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number of technical weaknesses. During the 2008 international financial crisis, the authorities reduced
the pension contribution rate which materially increased the state subsidy requirement.

Il.  Current schemes

The Social Welfare Pension is a non-contributory pension paid from the Social Welfare Fund that
provides benefits to those men aged 60 and above and women aged 55 and above who do not
qgualify for contributory pension benefits. The benefit size is periodically revised by Cabinet and is
generally established in reference to the Minimum Living Standard (MLS).

The Pension Insurance Scheme (PIF) is a contributory scheme which is mandatory for workers
with employment contracts. The contribution rates are 7% of wages for employers and 7% for
employees. Those workers who complete 20 years of participation under the scheme are entitled to a
benefit which is calculated as follows: 45% for the first 20 years of eligible service and 1.5%/year for each
year of eligible service after that. The wage base for determining the benefit is the best 5 years’
consecutive wages out of the 20 years wages reported. Men are eligible to receive benefits at age 60
and women at age 55 while workers in hazardous professions, high heat and women with at least 4
children can retire earlier.

As an example, suppose a man aged 60 retires after 25 years of service and a reference wage
for determining benefits of MNT 300,000 per a month. Twenty-five years of service would result in
a “replacement rate” of 52.5%.

45% + (5 [years] * 1.5%)=52.5%

His pension would be calculated as 52.5% of the reference wage of MNT 300,000 that equals to
MNT 157,500.

A worker is entitled to a minimum pension which 75% of the minimum wage after 20 years or a lower
(proportional) level of such pension after 10 years of service. Indexation increases are determined by
Cabinet on an ad-hoc basis, although the law states that pensions should be increased in “relation to
changes in the cost of living”.
Table 8: Social insurance contribution rates
(in percent of covered wages)

Contribution (%) to be Contribution (%) to
Types of insurance paid by Employer be paid by Employee
Pension insurance 7.0 7.0
Benefits insurance 0.8 0.8
Health Insurance 2.0 2.0
Unemployment Insurance 0.2 0.2
Total contribution 10.0 10.0

Source: Social Insurance Law, provision 15.1

The PIF also provides benefits for permanent disability and survivorship as detailed in the
Appendix below”. Survivorship benefits, for example are provided as the same benefit a worker would
have received as in old age retirement, albeit survivors receive a certain percentages depending upon the

7 Survivorship benefits in the law are defined as “benefits for loss of a bread winner”.
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number of survivors: for three or more -100%, two - 75% and one - 50%. In addition, retired spouses can
elect to receive the better of the benefit which they are entitled based on their own work history and the
survivors’ benefit of their spouse.

The PIF is financed on a pay-as-you-go basis. What this means essentially is that employers and
employees make contributions which are then used to pay current retirees. Put in individual terms, the
contributions of a young worker today are used to pay the pension benefits of a retiree (see Figure 61).
The scheme has had insufficient contributions to cover benefit payments in every year since the
governing legislation was put in place in 1994. These annual deficits had to be compensated by State
subsidies, a matter made worse in 2008 with the reduction in total contribution rates enacted from 19% of
wages to 14%. As a result, the State has provided a subsidy amounting to about a third of the amount of
annual disbursements.

Figure 61. An lllustration of Pay-as-you-go financing

(Contributions from workers during their accumulation period are used for the benefits of current retirees)
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Amendments to the pension’s policy enacted in 1999 changed the benefits for workers born in or
after 1960 although these provisions have so far not been applied ®. The Notional Defined
Contribution (NDC) scheme enacted establishes a system of accounting entries or “notional” individual
accounts for those born beginning in 1960. Contributions are recorded each month which pertain to each
individual’s account and a “notional interest rate” is applied to the average notional account balance each
year®. Work histories and contributions made prior to 1999 have been used as a basis to determine an
initial notional balance for all affected workers. The benefit at retirement is determined by taking the
notional account balance and calculating an annuity for retiree based on the life expectancy at retirement
age at the date that benefits are calculated.

Error! Reference source not found. below provides an example which illustrates how an NDC scheme
ould operate. In this example, a worker earns MNT 300,000 at the beginning of the series. He works and
contributes for a 25 year period from age 25 through age 59 and contributes 14% of wages. He retires at
age 60 and lives for 15 years. The assumed wage growth is 5% per year and the notional interest rate is
also 5% per year.

8 See “Law on individual accounts for social insurance contributions”, 1999.
9 The notional interest rate is defined as the average rate of growth of total covered wages over the previous three

years.
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Figure 62. An lllustration of Notional Account Contributions, Figure 63. Projected Pension Insurance Scheme Net Financing Gap
Accumulations and Benefits
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Source: PROST Projections, 2013.

The NDC scheme (for post 1960 cohorts) is financed on a pay-as-you-go basis just as the defined-
benefit scheme (for pre 1960 cohorts) is funded'®. The interest rate applied to the notional accounts
(the “notional interest rate”) as prescribed in the law is not affected by reserve accumulations. In this way,
any returns on reserves have no effect on individual notional account balances and on benefit
calculations. As illustrated above, with pay-as-you-go the contributions of current and future workers are
used to finance the NDC benefits.

Several occupational pension savings schemes are provided by employers in Mongolia. Such
schemes aim to supplement pensions provided by the Pension Insurance Fund, provide benefits based
on separate qualifying conditions, and provide a supplementary severance benefit. A key aim is therefore
to provide an incentive to retain employees. These schemes are entirely unregulated and therefore
present substantial risks both to sponsors and employees. Moreover, in the absence of a framework for
regulation and supervision, understandably contributions to the scheme have not been subject to tax
deductibility. With such unregulated risks, occupational pension savings schemes have not been able to
perform the valuable function they could fill in a multi-pillar pension system.

lll. Challenges motivating pension system reform

A number of key challenges are motivating reform:

e Substantial reduction in benefits for those born on and after 1 Jan 1960. If the 1999 law were to
be applied as specified by law, a substantial number of women will start retiring under this scheme
beginning in 2015 and men in 2020. The differences between the benefit formulas applied to pre-
and post-1960 cohorts would result in a substantial reduction in the replacement rate creating inequity
in benefits between cohorts. In addition, the benefit formula in the 1999 law has a number of
technical weaknesses, including those concerning disability and survivorship benefits.

e Unsustainable fiscal costs. Fiscal transfers from the State Budget for the Pension Insurance Fund
have been running about 2% of GDP yet are projected to substantially increase to almost 13% of

10 An appendix to the 1999 law created some confusion. Although the text of the law was explicit that the scheme
would be financed on a pay-as-you-go basis, the amendment specified a target funding schedule during which time
it was hoped that contribution inflows would exceed outflows resulting in some level of pre-funding.

47



Mongolia Economic Update

GDP over about 70 years unless substantial reforms are adopted (Error! Reference source not
ound.)!*. Even if the NDC scheme were to be implemented starting from 2015 as planned, the
projected deficit would still rise to over 6% of GDP in the long-run'?. The causes of these
unsustainable costs include an aging of the population, relatively low retirement ages, particularly for
women, and a very low contribution rate when compared to the benefit size guaranteed by law.

e Poor coverage. Only about half of the economically active population contributes to the PIF.
Moreover many workers have intermittent coverage histories so end up just barely meeting the 20
year vesting requirement. Of the uncovered or intermittently covered population, most are herders,
informal sector workers or the self-employed.

e A very limited framework for prudent investment management of any reserves set aside for
future benefits. Prudent investment management is important not only to maximize the returns on
reserves invested to prepare for future obligations; it can also have significant macroeconomic
implications as well. Separating the returns on pension reserves from the formula for public pension
benefits, might shield workers and retirees from the investment risks to protect pension promises.

IV.  Reform options

The authorities have indicated their desire to move to a multi-pillar social insurance system in The
Government’s Action Plan (2012-2016) (Figure 64). The draft White Paper prepared by the MPDSP
shares the same approach. The multi-pillar approach provides instruments which have different
characteristics so that together the instruments provide a web to ensure both the smoothing of
consumption and protection against poverty in old age.

Figure 64. lllustration of a Multi-pillar design
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Social Welfare Pension (SWP). Over the coming years, the SWP will play an increasingly important
role in protecting the elderly against poverty and vulnerability yet will also pose an increasing
fiscal challenge and could impact work incentives as a result of a reduction in eligible retirees
under the PIF. This is anticipated as the reduction in labor force coverage by the PIF in the 1990s
gradually results in a similar reduction in the covered elderly population years later. In addition, the
proportion of the population that is elderly is projected to substantially increase in the decades ahead. As

1 This assumes that all cohorts born in 1960 or afterwards receive the benefits of the pre-1999 (DB) scheme. If these cohorts
were to receive benefits (NDC) as prescribed in the 1999 Law, the total long-term financing gap would still increase to over 6%
of GDP (Error! Reference source not found.).

12 These projections already reflect substantial projected growth rates in GDP and wages in the economy from minerals.
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a result of these factors, the design and implementation of the SWP will come to play an increasingly
important role in protecting the elderly.

Key parameters of the SWP which the authorities may review are the qualifying conditions (such as the
age and/or means testing), the benefit level (and its relationship to per capita income) and the indexation
provided (such as price indexation). Another consideration is whether to replace the minimum benefit of
the PIF with the SWP. As currently designed, the SWP faces some key weaknesses: (i) the benefit level
is adjusted in accordance with the Minimum Living Standard (MLS) yet evidence suggests that the
framework used for determining the consumption basket for the MLS needs to be reviewed and revised;
(ii) the indexation process for the SWP is unnecessarily subjected to a political process that could be
mitigated or eliminated by linking the indexation to a readily acceptable index such as the Consumer
Price Index; (iii) although beneficiaries of the old-age benefit under the PIF cannot receive a benefit under
the SWF, there are better ways of linking the level of the SWF benefit to the amount received under the
PIF. For example, if the PIF were to remove its minimum benefit provision, the SWF could “top-up” the
PIF benefit. An more nuanced way of providing strong incentives for workers to contribute to the PIF
would be to partially reduce the SWF benefit based on the PIF benefit but not eliminate eligibility for the
SWEF for those PIF beneficiaries with low benefits; and (iv) the fiscal cost can substantially increase in the
years ahead as the elderly population increases and the proportion of elderly receiving a PIF pension
gradually decreases.

One option which may be considered is to gradually reduce the SWF benefit level by a portion of PIF
benefits. The effect of this approach is to retain a substantial incentive for workers to continue to
contribute to the PIF scheme while also limiting the overall expenditure through such benefit adjustment.
This approach provides a lower effective tax on PIF benefits and therefore stronger incentive for low
income workers and workers with short work histories to contribute to a reformed PIF. It also is a means
by which the SWP can be fiscally affordable over the coming decades as the proportion of elderly in
Mongolia increases and as the proportion of retirees with little or no benefits from the PIF also increases.

Reforms to the Contributory PIF. Faced with unaffordable costs and an aging population, reform
options for the PIF aim to minimize the state subsidy to, minimize benefit reductions and support a
smooth transition process between cohorts. Key reform options are primarily to: (i) increase the
contribution rate; (ii) reduce the benefit provided for each year worked and therefore the replacement rate
at retirement; and/or (iii) increasing the age at which individuals can receive benefits. (Figure 65) It is also
possible to change the indexation used, the vesting period or other benefits or qualifying conditions
though these generally have a somewhat less significant long-term effect. The tradeoffs between these
parameters need to be considered regardless of the benefit design or funding option chosen.

Figure 65. Key Pension Design Parameters
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Reforms in the design parameters can aim to minimize the state subsidy to the PIF over the long-term,
minimize benefit reductions and support a smooth transition process between cohorts. MPDSP has used
the Pension Reform Options Simulation Toolkit (PROST) model to evaluate projected long-term financial
flows of the PIF according to existing and reformed parameters. The model has also been used to
evaluate different design and funding options. The World Bank provided earlier technical assistance by
training Mongolian officials to use the model and by undertaking its own evaluation in 201213, Projections
of the model indicate the financial flows including the required fiscal subsidy as well as the anticipated
wage replacement rates provided by pension benefits.

Design parameters which the MPDSP have considered have included:
e Increasing the total contribution rate ;
e Reducing the accrual rate for work after the reform is initiated;
e Increases in the age for eligibility for old-age benefits, including unifying the age between men
and women;
e Adjustments to the minimum pension provision, including replacing it with the SWP;
e Changes to the indexation rules; and
e Changes in the benefit formula for disability and survivorship, respectively.

The MPDSP has also evaluated options for delaying the implementation of the NDC scheme by applying
it to cohorts considerably later than those born in 1960. The NDC scheme has some compelling technical
features that either should be the basis for retaining the scheme in some form or, alternatively, ensuring
that the continuation of the current PAYG defined-benefit scheme incorporates such features.
Specifically: (i) the benefit under the NDC scheme materially changes according to the age at which the
individual chooses to begin to receive benefits because the annuity is calculated based on the life
expectancy at such age. This can be emulated by the PAYG DB scheme through penalties or
supplements for retirees that begin to receive benefits before or after the prescribed retirement age; (ii)
the NDC scheme achieves sustainability by calculating benefits based on accumulated contributions and
setting an interest rate linked to wage growth. In a PAYG DB scheme, penalties and supplements to
benefits at the retirement age can help to achieve balance although other periodic parametric reforms
may be needed; and (iii) the NDC scheme needs to set aside contributions for minimum pension,
disability and survivorship benefits. Similar set-asides can be established in the PAYG DB scheme.

MDPSP has evaluated the possibility of setting aside reserves in some form to finance a portion of future
pension obligations. We would agree with the principle of setting aside reserves (such as from mineral
revenues) as a means of financing growing pension costs as Mongolia’s elderly population grows. This
may contribute to confidence in the ability of the system to deliver promised benefits. Options which aim
to accumulate reserves for the purposes of financing mortgages or other development activities should be
avoided however, as they will likely increase the fiscal costs of providing pensions. Moreover, we do not
believe that workers or retirees should bear the risk of the investment returns on reserves as such risks
could impair their future benefits.

Coverage incentives for herders, the self-employed & informal sector workers. Herders and the
informal sector have low, intermittent and volatile incomes and therefore likely need special
incentives to encourage them to contribute to social insurance. The authorities are considering
several options aimed at strengthening incentives for savings and social insurance contributions for over
half of the labor force who are herders or informal sector workers. This is a substantial challenge with no
easy or readily available templates. Extending coverage to herders and the informal sector will inevitably

13 See World Bank, Mongolia: Policy Options for Pension Reform, January 20, 2012.
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need to involve several instruments and require not just well-designed policies but also extensive efforts
at implementation. The process of developing alternative pension instruments is expected to proceed
more slowly than the other areas discussed above. Under consideration are programs which would be
part of the PIF, programs operating as stand-alone funds, and measures to improve implementation and
compliance under the existing scheme. The MPDSP is evaluating the possibility of targeted matching
contributions for low income workers. They are also exploring administrative means of enhancing
compliance, particularly amongst informal sector workers. Finally, a parallel process is being undertaken
to strengthen the data management and administrative systems at the Social Insurance General Office
(SIGO), including measures to accommodate a broader scope of contributors.

Supplementary Voluntary Private Pensions. Supplementary pensions can play an important role
in aligning pensions to the needs of specific sectors and companies yet Mongolia lacks the legal
and institutional infrastructure for such arrangements. The authorities are considering establishing a
regulatory and supervisory framework for supplementary voluntary private pension schemes. These
instruments can serve a humber of important functions in the overall portfolio of pension instruments.
They can be provided as a supplemental incentive for workers to stay with firms over a long period. In
principle, they can be received at an age earlier than in the case of Pension Insurance and, in this way,
provide special support for workers in hazardous or arduous professions. Voluntary instruments can also
be structured as pension savings instruments for the self-employed, herders and the informal sector.

Mongolia at present lacks the legal and institutional infrastructure that would be required to support the
organization, operation and supervision of voluntary private pension arrangements. The recent Securities
Market and Investment Funds laws include a number of key elements regarding the division of legal and
beneficial ownership, prudential requirements for fund managers and portfolio composition standards.
These will, however, need to be further refined to address the higher standards of security required for
pension funds. Further, an authority will be needed with the capacity and expertise to provide effective
oversight of private pension funds. The depth of capital markets and products currently available will also
significantly constrain the ability to introduce private pension. Financial incentives or other advantages
under the tax law would distinguish private pension funds from other forms of savings. Finally, a complete
and readily accessible system for consumer protection and redress would be needed.

V. Conclusions

Policy decisions taken in respect to pensions and social insurance will have a profound impact on
Mongolia’s fiscal position, social protection for its elderly population, labor and financial market
development. It is therefore essential that the authorities weigh the short- and long-term tradeoffs in
designing a pension and social insurance system which is fiscally sustainable, provides adequate and
equitable old age income protection, and establishes the infrastructure and incentives to substantially
increase coverage of the working age population. In addition, decisions should be guided by solid
evidence, including the use of long-term actuarial projections of the anticipated financial flows for each of
the instruments in the multi-pillar pension system envisioned.

A multi-pillar social insurance system can strengthen pensions and social security to reduce the
fiscal burden and ensure the adequacy of benefits. The design of the SWP will play an increasingly
important role in protecting the elderly against poverty and vulnerability as elderly coverage by the PIF
declines. Parametric reforms to the PIF will prove pivotal, as well as facilitating a smooth transition to the
NDC scheme for younger cohorts. Coverage incentives will likely be needed for herders, the self-
employed & informal sector workers who often have low, intermittent and volatile incomes. Finally,
supplementary pensions can play an important role in aligning pensions to the needs of specific sectors
and companies yet will take both legal and institutional reforms to put in place such arrangements.
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Appendix 2: Mandatory pension parameters

Defined-Benefit Scheme (pre-1960
Cohorts)

NDC Scheme (post 1960 cohorts)

Old Age Law on Social Insurance (1994) and Law | Law on Individual Pension Insurance
Insurance on Pensions and Benefits Provided by Contribution Accounts, 1999

the Social Insurance Fund, 1994 (as

amended)
Applicability Pre -1960 cohorts All contract employees born after January 1, 1960.

Contribution Rate

14% of wages (7.0% employer and 7.0%
employee)

14% of wages

Minimum Wage

National Minimum Wage (revised

National Minimum Wage (revised periodically)

subject to periodically)
Contributions
Maximum None None

Covered Wage

Benefits - Accrual
rate

45% for the first 20 years of eligible service
and 1.5% for each year of eligible service
after that.

Based on Notional Account balance for 15%
contribution rate for years of contributions, accrued
notional returns for each year (average growth in the
last three years’ average wages), and average life
expectancy factor.

Wage base for
benefit
determination

Best 5 years’ consecutive wages out of the
20 years wages reported.

Not applicable.

Minimum Pension

75% of the minimum wage.

20 percent of the national average wage, plus an
additional 0.5 percent of the average wage for each
additional service year beyond the minimum of 15
years

Indexation In practice, pension increases are As per law, indexation shall be “in direct relation to
determined by Cabinet resolution on an the inflation rate”. The pension adjustment index and
ad-hoc basis, although the law states that the procedure for its application shall be determined
pensions should be increased in “relation by the National Statistical Office based on the
to changes in the cost of living”. suggestion of the Social Insurance National Council.

Taxation of Tax exempt Tax exempt

benefits

Qualifying Conditions

Vesting ¢ 20 years ¢ 15 years of contributions

Requirements

Retirement Age * 60. same

e optional 55 for women with 20+ years of
service

o optional 50 for women with 20+ years of
service and who brought up 4+ children

L2

¢ 50 for men and 45 for women with 20
years of service, and some specific years
of service in hazardous conditions, high
heat and underground,

Invalidity/Disability

Enabling
Legislation

Law On Pensions & Benefits Provided By
The Social Insurance Fund, enforced on
1/1/1995.

Law On Individual Pension Insurance Contribution
Account. Effective 7/1/1999

Contributions

Contained within the combined contribution
rate.

Contained within the combined contribution rate.
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Defined-Benefit Scheme (pre-1960 Cohorts)

NDC Scheme (post 1960 cohorts)

Benefit Formula

DP = W* Percentage of capacity loss(l)

DP = W* Percentage of capacity loss(ll)

DP = Disability pension

W = Insured person’s monthly average wage
PCL(I) = 10% (up to 10 per cent)

PCL(ll) = Percentages over 10 per cent

Note: This law is not applicable to injury
related benefits.

Formula

Total invalidity = same formula as retirement
Partial Invalidity = (retirement formula)* percentage of
loss of capacity for work

Total invalidity = W*60%

Partial invalidity = (W*.6) * (percentage of
loss of capacity for work)

W = monthly average wage in the last
three years,

Length of pension

From the date of commencing invalidity and ending
with the day of rehabilitation, or with the following
month in which the beneficiary dies

Same

Minimum pension

Same as the minimum retirement pension

Same as the minimum retirement pension

Qualification Not less than 50 per cent loss of capacity for work Same
permanently, or for a long duration due non-
occupational disease or injury
Classification of Total invalidity (70% and more loss of working Same
invalidity capacity) and partial invalidity (from 50 to70%)
Minimum length of | Not less than 20 years insured service, or three years Same
service for out of five, immediately preceding the date of
gualification commencement of invalidity
Incomplete service | Disability benefit is reduced proportionally to the period | Not allowed
(minimum 3 years) | of pension insurance, but its minimum is equal to
minimum reduced retirement pension
Minimum pension Not less than 75 per cent of the wage in case of
working capacity loss over 30% and more
Length of pension From the date of commencing disability and ending
with the day of rehabilitation, or with the following
month in which the beneficiary dies
Qualifying service While discharging employment duties at work place or
other places; before the commencement of the
general working hours or after the general finishing
time in the course of arranging the work place &
equipment; travel to or from an insured person's place
of work
Certification Determined by Medical Labor Accredited Commission, Same

whether cases are relevant to employment injury
determined by Employer’s Investigating & Registering
Commissions.

Dependent’s/Survivorship Pension

Applicable
Legislation

Law on Benefits Provided By The Social Insurance
Fund Against Employment Injury & Occupational
Diseases. Enforced on 1/1/1995

Law On Individual Pension Insurance
Contribution Account
Effective 7/1/1999

Benefit formula

Same benefit formula as old age retirement;

Survivors receive pension in proportion to certain
percentages depending upon the number of survivors:
for three or more -100%, two - 75% and one - 50%.

40% monthly average wage in the last
three years for one dependent increased by
10% per each member over two and more.
But pension should not exceed 60%
monthly average wage

Eligibility

Family dependents determined as survivors under the
Law On Pensions & Benefits Provided By The Social
Insurance Fund

Family dependents determined as survivors
under the Law On Pensions & Benefits
Provided By The Social Insurance Fund

Length of pension

Same as survivor’s pension under the Law On
Pensions & Benefits Provided By The Social Insurance
Fund

Credit for period of
invalidity pension

Pension increased by 1 per cent pension amount for
each year of total invalidity, if the deceased was on the
receipt of invalidity pension

No credit

Minimum pension

50% minimum wage for one dependent, 75% for two
dependents and 100% for three dependents; reduced
pension should not be less than 50% same wage.

Same as the minimum retirement pension
provided from Individual Account
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Defined-Benefit Scheme (pre-1960 Cohorts)

NDC Scheme (post 1960 cohorts)

Length of service

Not less than 20 years insured service, or three years out of
five, immediately preceding the date of breadwinner’s death
due to non-occupational disease or accident.

Same

Incomplete
service (minimum
5 years;
continuous in last
year)

Pension is reduced proportionally to the period of pension
insurance.

Not allowed

Eligible survivors

Born or adopted children under 16, if student children to age
19; grandchildren, brothers and sisters under 16 without
caregivers; grandchildren, brothers and sisters disabled or
got disabled prior attaining age 16; parents over retirement
age or disabled parents, spouse or grandparents, brothers
and sisters without caregivers; any of parents or spouse not
working and caring for children under 8, or grandchildren
and younger brothers and sisters, also family dependents of
the deceased who was on receipt of retirement or invalidity
pension and who totally lost capacity for work in months
preceding the death; step-parents; step-children not
receiving alimony from their own parents; family dependents
of the disappeared;

Same

Length of pension

From the date of death up to the day on which surviving
children attain age 16, if student children to age 19,
incapacitated persons for period of loss of working
capacities, survivors who have attained the pension age up
to the end of the following month in which the insured
breadwinner’s dies

Same

Social Welfare Pe

nsion

Enabling Social Welfare Law, enforced on 1/1/1999. Social Welfare Law, enforced on
Legislation 1/1/1999
Pension Rate Set by government resolution in consideration of minimum | Same

living standard.
Eligibility

= Men aged 60 and women aged 55 who are not in receipt | Same

of an annuitized Pension Insurance Fund benefit.

Indexation of In relation to the movements in the minimum living standard. | Same

benefits
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