detailed performance information against which to judge the quality and timeliness of service compared to benchmarks set by the Ministry or referenced to other authorities.

Indeed it could be argued that one of the negative impacts of withdrawing charging has been to reduce the financial transparency of administration costs.  If administration costs had to be charged to funds and those costs properly allocated and audited, it would offer a more accurate picture of what the real costs are and how and why they differ from locality to locality / insurance to insurance.  

The reintroduction of charges still carries significant dangers given the weakness of the internal control system and the general lack of understanding of and respect for the fund concept.  However its re-introduction would have a number of positive benefits:

· Recreating the link between expansion of the system and funds available to finance it
· Offering positive incentives to invest in developing fund management systems by charging cost and crediting savings to the funds

· Solving the problem of sharing and recovering administration costs from participating localities as the pooling level is raised, which may be easier than sharing budget based costs

Moreover if China opts to refinance its pension individual accounts it will need to put in place much stronger systems of fiduciary management to deal with investment; and this will inevitably increase the administrative cost burden even if individual account management is retained as the responsibility of provincial and ‘super municipality’ level. It would be difficult to justify the extra costs which accrue only to the members of the scheme being supported by all taxpapers 
The reintroduction of charging does not mean that subsidies could not be paid from the general administration budget in order to maintain a reasonable level of costs charged to the funds.
4
Conclusions

China has made rapid advances in building its urban enterprise social insurance and starting to tackle the social security deficit by expanding coverage to non-wage employed urban and rural citizens.  There has been double digit growth in the number of participants in each of the 10 years since the adoption of the national framework for the 3 main urban insurances.  There has been a rapid expansion of the medical insurance system for urban residents since 2007 (with coverage between 80 and 90%) in most localities and in 2009 a gradual rollout of new style rural pensions will begin which is targeted to include 10% of rural counties by the end of 2009. Experience from the introduction iof the RCMS scheme suggests that there will be rapid expansion thereafter in terms of access though take-up may be dependent on the amount of contribution and level of subsidy  
Despite a number of scandals the social insurance system has played its part in maintaining China’s economic growth and providing mitigation of the worst impacts of poverty for many urban workers who retired or were made redundant from the State enterprise system in the 1990s.   It has also started particularly in the more affluent cities to provide much higher levels of benefit ensuring that the pensions of enterprise retirees are linked in an informal way to the growth in average earnings and targeting significantly lower levels of co-payment for inpatient hospital costs.  Although there is a lack of data on aspects of performance, such as the timeliness of claims processing and payment, generally benefits appear to be paid on time and in full in most localities especially for pensions.  For medical insurance claim processing reimbursement may take longer particularly for claims originating outside the participants home scheme but there do not appear to be widespread cases of non-reimbursement.
However going forward it is unlikely that the current funding system will be sufficient to maintain the financial sustainability of the system and that a new funding paradigm is required.  It is also unlikely that current financial management capacities are sufficient to manage further growth, ensure that surplus resources are properly invested or that the system can be effectively joined up in terms of accrual and transfer of entitlements.  The following two sections address six funding issues and 6 financial management issues on which urgent action is required..  The final two sections outline major issues in respect of funding policy and financial management

Funding Policy 
In terms of system funding there are six critical policy issues that the Government need to address.  The first of these is the sustainability of the pension and urban enterprise medical insurance systems given the rapid ageing trends and the current policy parameters.  Sin in her 2005 projections based on Liaoning Province estimations using the PROST model forecast pension contributions well above 30% of payroll to ensure fiscal stability. Since total social security contributions are already high as a percentage of payroll and may act as a deterrent to register workers in the system, increasing contributions beyond current levels is not realistic.  The implications of a no-change scenario is likely to prompt changes both in government subsidies and in contribution and retirement parameters.  A move to a 30 year contribution would seem to be essential and given that many college graduates are not entering salaried based employment till at least their mid 20s this would suggest also some change both in the retirement age (which may be gradual) as well as giving contribution credits for periods of unemployment.
Similarly both the rollout of new style rural pensions (which is intended to be piloted in up to 10% of Chinese counties this year) and the growth other special schemes for migrants and farmers who have lost land are likely to require considerable fiscal support if they are to provide an attractive level of benefit versus cost to low paid and irregularly employed workers. 

The situation with the BMI system for urban workers is particularly serious since health costs are likely to grow significantly with age but unlike in pensions in unpredictable ways.  The impact of urbanization on disease including industrial related diseases and lifestyle diseases such s smoking and diet may also increase costs significantly.  Thus it seems unsustainable for participation in the BMI scheme to continue to be free in the longer term and that at least as a start the government should consider levying contributions similar to those for retirees in the urban residents’ scheme for a much higher level of benefit.

The second major funding issue concerns the role of the individual pension and medical insurance account.  As noted earlier the individual account has been re-financed to different levels in 13 provinces but there is no clear policy on whether to extend the refinancing to all schemes and if so to what level.  The role of the individual medical insurance account is also unclear although some authorities are attempting to increase the flexibility of its use by allowing contributors to pay for outpatient services and to pay for household premiums to community health insurance and the urban residents’ scheme.  It is unlikely that the BMI individual account will be abolished but more access to use the funds in cost effective ways (e.g paying for outpatients) and for supporting family members will help create better use of the current surplus.  Consideration should also be given to abolishing the age-related uplifts to the individual account and using the saved contributions to target lower co-payments and / or raised ceilings for high cost treatment.

Third the process of increasing the pooling level through horizontal merger of schemes at the same tier of government and vertically through integration of one or more schemes within different tiers of government needs to be more comprehensively addressed.  Some progress has been made.  A number of municipalities (Zhuhai, Suzhou, Xiangtan) have or are ready in the process of merging RCMS and BMR schemes to strengthen solidarity and achieve economies of scale
. In addition there is some evidence of authorities (e.g. Suzhou) making contributions out of the enterprise scheme to support the urban residents scheme as part of developing convergence.  However in most areas a full scale merger between all schemes is unlikely without heavy subsidies and therefore is not likely in the near future. On pensions a number of municipalities are scrapping separate schemes and encouraging migrant workers to enter the mainstream urban pension scheme.  
With vertical pooling, there is a plan to have provincial level pooling for the urban pension scheme by the end of 2009; a number of provinces have already attained this situation including the three north east provinces as well as a number of provinces in western and central regions. However in most cases it will primarily mean that municipalities will continue to run pension schemes but coordinate benefit and contribution levels and earmark funds for cross-subsidization.  On medical insurance the target is less ambitious – to achieve municipal level pooling by end of 2012.  However this may be more difficult to achieve without significant subsidy given the differences in fiscal resources and benefit levels that exist within many urban catchment areas.  There is a movement to introduce coordination into the BMI scheme through the creation of adjustment funds at municipal and provincial level but the level of these adjustment funds may be too low to either provide genuine equalization of resources or adequate buffers against serious “extraordinary” events.  It is also not clear how these funds will assist the eventual integration of the system
The fourth area is the charging of administrative costs.  Bringing administrative costs above the line is critically important to ensure that the resources to fund administration are flexed in line with the growth of the system and the need to provide more uniform and higher standards of management. It will also assist, through making costs more transparent, the comparison of costs and performance and create an impetus to the development of a performance management framework.

The fifth funding issue concerns the role of the National Social Security Fund (NSSF) in financing the future liabilities of the system.  While it seems that the NSSF despite its nomenclature is in fact a pension reserve its role in respect of meeting specific liabilities is not specified.  For example it could be used to help meet the financing of individual accounts or the deficits on social pools on an “as needed” basis.  At the present time, the lack of clear time-bound objectives means that it cannot have a funding and investment strategy to meet likely liabilities. 
The final related issue linked to the individual account is whether and to what extent the system should be funded and whether the funding should be primarily defensive aimed at smoothing the financial burden with respect to individual contributors and taxpayers; or whether it should be more aggressive aimed at developing significantly greater accrual at the same time as tolerating a higher risk .If it is to be the latter, there needs to be both a widening of permissible investment channels and a build up in fund management investment capacity.  Thus funding strategy also has its bearing on financial management strategy.

Financial Management Strategy

Bearing in mind significant differences between better resourced and poorly resourced localities, there is significant scope for significant enhancement of financial management related skills across the social insurance system particularly in the areas of budget planning, treasury management and internal control. This also needs to be accompanied by an increase in staff numbers targeted in particular at those areas, although the need for much larger numbers of finance staff in total may be tempered by better redeployment arising from the merging of schemes and raising of the vertical pooling level.   Better use of IT systems may also impact favourably on staff workload.

Accompanying a general up-skilling of the financial management cadre, attention needs to be given to six operational areas where improvements need to be made.   

First the status and role of fund budgets (and their subsequent review and amendment) need to be raised so it becomes the first point of control in the system.  Article 65 of the draft Social Insurance law incorporates the requirement that fund budgets should be presented for approval to local peoples congresses which together with central level guidance should set the expectation for greater staff and management attention to the budget process.  This will create some impetus to improve the quality of medium and long term forecasting, and this should in turn provide impetus to develop new tools especially for medical insurance and improve tools already available (such as the pensions long term and medium term projection models and the Unemployment Simulation model.  The filing of annual actuarial reports could for example be created as a condition for annual subsidy disbursement

Second there needs to be some attempt to identify standard work processes on both collection and benefit delivery.  These can serve as templates to be adopted in terms of the design of future software and they can also serve as the basis for starting to set performance standards for business process rather than just central planning type targets on coverage extension.  Significant work appears to have been undertaken in the aftermath of the “Shanghai Scandal” in various localities on business process
.  The Centre needs to bring this together at a national level to reflect best practice.

Third standardization of work processes should also enable the development of staffing norms that will enable SI Agencies to negotiate for the creation of dynamic work based rather than purely function driven staffing norms; and for the creation of management accounting models that will enable workload variation to be reflected through cost drivers in operating cost budgets.  This will provide a factual evidence based justification for the charging of administration costs refered to above
Fourth operating software needs to be fitted to standard work practices rather than the other way around (as at present).  Using IT built around standard processes will help to drive greater uniformity across the system and enable more efficiency savings from automation to be realized.  MOHRSS therefore should more actively promote the use of their approved suppliers, delivering systems meeting standards laid down under the Golden Insurance Project  

Fifth software needs to be designed to be able to measure service delivery performance.  This requires some forward thinking on the part of MOHRSS and SIAC on what they wish to monitor and what sort of indicators they can use.  There is rich practical experience from European countries to be used as a guide for this work

Sixth and finally, there needs to be some .consolidation of bank accounts with a view to improving short term cash management.  This should be linked to moving towards some form of centralized banking arrangements across the different social security agencies, with a number of sub-accounts linked to main clearing accounts
 This will enable the generation of overall balances available for investment or requiring borrowing and will avoid the need to borrow when other funds are available.  This of course requires taking the view that social insurance comprises a single system rather than 5 different schemes.  This may then pave the way for allowing more varied channels for investment of longer term structural surpluses.
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Annex 1  Administrative Structures

Central Ministry Level

	Ministry of Human Resources and social Security  21 Departments
	Social Insurance Fund Administration Centre (15 Divisions)

	General Office
	General Office

	Policy study
	Comprehensive Planning

	Planning and Finance
	Research and Survey

	Employment Promotion
	System, building

	Human Resources
	Urban Pension

	Career Development
	Medical insurance

	Migrant Workers
	Work Injury Insurance

	Labour Relations 
	Fund management

	Wages and Welfare
	Information

	Pension Insurance
	Checking and Verification

	Unemployment Insurancencer
	Actuarial Science

	Medical Insurance
	Socialized Services

	Work Injury
	Personnel

	Rural Pension Insurance
	Journal Press

	Fund Supervision
	Website Maintenance

	Mediation and Arbitration 
	

	Labour Inspection
	

	International Cooperation
	

	Personnel
	

	Administration and Miscellaneous Affairs
	

	Training and Supervision
	


Suzhou Municipality 

	Human Resource and Social Security Bureau (Policy)  14 Divisions
	Social Insurance Fund Administration Centre

	General Office
	General Office

	Policy and Regulation
	Integrated Business Process 

	Information Management
	Information Management

	Accouting and Fund Supervision
	Accounting and statistics 

	Labour Relations
	Medical Insurance Compensation

	Employment and unemployment insurance
	Medical Insurance Verification

	Occupational Training
	Medical Insurance for Children/ Adolescents

	Labour Disputes and Arbitration
	Urban residents medical Insurance for non-employed adults and seniors

	Pension Insurance
	Work Injury and Maternity

	Medical insurance
	Fund payment

	Work Injury Insurancer
	Benefits Package Approval and Auditing

	Rural Social Insurance
	Rural Social Insurance

	Organization and Human Resources
	Self-employed Social Insurance

	Inspection and Monitoring
	Insurance Card Management

	
	Socialised Services

	
	Medical Assistance


Annex 2: Expenditure, Revenues and Balances for the 5 Mandatory Employment Based Social Security Schemes 1998-2007
	Year

　
	Total

　
	Basic

Pension

Insurance
	Unemployment

Insurance

　
	Medical

Insurance

　
	Work

Injury

Insurance
	Maternity

Insurance

　

	Revenue
	　

	1998
	1623.1
	1459.0
	72.6
	60.6
	21.2
	9.8

	1999
	2211.8
	1965.1
	125.2
	89.9
	20.9
	10.7

	2000
	2644.5
	2278.1
	160.4
	170.0
	24.8
	11.2


	2001
	3101.9
	2489.0
	187.3
	383.6
	28.3
	13.7

	2002
	4048.7
	3171.5
	215.6
	607.8
	32.0
	21.8

	2003
	4882.9
	3680.0
	249.5
	890.0
	37.6
	25.8

	2004
	5780.3
	4258.4
	291.0
	1140.5
	58.3
	32.1

	2005
	6968.6
	5093.3
	333.0
	1405.3
	93.0
	44.0

	2006
	8643.2
	6309.8
	402.4
	1747.1
	121.8
	62.1

	2007
	10812.3
	7834.2
	471.7
	2257.2
	165.6
	83.6

	% growth  in period　
	666 %
	537 %　
	650 %　
	3725 %　
	783 %　
	857 %　

	Expenses
	　

	1998
	1636.9
	1511.6
	56.1
	53.3
	9.0
	6.8

	1999
	2108.1
	1924.9
	91.6
	69.1
	15.4
	7.1

	2000
	2385.6
	2115.5
	123.4
	124.5
	13.8
	8.3

	2001
	2748.0
	2321.3
	156.6
	244.1
	16.5
	9.6

	2002
	3471.5
	2842.9
	186.6
	409.4
	19.9
	12.8

	2003
	4016.4
	3122.1
	199.8
	653.9
	27.1
	13.5

	2004
	4627.4
	3502.1
	211.0
	862.2
	33.3
	18.8

	2005
	5401.0
	4040.3
	207.0
	1078.7
	48.0
	27.0

	2006
	6477.4
	4896.7
	198.0
	1276.7
	68.5
	37.5

	2007
	7877.6
	5964.9
	217.6
	1561.8
	87.9
	55.6

	% growth  in period　
	482 %
	395 %　
	388 %　
	2936 %　
	972 %　
	812 %　

	Balance at the Year End
	

	1998
	791.1
	587.8
	133.4
	20.0
	39.5
	10.3

	1999
	1009.8
	733.5
	159.9
	57.6
	44.9
	13.9

	2000
	1327.5
	947.1
	195.9
	109.8
	57.9
	16.8

	2001
	1622.8
	1054.1
	226.2
	253.0
	68.9
	20.6

	2002
	2423.4
	1608.0
	253.8
	450.7
	81.1
	29.7

	2003
	3313.8
	2206.5
	303.5
	670.6
	91.2
	42.0

	2004
	4493.4
	2975.0
	386.0
	957.9
	118.6
	55.9

	2005
	6066.1
	4041.0
	511.0
	1278.1
	164.0
	72.0

	2006
	8255.9
	5488.9
	724.8
	1752.4
	192.9
	96.9

	2007
	11236.6
	7391.4
	979.1
	2476.9
	262.6
	126.6

	% growth  in period
	1420 %
	1257%　
	732%　
	12386%　
	664 %　
	1228%　


Annex 3  Example of Contribution Basis For SI Funds (Shenzhen Municipality)
	Hu Kou status
	Insurance type
	Contribution rate
	Contribution allocation
	Wage for contribution calculation

	
	
	Total
	Among which
	Pool
	IA
	

	
	
	
	Employer
	Employee
	
	
	

	Employee with Hokou
	Basic pension plus local supplement pension
	19%
	11%
	8%
	11%
	8%
	Total monthly wage as the base number for contribution. Ceiling:300%

Min. 60%

	
	Basic MI plus local supplement MI
	8.5%
	6.5%
	2%
	＜35:3.8% to IA

35～45: 4.4% to IA

＞45: 5% to IA
	

	
	Maternity 
	0.5%
	0.5%
	
	0.5%
	
	

	
	Pool fund for Housing
	13%
	13%
	
	
	13%
	Actual wage

	Employee without Hukou
	Basic Pension
	18%
	10%
	8%
	10%
	8%
	Total monthly wage as the base number for contribution. Ceiling:300%

Min. 60%

	
	MI (choose one from the three)
	Basic plus local supple.
	8.5%
	6.5%
	2%
	＜35: 3.8% to IA

35～45: 4.4% to IA

＞45:  5% to IA
	Same as the Hukou holding employee for their pension contribution

	
	
	Hospitalization plus local supple.
	1%
	1%
	
	1%
	
	Average wage of on-post employees for previous year 

	
	
	Health care for hourly-paid workers
	12yuan
	8yuan
	4yuan
	All Allocated  to pool
	

	UI
	1%* employee number*40% (pay by employer)
	
	Average wage of on-post employees for previous year 

	WI
	Three levels (0.5%, 1%, 1.5%)

(pay by employer)
	
	Total monthly wages of total employees


Annex 4  Average Wages, Rates of Contribution and Collection Agency (Selected Chinese Cities)
	No.
	City (Province)
	Year
	Average wage of the employmees in 2007
	Contribution Rate- Old Age Insurance
	Contribution Rate - Basic Medical insurance
	Contribution Rate- Unemployment insurance
	Contribution Rate - Maternity insurance
	Contribution Rate - Work Injury insurance
	Collection Agency

	
	
	
	   (yuan)
	Unit
	Individual
	Unit
	Individual
	Unit
	Individual
	Unit
	Unit
	

	1
	Beijing
	2008
	46507
	20%
	8%
	10%
	2%
	1.50%
	0.50%
	0.80%
	low risk (LR) industry:0.5%；     intermediate risk (IR) industry: 1%；    high risk (HR) industry 2%  
	Social Security Agency

	2
	Shanghai  
	2008
	49310
	22%
	8%
	12%
	2%
	2%
	1%
	0.50%
	0.50%
	Social Security Agency

	3
	Chongqing 
	2008
	23098
	20%
	8%
	7.50%
	2%
	2%
	1%
	0.60%
	LR:0.6%    IR: 1.2%        HR 2%  
	Local tax Bureau

	4
	Chengdu (Sichuan) 
	2008
	　
	20%
	8%
	7.50%
	2%
	2%
	1%
	0.60%
	LR:0.6%；     IR: 1.2%；    HR 2%  
	Social Security Agency

	5
	Jinan (Shandong)
	2008
	22844 in  Prov.
	20%
	8%
	8%
	2%
	2%
	1%
	0.80%
	LR:0.5%；     IR: 1.0%；    HR 1.6%  
	Social Security Agency

	6
	Qingdao (Shandong)
	2008
	22844 in Provice;21419 in Qingdao; 1784.92 per month
	12%
	8%
	9%
	2%
	2%
	1%
	0.90%
	LR:0.5%；     IR: 1.0%；    HR 1.6%  
	Social Security Agency

	7
	Yantai (Shandong) 
	2008
	22844 Provice
	20%
	8%
	7%
	2%
	2%
	1%
	1%
	LR:0.6%；     IR: 1.1%；    HR 2%  
	Social Security Agency

	8
	Weihai   (Shandong)
	2008
	22844 Provice
	18%
	8%
	8%
	2%
	2%
	1%
	1%
	0.5%--2%
	Social Security Agency

	9
	Changsha  (Hunan)
	2008
	27968 for year;2330.67 per month
	20%
	8%
	8%
	2%
	2%
	1%
	0.70%
	LR:0.5%；     IR: 1.0%；    HR 2%  
	Social Security Agency

	10
	Xiangtan  (Hunan)
	2008
	21534
	20%
	8%
	6%
	2%
	2%
	1%
	0.50%
	LR:0.5%；     IR: 1.0%；    HR 2%  
	Social Security Agency

	11
	Changchun (Jilin)
	2008
	2016 per month;deducile line 650
	21%
	8%
	7%
	2%
	2%
	1%
	0.70%
	LR:0.5%；     IR: 1.5%；    HR 2%  
	Social Security Agency

	12
	Jilin (Jilin)
	2008
	20513 Jilin Prov.
	20%
	8%
	6%
	2%
	2%
	1%
	0.70%
	LR:0.5%；     IR: 1.5%；    HR 2%  
	Social Security Agency

	13
	Lanzhou   (Gansu)
	2008
	1749 per month
	20%
	8%
	6%
	2%
	2%
	1%
	1%
	0.5%-2%
	Local tax Bureau

	14
	Dalian  (Liaoning)
	2008
	2353 per month
	19%
	8%
	8%
	2%
	2%
	1%
	0.50%
	0.5%-2%
	Local tax Bureau

	15
	Wuxi  (Jiangsu)
	2008
	2864 per month
	20%
	8%
	8%
	2%
	2%
	1%
	0.90%
	LR:0.3%；     IR: 0.6%；    HR 1.2%  
	Local tax Bureau

	16
	Nanjing  (Jiangsu)
	2008
	27374 Prov.
	21%
	8%
	9%
	2%
	2%
	1%
	0.80%
	LR:0.5%；     IR: 0.8%；    HR 1.2%  
	Local tax Bureau

	17
	Guangzhou  (Guangdong)
	2008
	29443 Prov.;40187 for urban unit employees in Guangzhou
	20% for state owned enterprises； 12% for private enterprises
	8%
	8%
	2%
	2%
	1%
	0.85%
	LR:0.5%；     IR: 1.0%；    HR 1.5%  
	Local tax Bureau


High Profile Internal Frauds


The Shanghai scandal involved the fraudulent investment of surplus funds in large infrastructure projects including it is rumoured the Formula 1 Motor Racing Circuit.  A number of officials received commissions for syndicating the loans.  The source of the funds was unclear since the social pool fund for pension was not believed to have a significant surplus.  It has been rumoured that surplus funds were creating by pressurizing large enterprises to make SI contributions above the 300% ceiling on average earnings.  The scandal led to the subsequent trial and conviction of the Director General of the Shanghai LSSB and the CPC General Secretary for Shanghai and Politbureau member Mr Chen Liangyu as well as a number of other officials and businessmen. 


The scandal had shades of earlier scandals which came to light at the same time.  For example in 2004 the Director and Deputy Director General of Hebei Provincial LSSB invested around 80 million RMB in shares and government bonds through a Securities firm for which they received a commission of 900000 RMB..  The securities firm subsequently was investigated by the China Securities Regulatory Commission for improper management of client assets and collapsed leaving an irrecoverable debt of 40 million RMB.  A similar fraud involving Beijing LSSB and a Securities firm “Dapeng Securities” occurred in 2002 with the loss of 230 million RMB.  Similarly the Director General of the Medical Insurance Centre Shizuishan Municipality in Ningxia Province in 2004 used medical insurance fund balances to guarantee bank lending by his brother the Chairman of the Ningxia Coal Mining Company with a loss of 30 million RMB..








� However it is worth noting that in Western European countries (with the exception of Britain) a substantial proportion of the population was still working in farming when the main framework of the social security system was put in place after the Second World War. For the 9 countries of the European Economic Community in 1958 the proportion of the population working in farming was 18.7% in 1958 compared to 2.7% in 2007.  Only in the UK was the percentage less than 10% (4.4%) wheras today none of the 9 has a proportion exceeding 6%


� Household consumption represented 69% of GDP in 1952.  By the mid 1990s it was around 46% and 38% in 2005  By contrast, household consumption in the United States represented 72% of GDP in 2007


� These are the cities of Qingdao in Shandong, Dalian in Liaoning, Xiamen in Fujian, Shenzhen in Guangdong and Ningbo in Zhejiang Province.


� Figures provided to EUCSS Project Team by municipalities in June 20098


� The Government subsidies are 80 RB per annum against a 20 RMB household contribution for the RCMS. The Government contribution is paid by different levels with the Central Government meeting most or all of the cost for the poorer western areas.  The level of Government subsidy for the BMR varies but to give one example from Xiangxiang County in Hunan Province, Government subsidies range from 80 RMB for children under 18 to 160 RMB for the elderly over 60 (against individual contributions of 20 and 160 RMB respectively)


� State Council [2009 Nr. 32] Guiding opinion on piloting new rural pension scheme 


� HYPERLINK "http://www.gov.cn/zwgk/2009-09/04/content_1409216.htm" \o "http://www.gov.cn/zwgk/2009-09/04/content_1409216.htm" �http://www.gov.cn/zwgk/2009-09/04/content_1409216.htm� 





� Following the State Council Notice of Establishing The Rural Allowance system Across the Country”  Presentation by Mr Wang Zhikun on Subsistence Allowance System in Rural China January 2008 “ CAPG Component 2 Theme 2 on International conference on deepening Economic System Reform to promote balanced Urban and Rural Development”


� Ministry of Civil Affairs monthly bulletin of Statistics July 2009


� The two Ministries were originally a unified Ministry but bi-furcated in 1998.


� The EUCSS Project is based in one of these the Social Security Capacity Building Centre (SSCBC) 


� There is however some indication from the 2008 financial figures that local governments attempts to control surplus accumulation and improve the benefits package may overall have eliminated a surplus for the year and with further benefit packages and contribution levy cuts introduced in 2009, the surplus may in the medium term be sharply cut back





� Total outstanding foreign loans at the end of 2007 were 373 .6 billion USD about 10% of GDP and less than half China’s Government holdings of Us Treasury Bonds.


� The figure may be slightly overstated if the revenue figures contain subsidy and by the fact that the interest calculation treats all revenues as having been received at the styart of the fiscal year.  However the estimates provide a general idea of the size of the funding required for consolidation


� Government debt issuance primarily short term debt was 6.922 trillion Y in 2005, so financing consolidation over say 4 years would increase Government debt issuance by 20-25% per annum


� This is the UN definition for an ‘ageing society’.


� Shenzhen in Guangdong Province has special city status and uses a specialist SIA. The full implementation of SI collection by SAT only started in July 2009.


� Social Insurance schemes require actuarial reviews every 5 years and most occupational schemes at three year intervals (with an actuarial update every year)


� The budgets appear to be prepared and submitted together with the actual accounts of the previous financial year, after the meeting of the People’s Congresses.


� For example the Zhuhai Municipality Supervision Committee meets three times a year and has a majority of independent members including the Chairman.  It focuses on a wider range of issues including budgetary ones and has its own Secretariat.   


� Statistics from the Supreme Peoples Procurate (2008)


� Charging for drugs treatment and equipment which may be within the scope of reimbursement for a particular condition but may not be necessary for a particular patient


� For example Shenzhen Fund Management Centre was reported as having punished 89 medical institutions for malpractice exposing more than 10 million RMB of overcharging. In the most serious case a clinic charged 15 times the normal price of medicine. “Clinc Checks defended after criticism” China Daily 17/11/2009


� This is explicitly allowed for in the draft Social Insurance Law Article 24


� For example the EUCSS project is supporting Hunan province in its work to standardize business processes for the pension system


� Known commonly as Single Treasury Account (STA) Arrangements 
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