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The New Pension System



The new pension system was adopted by the Legislative Yuan in June. As of July 1 2005, Taiwan’s labor market will enter the era of “individual retirement accounts.”

Lai Chin-lin, a graduate of National Taiwan University’s Department of Political Science and two-time member of the Legislative Yuan who is currently deputy minister at the Council of Labor Affairs (CLA), says that it has taken many years of hard work for the new pension system to be introduced. Lai is hopeful that the system will win the support of labor and management and will provide employees with a basic level of stability during their retirement.


Q: What are the advantages of our new pension system compared to the systems used in America and in other Asian countries?


A: The American corporate pension system is not mandatory. It’s provided on a voluntary basis by corporations which get a tax credit from the government. In Hong Kong there is a defined contribution system but the contribution rate is 5%, which is lower than in Taiwan.


The new pension is a considerable improvement on the old retirement system under the Labor Standards Law (LSL). The biggest advantage is that retirees receive quarterly payments rather than a single lump sum. Surveys showed that under the old system, most retirees spent the entirety of their maximum lump-sum payment of NT$ 1.8 million within two years. Moreover, under the old system the only employees who could receive a pension were those who had worked in a company for 25 years or had turned 55 and had worked in a company for 15 years. Only around 10% of employees met the criteria for receiving a pension under this system. The new pension system is meant to allow the remaining 90% who weren’t eligible for a pension under the LSL to apply for one.


Q: Nevertheless, to employees it seems unfair that they will not get pension benefits for previous working years. And employers are very anxious about how they are gong to be able to build up a reserve fund within five years to pay out pension benefits. What is the CLA doing to address the concerns of employees and management?


A: Employees who opt for the new system can retain their previous working years. Alternatively, both sides can agree to transfer the previously accumulated years into the individual retirement account.


Under old system, companies had to make payments of about 12.5% of an employee’s salary into his or her retirement fund. Under the new system, they have to make payments of only 6% of their employees’ salaries. Over the long term, companies will therefore incur lower costs. Moreover, under the old system companies were responsible for planning and budgeting for future pension payments. Because many companies failed to do so and wanted to avoid the ever-growing financial burden of employees going into retirement, they simply declared bankruptcy or closed factories, which would invariably result in disputes. Many companies were not necessarily unwilling to make contributions to their employees’ pension funds, but they didn’t know how much they ere supposed to pay. Due to a series of complex factors involving staff numbers, wages, and turnover rates, companies would often drag their feet until they were genuinely unable to pay out pensions.

The new system is crystal clear. Companies are required make deposits into workers’ retirement funds equal to 6% of their wages. The reason employers have misgivings about the new system is that they still don’t understand it very well. Companies that used to pay 3% or 4% under the old system, and now pay 6% under the new one, won’t notice a big difference. It’s only companies that failed to make any retirement fund payments in the past which are now feeling a lot of pressure. But the new system does not take effect until a year after the legislation was passed. There are 16 areas to be covered in the enforcement Rules to the Labor Pension Act, which won’t be announced at least until the end of the year. Hopefully, by the time the new system takes effect next year, both labor and management will understand its spirit and content.


Q: According to CLA calculations, under the new system individual retirement accounts will yield an annual rate of return of 6%. But these days interest rates are low. Isn’t your estimate too optimistic?


A: The rate of return is closely connected to the economy. Under the old system, the Labor Insurance scheme guarantees that employees are paid their pension based on the number of months they have worked. Even if the financial institution mismanages the money in the fund, the government is responsible for making up the shortfall. Under the new system, contributions are paid from the start, and how much money an employee receives is closely related to how the fund assets are managed.


The 6% rate of return is based on average yields for labor pension funds over the past 17 years. The actual figure is 6.16%. We can expect the rate of return to be higher than the two-year deposit rate offered by banks.


Q: The new labor pension system provides retirees with a basic level of security. What additional steps would you advise working people to take to make sure they will enjoy a good retirement nest egg?


A: We hope that as many working people as possible will participate in the new pension scheme and pay 6% of their salary into their pension fund. If both the employee and the employer agree to contribute to an employee’s pension fund under the new system, within 30 years her or she will have a secure retirement nest egg. Under the current Labor Insurance scheme, the income replacement ratio (the percentage of income that is replaced in retirement) is 30%. We estimate that under the new system the income replacement ratio may be as high as 70%, comprised of 20% from the individual retirement account and the remainder from other individual arrangements. This should be amply sufficient to maintain a person’s standard of living during retirement. If people have personal savings in addition to their pension, they will be able to retire to a life of ease and comfort.
