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5o ARSCHE SR AL At A , 5 B85 B 20 1 D4k« N G ARHE A AR R 2 - R T A R 4%
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BIBRGE BIVER =4 J2 10 A T AL, 177 3 1A AR SC A F A%

FS LB AN A ) U AR ENTE BE AR SOk P AR A R . TR I S el S kA7
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U, = Ul ,c},) = U(e/H, ¢, /H) = (1/H)"U(¢),¢,) = (1/H) U, (3)

(3) s = AN T R80T BR B FE IR PR B o 3 08 2380 PRBSOIRS 38 4o DA 208 R 5 )
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e WERPIAN TR BA M 0 SARPRIE TR R B = (1 +n) (1 +g) W EATHA A A
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The Logic and Social Welfare Effects of China’s
Pension Reform: An Analysis from the Perspective of

Population Quantity-Quality Transformation
ZHANG Yi*, ZHANG Shubo® and WANG Runquan”

(‘a: School of Public Economics and Administration, Shanghai University of Finance and Economics;

b: School of Public Administration, Nanjing University of Finance and Economics)

Summary: To deal with its aging population, China started systemic pension reform through transferring from PAYGO to
the partial fund program in the 1990s. However, in practice, the reform seems to be “looking right but going left. ” The
“funded individual accounts” emphasized in policy are operated as “non-financial accounts” in reality. The pension fund is
meant to continuously improve the pension benefits of the elderly. In terms of redistribution, on the one hand, the
government has strengthened the intergenerational transfer payment through the PAYGO system; on the other hand, it has
weakened the intragenerational transfer payment and enhanced the connection between pension benefits and contributions.
Strengthening the connection between benefits and contributions is intended to curb moral hazard. Conversely, improving
the overall level of benefits might lead to early retirement and serious moral hazard problems. What are the social welfare
outcomes of these seemingly contradictory reforms? Logically speaking, can these reforms be self-consistent?

It is worth noting that China’s low fertility and aging population are accompanied by rapid intergenerational human
capital progress. Therefore, whether the continuous improvement in population quality can make up for the shortage in
population quantity, and whether the PAYGO system remains the optimal policy are questions to be answered. We use an
overlapping generation model to assume that the economy moves along a frontier of a population quantity—quality tradeoff,
which assumes that the fertility rate decreases and human capital increases. The research results show that when the rapid
progress of human capital can fully compensate for the impact of the low fertility rate, the PAYGO system is the best
choice. This finding can explain some of the characteristics of “looking right but going left” in China’s pension reform.

The model, in incorporating intergenerational fairness, shows that in the rapid progress of human capital, the
government should increase the degree of intergenerational transfer so that the elderly can share the achievements of
economic development. This concern about intergenerational fairness might explain why the government uses funds to
improve the overall pension benefit level rather than to finance personal accounts. However, a high contribution rate and
high replacement rate might lead to moral hazard problems such as early retirement, restricting the term of the government’s
intergenerational transfer payment. To control moral hazard and expand the term of intergenerational transfer payment, it is
necessary for the government to delay the statutory retirement age and strengthen the relationship between pension benefits
and contributions. This way, the Chinese government might enhance intergenerational redistribution and weaken
intragenerational redistribution.

By the calibration and numerical simulation, we find that the model based on the population quantity-quality frontier
movement can endogenously generate many of the stylized facts given by Fang & Zhang ( 2018). Moreover, in this
theoretical model, the governments various policies—including adopting noninancial accounts, strengthening the
connection between benefits and contributions, delaying the statutory retirement age, and linking the growth rate between
pension and wage—improve social welfare. Thus, the seemingly contradictory practices of Chinas pension reform have
logical self-consistency given the progress of human capital and concerns about intergenerational fairness.

Following Song et al. (2015) and Fang & Zhang ( 2018) , this study further explains the overall logic and social
welfare outcomes of Chinas pension reform, and provides a new theoretical perspective through which to rethink its
rationale. Previous studies may exaggerate the government’s failure and neglect to examine the productivity factors that affect
China‘s pension system. We find that a model based on the movement along the population quantity—quality frontier can
better explain the stylized facts and the reform’s path selection.

An aging population might be caused by lower fertility rates or longer life expectancy. Although this study focuses on
lower fertility rate, the conclusions are applicable to an aging population that has emerged due to prolonged life expectancy.
Keywords: Human Capital; Low Fertility; Pay-As—You-Go; Intergenerational Fairness; Pension Reform
JEL Classification: D63, H55, J24, J14
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