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I. Executive Summary
1. Challenges from the financial market

APEC economies face ageing related financial market challenges. In addition to ongoing efforts to deepen the financial market, APEC economies need to develop ageing related financial market products to address these challenges. The diverse economies in APEC call for greater harmonization and cooperation in the development of ageing related financial instruments cross-border transactions/investment, regulatory framework and incentives. Governance and transparency of ageing related financial entities and regulatory bodies need to be addressed. Greater political awareness on ageing related issues including consumer education and protection is considered important.

2. Policy points for discussion:
· Need to encourage a variety of ageing related financial products

· Consider harmonizing and greater cooperation in ageing related financial market development; ensure clear and consistent framework and incentives

· Consider pension funds reforms, including generosity of benefits, retirement age, and facilitating private scheme

· Strengthening governance and management of ageing related financial entities and regulatory bodies
  

· Enhancing ageing related communication and promoting consumer education in financial planning

II. Background

At the 13th APEC Finance Ministers’ Meeting in September 2006 Hanoi, Vietnam Ministers acknowledged the importance of carrying out a project to explore the issues of ageing in the APEC region and derive policy considerations. Ministers stated their commitment to address the challenges and seize opportunities as population age, and welcomed Korea’s proposal to continue the study on this issue based on the expert group’s work done in the previous year. A core group composed of member economies from China, Korea, Chinese Taipei, Thailand, the United States, ABAC, and the IMF was launched at the end of 2006. The three-year initiative (2007-09) is divided into two primary subjects: "Financial Markets and Ageing" and "Public Finance and Others in Ageing." 

III. Progress

1. 1st , 2nd, and 3rd Core Group Meetings 

The first meeting was held on March 29–30, 2007, in Seoul, Korea. During the first meeting, experts and government officials from five member economies submitted their project proposals. Through roundtable discussions and review sessions, experts discussed their projects within the group and received valuable comments and inputs for further development of their projects. 

The second core group meeting was held on June 21–22, 2007, on Jeju Island, Korea. All member economies except for Thailand and the United States in the core group participated in this meeting to further develop their projects. 

The third core group meeting was held on October 19 in Shanghai, China, under the main theme for 2007–2008, “Financial Markets and Ageing”, co-sponsored by the Ministry of Strategy and Finance, Korea, Korea Institute for International Economic Policy (KIEP), MOF, China, and AFDC. All members of the core group except for the United States attended the meeting. The meeting was a time to review the developments of the case studies prepared by each core group member economy.

2. APEC-IMF High Level Seminar 

As the final step of the core group meetings, APEC co-hosted a high-level seminar with the IMF. The seminar was divided into seven sessions including an opening and concluding session led by seven speakers and two moderators: “Worldwide Issues on Ageing and Financial Markets,” “Safeguarding Our Nation’s Egg,” “China’s Ageing Security System and Pension System Reform,” and “Population Ageing and Financial Markets in Korea.” In the first part of the seminar, general issues regarding ageing and financial markets were discussed amongst representatives of APEC, IMF, and the OECD. In the second part, member economies, including China, Korea, and Thailand, presented their case studies. The seminar was not only successful in examining the ageing issue within the APEC region, but also in deriving policy considerations. Although Chinese Taipei and ABAC were not able to participate in this last seminar, their contributions will be included in the compendium presented to our Finance Ministers in November 2008, at the APEC Finance Ministers’ Meeting.

2.1 Outcome of the meeting

Session 1 “Worldwide Issues on Ageing and Financial Markets”

Presentation by the IMF 

Building on cross country experience, the IMF reviewed key roles of various sectors and institutions, as well as financial innovation, in helping countries to manage ageing-related risks. While the macroeconomic challenges associated with ageing have already been much analyzed, the financial market implications are more complex and uncertain. The risks involved relate not only to overall savings levels, but also to long-term market risks, such as interest rates, inflation, credit and operational risks. Importantly, uncertainties affecting future longevity and health care costs also introduce major challenges in managing ageing-related liabilities. While it is unclear what impact ageing will have on prices across asset classes, the development of capital markets can help to better share and manage the above ageing-related risks across sectors. Three possible and complementary approaches may be considered in this regard, depending on each country’s circumstances: using the government’s own balance sheet, facilitating the management of these risks by financial institutions, and/or tapping into households to manage or absorb the risks. In many countries, the public sector has (often implicitly) assumed large ageing-related long-term liabilities through pension and health care provision, which will generate increasing fiscal pressures. While such public exposures need to be managed and generally better accounted for, governments may take new roles through targeted, cost-efficient, and possibly temporary interventions to provide solutions where private markets may be unable to. In parallel, pension funds and insurance companies, which have become the largest investor classes in many countries, need to be in a position to better manage ageing-related liabilities, as illustrated by the recent difficulties in the pension fund industry. The further development of financial instruments and markets, including long-term and inflation-linked bond markets or, more hypothetically, longevity bond markets, is needed to support stronger risk management by these institutions. Finally, while households increasingly need to manage themselves the above long-term risks, their ability to do so is generally limited. This raises the need for further efforts to provide households with greater financial education, better financial advice, and retail products that enable them to more easily diversify and improve their long-term savings and investment strategies. For all of the above approaches, financial innovation and techniques to manage and transfer ageing-related risks (e.g., such as developed in the banking sector) can be encouraged, and several areas for policy action can be identified in this regard. For example, the availability of sufficiently reliable and granular data (e.g., on longevity and mortality tables), and clear and consistent regulatory frameworks and incentives, have the potential to allow for significant improvements in the measurement and management of long-term ageing-related risks in all sectors. 

Presentation by the OECD 

Pressing issues regarding retirement financing are the availability of suitable instruments to cover the payout phase. Although life insurance companies seem adequate in providing deferred annuities, they are reluctant to provide such services due to considerable mismatch between the asset and the liability sides of the balance sheets, which exposes them to longevity, inflation and interest rate risks. To allow financial intermediaries to offer annuities, suitable instruments to hedge these risks must be available. One would think that hedging interest rate risk is relatively straightforward, but upon closer inspection, it turns out that this is not the case.

There is growing consensus that assets-liability matching by pension funds implies a shift of assets allocations away from stocks and into bonds, especially to government bonds, but there are limitations in the supply of suitable investments for financial institutions that have (long-duration) liabilities. Suitable investments would appear to be in particular long-term and ultra-long-term government bonds, given their limited credit risk and long duration. But it seems that there is considerable scarcity for government bonds. For example, it turns out that under a set of not unreasonable assumptions regarding investment demand for government bonds motivated by attempts to generate future regular payment streams to finance retirement incomes, such demand would exceed supply exceeds the supply by three times in the case of bonds with maturities of between 10 and 15 years. So, should the government take any actions regarding this issue? So far, debt managers have not supported this proposal and also, OECD members felt that private-market-based solutions should and will emerge. Private-market solutions to address pension-related interest rate risk are indeed emerging, but they also raise new issues. One of them is that many solutions imply that part of the interest rate risk is transformed into counterparty credit risk. One question is to what extent is credit risk exposure acceptable for institutions providing retirement financing? Ensuring a high degree of pension benefit security is a major policy goal; however, credit risk would seem to be inappropriate for financial institutions designed to ensure a high degree of benefit security. Another question is whether or not government should take any actions in providing investment solutions that would be consistent with the current mandates of government debt managers. There was no support among debt managers when OECD’s Working Party began to discuss this question in 2006, as such a strategy would not be within their normal mandates. But, the issue remains relevant, and the question is whether these mandates are sufficiently general to allow governments to address the risks related to pension income adequacy. In this context, there are policy proposal to use soft compulsion to encourage or, perhaps, even to mandate deferred annuitisation of parts of household retirement wealth. Such proposals would appear to require that suitable financial instruments are available so that annuity providers would be able to hedge at least some of the interest rate risks over long horizons.  

Presentation by APEC 

Population ageing is a global phenomenon and Asia is no exception. The disparity in the stage of development of the member economies of APEC makes it useful to divide the region into five groups according to per capita income before putting the issue of ageing into perspective. Emerging Asia (consisting of China, Thailand, Philippines, Malaysia and Indonesia), especially, is witnessing a dramatic demographic change. The existing social arrangements in Emerging Asia are a mix of defined benefit and defined contribution plans (such as provident funds) for civil servants and the organized sector workforce. These funds are often invested in government securities with low returns. Easy withdrawal rules translate into low terminal balances. 

These countries also have substantial unorganized sectors, which are largely uncovered by formal social security. Fiscal stress emanating from the present schemes makes it difficult to extend similar provisions to the unorganized sector, so the path taken in the past by presently developed economies, to provide substantial unfunded benefits to the elderly, is unlikely to be available. This increases the importance of the role of private saving for retirement. Policy measures that motivate and facilitate voluntary retirement savings are necessary, as is promoting financial literacy at a young age. In the accumulation stage, diversifying into equity and imposing rules on early withdrawals are also important. After retirement, the payouts need to be carefully designed and the options that range from phased withdrawals and life annuities to more sophisticated hybrid products and reverse mortgages need to be considered. This will drive policy to more comprehensive support for the operation of private financial markets. 

However, there is a wide disparity in governance and financial market sophistication between the developed group and the emerging Asia group and financial markets and products in emerging Asia are frequently fragile. Cooperation across the APEC region is therefore critical. The APEC community can be used as a crucible for information sharing and inter-jurisdictional co-operation in the domain of retirement support and insurance markets, financial products and regulation. The APEC relationship could be leveraged to underwrite foreign direct investment and international risk diversification in the retirement insurance sector. Governments can also issue a wider range of debt instruments including inflation-indexed bonds, longevity bonds, similar to the co-operative arrangement in the Asian Bond Fund. Household surveys may also be conducted in the region to better understand consumption and retirement preparedness of people. 

Session 2 “Safeguarding our Nation’s Egg” (Thailand)

Thailand’s social security system, which was established in 1990, is a relatively young system compared to those in other countries. Currently, the system accumulated more than 430 billion baht, of which roughly 300 billion baht is for the old-age pension system. Since the system is new, there are not many old people in the system, but in 20 years it will start to pay out. 

There are four pillars that illustrate the main sources of support for elderly people: own income, savings, immediate family, and government programs. Based on the micro-data, we can draw the conclusion that it will be difficult for Thailand’s elderly to support themselves in the future. Basically, the average rate of elderly participating in the labor force increased, but their wages dropped after they reached age 50. Most people do not save enough for retirement, since living day-by-day is more important to most people than making savings for several decades later. 77% of elderly people say that their main source of income is from their offspring. As overall statistics indicates about the decrease in the proportion of elderly living with offspring, weaker family connections mean it will be difficult for the elderly to receive money from their families. Also, the number of working-age persons per dependent population will drop from 13 in 2000 to 3 in 2050, which means it will be harder for children to support their elders. Thus, it is important to strengthen the current social security system to support elderly people.       

In order to revamp the current system, Thailand’s government should reduce the program’s generosity by raising the contribution rate to 10-12% from the current level of 6%. And to ensure adequate support for the elderly people in their retirement, the government should increase benefits to 20% for the first 15 years while maintaining the additional 1% increase for every 12 additional months. Also, fixing the details of the system such as wage indexation, benefit indexation, average wages calculation, incentives for delayed retirement, and the monitoring system is imperative. In the long-run, support through private accounts to supplement the defined benefit system and the implementation of a structural policy on education/savings are important. 

Session 3 “China’s Ageing Security System and Pension System Reform” (China)

China’s pension reform witnessed big changes in the past decades. During the planned economy period, enterprise was the main body responsible for the pension system. After 1984, the social pooling system was implemented, and after 1993 China engaged in building up a multi-pillar pension system that combined social pooling with individual accounts. In recent years, the government focused on resolving problems such as establishing a minimum standard of living and the National Social Security Fund. 

The current status of China’s pension system follows the model advocated by the World Bank, but with some modification. This five-pillar system only covers urban people partly, especially formal employees, excluding the rural population, which account for 70% of the whole people in China.. The rural pension reform is acknowledged as an urgent problem by the Chinese government. During the 1990s, efforts to establish a rural pension program were launched, but they were unsuccessful due to high management cost, the uncertain level of income among rural people, and small coverage due to local system support. 

Another important factor in China’s pension system is the National Social Security Fund (NSSF).  Its reserve is pooled by the central government acting as the fund of last resort. It is funded by various sources and can be invested for appreciation according to the regulation. The NSSF’s portfolio is becoming diversified and investments in equities are expanding rapidly. In recent years, direct investment, equity investment, and overseas investment became major tasks for the NSSF. 

China’s pension system experiences difficulties such as low coverage, financial risks, and management problems. It order to tackle such problems, the coverage of the social pooling fund should be expanded to benefit more people, set up a first pillar of the pension program with national pooling, low contribution rate, and inclusive coverage of different groups. More financing channels should be found to fund individual accounts to make up for implicit pension debt. Also, the government should encourage enterprise to establish enterprise annuities and encourage people to build individual retirement saving plans. Finally, the government should strengthen the operation and management of pension fund. 

Session 4 “Population Ageing and Financial Markets in Korea” (Korea)

Population ageing is expected to have noticeable effects on the financial markets. Initially, financial markets may benefit from the larger savings and asset demands of the people who try to provide for elongated retirement life. There are data on the lifecycle theory of consumption and other data to support this. The aggregate savings rate, however, will eventually decline, possibly putting downward pressure on asset prices. This is further complicated by a few unique Korean traits, such as the strong preference for real estate and the depletion of the National Pension Fund (NPS). The advantages of pension funds is that they help market development in terms of size and scope, enhance market efficiency, and reduce volatility. They also serve to enhance corporate governance. However, the funds may also be a destabilizing factor, as they are often large relative to the size of financial markets. The policy implications and recommendations drawn up in the paper include reforming the public pension system, and supplying financial products tailored to the needs of the elderly, fostering the financial market, and developing the asset management industry and institutional investors in the local sphere. Looking outside of Korea, there need to be stronger international financial market linkages. 

Session 5 “Concluding Session” 

One of the objectives of the core group was to develop practical policy recommendations to address the issue of population ageing and its link to financial markets for consideration by the Finance Ministers’ Meeting November 2008. The different levels of financial market development of the APEC member economies challenge the work of drawing up policy recommendations; yet, there is some common ground. There are probably similar macroeconomic impacts related to ageing. The decrease in population size would stimulate an economy to strive for larger improvements in labor productivity to maintain the level of economic growth, but there are limitations to this. There are many approaches to addressing the economic implications of a shrinking labor force; some of these may include considerations of new policies on migration and importing labor. Ageing also impacts the population’s savings rate and the variety of instruments in which assets are held over time.   

There needs to be increased political awareness regarding the macroeconomic issues from aging. Economies with a young population will experience a more benign impact, assuming they have the fundamentals right. On the other end of the spectrum, there are economies that are already burdened with the impact of ageing. One important policy is to ensure that the population is sensitized to the importance of addressing this matter, which will serve as an important basis for galvanizing the political will to act on these issues. 

Another general policy recommendation is for governments to expand financial education, to include elements of financial planning for retirement and old age care. There is a wide range of education to offer, from the basics that will be necessary in developing and emerging markets to investor education for those who are more sophisticated but still lack knowledge about the different investment products and their associated risks. 

A specific policy recommendation relates to making an economy’s pension system perform better by working towards more effective interactions with the financial markets to support the ageing process. This would involve both the investment framework for savings during   the accumulation stage through to the array of instruments available at the payout or draw-down stage. Action plans should be developed to address each of the different issues that arise depending on where one is in the spectrum of ageing and the state of development of a country’s financial market. In this sense, access to data and information is important. Above all, many economies would need to be more transparent about issues relating to the sustainability and the sufficiency of coverage of the public pension system. Issues to be addressed would include actions needed to preserve the actuarial value as well as enhancing the returns of already accumulated pension funds. 

It is clear that different sets of policy recommendations are needed to be acted upon by governments, the individual, the market, and the corporate sector. Some economies may wish to assert that the government’s role should be confined to that of a last resort or safety net. Its principal role would relate to developing regulations and oversight to ensure competitive market conditions and appropriate risks management. At the same time for developing and emerging economies, governments also have liabilities in the form of existing pension obligations and they would need to work to mitigate the fiscal impacts from these obligations. Another element of ageing other than pension income is old age health costs. Economies will need to deal with how financial markets can mitigate the risks from providing adequate health care, through the development of insurance products and other instruments. Individuals and institutional investors also have important roles in the financial market for pension and health insurance products.. They could ensure proper governance and management of pension funds. 

A few member economies would need to quickly put in place regulatory and supervisory measures consistent with international standards for this purpose. Government policy should make savings for retirement mandatory and also allow the management of these funds either by the individuals or by other regulated entities. Government and the private financial markets should interact to ensure that these funds are well managed and sufficient to cover the ageing-related needs of the population.

Cross-border cooperation among APEC economies is also important in broadening financial markets and instruments to support ageing related investments. There are already a number of the good regional financial cooperation mechanisms involving some APEC economies where some good experiences could be drawn for cross-border cooperation in developing the market for ageing-related financial products and financial markets. 

It is crucial to develop an array of instruments in ageing-related and financial market products. Some of these instruments may be complex and not well understood, which also makes them challenging to regulate. But on the other hand, excessive regulation may hinder market development. This requires a delicate balance of policies.

2.2 Core Group Members not present at the seminar

“Ageing Issues and Insurance Products Development in Chinese Taipei” (Chinese Taipei)
The presentation mainly focused on the ageing issues in Chinese Taipei and the possible solutions offered by the insurance sector-primarily in the form of insurance products-to satisfy individuals’ financial and medical needs in old age.  It also addressed Chinese Taipei’s recent major reforms in the Labor Pension Scheme and National Pension Plan and analyzed the possible role of insurers to fill the gap of the social security protection.  Finally, it drew some policy recommendations to ensure sound insurance product development to cope with the needs of the ageing society.
In Chinese Taipei, the ageing pace of the society is much faster than many other countries.  The government predicts that the old-age dependency ratio will increase from 13% in 2001 to 34% in 2036.  The fertility rate was reduced to 1.1 children by 2007.  Despite of these demographic trends, demands for the annuities and long-term care insurance products, which have long been regarded as proper vehicles for better old-age protection, remain insignificant.  On the other hand, opportunities lies in the growing ageing population as consumers require more retirement and annuity products.  Given such background, the presentation suggested certain potential insurance products for the ageing society, such as foreign currency denominated annuities, variable annuities with guaranteed features, annuity house or reverse mortgage.  Moreover, it identified key challenges, including inadequate product pricing, asset-liability matching issues, impacts on solvency and unpopularity of insurance literacy, to insurance companies on how to deal with longevity risks and looked at the supervisory mandates that regulators should be focused.

“Financial Effects of Ageing in Society” (ABAC)
The presentation from ABAC first looked at demographic trends in the APEC region. According to the presentation, societies are ageing rapidly, cost of health and long term care are likely to be significant. Pension liabilities may currently be underestimated though reform is more urgent in some APEC economies than others. Better managed flows of income in retirement and replacement levels are necessary and unfunded liability is another major issue. The government must make the lead and the private sector will provide solutions.

2.3 Discussions on policy recommendations 

APEC-wide policy considerations
· Boost regional communication

· Enhance communication about regulation of financial products

· Increase membership of the International Organization of Pension Providers (IOPS)

· Conduct household surveys in the region

· Encourage government debt issuance

· Inflation-indexed bonds

· Longevity bonds

· Asian bond fund

· Enhance flows of FDI and international financial transactions

· Encourage bilateral trade and investment in the financial sector

· Document tax and other financial market idiosyncrasies in APEC member economies

· Risk sharing through wholesale products such as swaps

· Globalization of insurance flows, similar to the globalization of capital flows over the last century

Economy specific policy considerations
· Short run: Address the excessive generosity of the scheme promptly before further                                      expansion

· Medium run: Fix the details of the pension fund




       - Wage Indexation




       - Benefit Indexation




       - Average wages calculation




       - Incentive to delayed retirement


       - Monitoring system

· Long run: Move toward a private-account system to supplement the defined benefit 
system and actively implement structural policy on education/savings. 
· Postpone the compulsory retirement age

· Expand coverage of the social pooling fund 
· Fund individual accounts and make up for implicit pension debt with more financing channels

· Encourage enterprises to establish enterprise annuity

· Promote people to build individual retirement saving plans

· Improving macroeconomic and financial sector preconditions necessary for multi-pillar reform

· Strengthen operation and management of pension funds

· Domestic policy reform

· Reform the public pension system

· Supply financial products tailored to the needs of the elderly

· Foster financial markets

· Develop the asset-management industry and institutional investors

· Greater international cooperation

· Enhance international financial market linkage

· Encourage product Innovation and development 

·  Enhance insurance companies’ asset liability management efficiency 

·  Strengthen solvency requirements for insurance companies

·  Promote product information disclosure and consumer education

· Ensure clear and consistent regulatory framework and incentives

· Capital relief influences the ability to attract more capital and innovative solutions

Examples: Switzerland (insurance supervision), the Netherlands (pension fund supervision)

· Secure the availability of data for risk management

· Reliable and sufficient data to support pricing and trading of risk-transfer instruments, develop risk assessment models, and construct benchmarks or indices
· Lack of data on mortality in higher age categories increases the uncertainty associated with longevity risk, resulting in higher capital requirements

· Low-cost method of supporting market-based solutions

IV. Further work: “Ageing and Public Finance and Others”
The three-year Initiative on Ageing Issues in APEC (2007-09) is divided into two primary subjects: "Financial Markets and Ageing" and "Public Finance and Others in Ageing." The first part implemented under the theme of "Financial Markets and Ageing"(2007-2008) constituted of three workshops and a high-level seminar. Seven member economies including, China, Korea, New Zealand, the United States, Chinese Taipei, Thailand, and ABAC, IMF, and OECD participated in this initiative to derive policy considerations to the region. The results will be combined with the outcome of the second part of the initiative "Public Finance and Others in Ageing" which will launch in November 2008. The final result, including policy recommendations regarding financial markets, public finance and others in ageing issues in the APEC region will be presented to the Finance Ministers at the 2009 FMM. 
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