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Message from Chairman

In our 2015 report entitled “The Way Forward for Retirement Protection in
Hong Kong”, BPF examined both the strengths and weaknesses of MPF. It
has been five years and while there are initiatives to make MPF better, there
is still much to be done to make MPF a genuine pillar for retirement
protection.

This year will mark the 20" anniversary of MPF and we take this opportunity
to put forward recommendations covering major issues with MPF.

| would like to thank members and those who are concerned about MPF for
providing us with input on this important issue. Our special thanks to Mr
Guy Mills who wrote this report and the MPFA which gave us valuable
comments and information.

Victor Apps
Chairman
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Hong Kong at a Crossroads - MPF, A Job Half Done

Executive Summary

December 1, 2020 marks the 20" anniversary of the MPF system. Over this
period much has been accomplished and yet much remains to be done before
MPF delivers a meaningful source of income for Hong Kong retirees.

This report advocates changes that will accelerate the growth of the MPF
system and thereby reduce the retirement gap and future burden on society.

The key recommendations are:

Vi.

Vii.

The Government should accept that public funding of some part of MPF
contributions is necessary.

Starting April 2021, the MPF contribution rate should increase to 15% for
all employees — with the Government contributing 5% for most employees
and 10% for those employees with a monthly income less than the
minimum monthly relevant income.

In April 2022 the minimum monthly relevant income (currently HKD7,100)
and the monthly relevant income cap (currently HKD30,000) should be
reset and thereafter indexed to inflation.

The MPF retirement age cap should be eliminated so that MPF
contributions continue for those in employment beyond the age of 65.
Specific limits on MPF fees should be phased in to ensure that average
fund expense ratios are decreased from 1.45% today to less than 1% by
2025 and to less than 0.8% by 2027.

Immediate action should be taken to eliminate the impact of offsetting of
severance and long service payments to MPF account holders.

A transparent cost benefit and risk analysis of the eMPF project should be
conducted and clear accountability established for the outcomes claimed
by the initiative. The scope and phasing of eMPF should be reviewed in
light of important dependencies currently resting on its successful
implementation.



BPF’s 2015 Report

In 2015 the BPF issued a report entitled “The Way Forward for Retirement
Protection in Hong Kong” where we recommended:

i.  Eliminate the offsets for severance payments and long service payment.

ii. Employees earning less than HKD7,100 per month must have 10% of
earnings paid into their MPF account.

iii. Gradually increase MPF mandatory contributions to 15%.

iv. Limit MPF withdrawal at age 65 (with compulsory annuitization of part of
the balance).

v. Reduce MPF fees.

The Government has subsequently agreed with points i) and ii). However, there
is still no firm timetable to implement either. Particularly worrying is that the
Government and the Mandatory Provident Fund Schemes Authority (MPFA)
are planning to delay these critical changes until eMPF is in place which may
be many years away.

In this updated report our recommendations are similar but have been
expanded to include more specific recommendations in light of developments
over the past five years.

The MPF System — 19 Years On

In many ways the MPF system has proved to be a policy success for the Hong
Kong Government. Almost all employees participate. The mechanics of system
have improved over time with the introduction of the Employee Choice
Arrangement (ECA), the low-fee Default Investment Scheme (DIS) and
introduction of improved public education and transparency tools such as the
MPF Fund Platform web site.
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MPF assets have grown close to HKD1 trillion over 192 years. Net Investment
returns have been subject to equity market fluctuations as well as shocks such
as SARS and the 2008 Global Financial Crisis. As of June 2020 the Annualized
Internal Rate of Return of the MPF system since inception has been 3.6%,
slightly above the annualized composite change in CPI of 1.8% over the same
period.

Overall, the establishment of the MPF has given Hong Kong a solid tier 2
pension system to build on. However, on its current trajectory, it will not deliver
a sufficient retirement income for most Hong Kong people. Multiple actions are
required to accelerate the growth of MPF assets for employees and reduce the
expenses of running the system. Finally, more thought is needed on rules
governing converting MPF funds to a post-retirement income stream. Retirees
need an income to live off rather than a lump sum.

MPF Contribution Rate

There is broad consensus that the effective pension contribution rate in Hong
Kong is insufficient to build up a meaningful retirement nest egg. The OECD
average effective contribution rate at the average wage is 18%' - the effective
contribution rate in Hong Kong for average wage earners at HKD17,000 per
month is just 10%. The need to increase mandatory contributions is politically
difficult but long overdue.

! Pensions at a glance OECD 2019



We applaud the positive steps that have been taken to encourage employers
and employees who can afford it to make additional voluntary contributions but
these measures have little impact on the lowest paid members of society
whose contributions can be as low as 5% of income.

The BPF has long advocated for an increase of mandatory contributions from
10% to 15%. Given the prevailing business environment and perceived
uncertainties of the future, it would be very difficult to increase the mandatory
contributions made by employers — particularly SMEs. Even if such an increase
in employer contributions could be introduced, it would inevitably have to be
phased in over a number of years. Each year of delay simply makes the
retirement gap larger.

Other than the initial funding provided to establish the MPF, the Government
has taken the position that Government does not pay pensions or contribute to
pension funds. This was always suspect when Government gave generous
pensions to its own staff. Also, from the point of view of Government finances,
it is worth pointing out that contributing to MPF accounts will later reduce the
demand on Government to provide for those that fail to build a sufficient
retirement fund.

It is now time for Government to reassess its position and make meaningful
contributions to Hong Kong‘s pension system. Those contributions should be

focused primarily on those less able to provide for their own retirement.

Our recommendation is to increase MPF contributions as follows:

Monthly Mandatory Contributions

Relevant Employer Portion Government Employee Portion
Income Portion

Less than Relevant income x | Relevant income x None
$7,100 5% 10%

$7,100 to Relevant income x | Relevant income x | Relevant income x
$30,000 5% 5% 5%

More than $1,500 $1,500 $1,500
$30,000




As mandatory contributions are only made on salaries up to HKD30,000 per
month, this proposed Government contribution would be weighted to help lower
income earners.

The monthly relevant income cap of HKD30,000 has not changed since June
2014. If the relevant income gap had kept pace with inflation, it would probably
be at least HKD40,000 by now. We therefore recommend that this limit be
increased to HKD32,500 in April 2022 and HKD35,000 in April 2023 and
annually increased in line with inflation thereafter — failure to do this will
guarantee a gradual decline in effective contribution rates.

Similarly, the minimum relevant income level (currently HKD7,100) should be
increased to at least HKD7,500 in April 2022 and annually increased in line
with inflation thereafter.

The BPF reviewed these recommendations with the MPFA in August 2020:

e The MPFA are obliged to review the minimum and maximum relevant
income levels every four years taking into account the median employment
earnings distribution. The most recent review was conducted in 2018 and a
recommendation was made to the Government to substantially increase the
relevant income caps at that time.

e The Government has announced a 5% Government contribution will be
made for employees and self-employed persons at or below the HKD7,100
relevant income level.

e The MPFA believe that implementation of any Government contribution
scheme requires implementation of the eMPF platform which is not
expected until 2024. Primarily this is due to the need to aggregate
contributions from multiple accounts.

MPF Offsetting Mechanism

The BPF have long maintained that the offsetting mechanism, whilst perhaps
a necessary compromise in establishing MPF, is an unacceptable drag on
retirement savings and has no place in the MPF system. Now is the time to put
this behind us as we further develop MPF.



Of the HKD22.4 billion withdrawn from MPF accounts in 2019, over 21% was
used for offsetting severance payments and long service payments. This ratio
most certainly understates the impact to lower income employees given the
absolute value of withdrawals for wealthier retirees and those departing Hong
Kong permanently.

Grounds of Withdrawal 2019 Withdrawals %
(HKD million)
Retirement 8,753 39%
Early Retirement 2,963 13%
Permanent Departure from Hong Kong 4,845 22%
Incapacity, lliness and Death 1,120 5%
Offsetting Severance Payment 2,193 10%
Offsetting Long Service Payment 2,485 11%
22,359 100%

In her 2018 Policy Address, the Chief Executive stated “The issue of MPF
offsetting has been a bone of contention for a long time. | consider now is the
time to make a decision to settle the issue that has beleaguered wage earners
for years and to accord better retirement protection to employees”.

We could not agree more. However, we are concerned that after two years
there has been no concrete legislation enacted to make this happen. Moreover,
the proposals currently being tabled to replace the offsetting mechanism seem
overly complex and set too distant in the future. The MPFA confirm the
dependency of elimination of the offset on successful implementation of the
eMPF platform which guarantees further delay.

We recommend that bold and concrete steps be taken to accelerate the
elimination of offsets and urge the Government to bring forward some of the
funding set aside to subsidize this transition to protect the value of MPF
accounts held by lower income earners who are at greatest risk from the offset
mechanism.

We specifically recommend that the dependency on eMPF be removed and
offsets be completely eliminated by April 2021. With annual offsets being less



than HKD5 billion per year, this would be affordable even if Government
shoulder the entire cost.

Fees and Charges

Fees charged by pension providers for the cost of running pension plans
reduce the overall amount of assets in those plans, lowering the retirement
benefit payments that members may get.

With the April 2019 introduction of the on-line “MPF Fund Platform”, the MPFA
have improved transparency of fund expenses and management fees, allowing
members to compare historical fund performance and current fees amongst
providers.

MPF fund fees and management charges have reduced over time but not fast
enough. As of July 2020 the average MPF account was subject to a Fund
Expense Ratio of 1.45% which is high by international standards.

The administration costs of MPF are high. There are multiple factors that
contribute to this including the relative youth of MPF, the lack of scale, the
fragmented nature of the MPF system, the large numbers of SMEs in Hong
Kong and highly manual nature of MPF administration.

Increased economies of scale through overall growth of MPF assets coupled
with initiatives such as improved fee transparency and digitization should drive
down fees over time but at this time there is no road map, commitment to, or
accountability for specific levels of fee reduction. The MPFA have also pointed
out that initiatives they have taken such as the introduction of ECA and DIS are
expected to drive down fees.

There needs to be concrete targets for the reduction of management fees. We
recommend two fee caps — one on the overall average fees charged by a
provider and one on the fees charged by a provider to any member.

The cap on average fees charged by a provider should be:
2021 1.4% 2022 1.3% 2023 1.2% 2024 1.1% 2025 1%

2026 0.9% 2027 0.8%



The cap on fees charged by a provider to any member should be:
2021 1.5% 2022 1.4% 2023 1.3% 2024 1.2% 2025 1.1%

2026 1.0% 2028 0.9%

The difference between the two is to allow some variation in fees based on
different investment choices.

MPF Annual Registration Fee

We further recommend that the Government reverse the decision to place a
0.03% levy (“Annual Registration Fee”) on registered MPF schemes to cover
the costs of the MPFA. As we have previously argued, the MPFA is a
Government function and — unlike banking and insurance — the MPF is
mandatory. It is inappropriate that MPF members’ balances should be diluted
to pay for this expense.

The MPFA have pointed out to the BPF that MPF legislation prohibits the
charging of any fee related to the Annual Registration Fee to plan members.
We feel this is disingenuous as the levy still forms part of MPF operating costs
for trustees.

Proposed eMPF Platform

Since mid-2017 the FSTB and MPFA have been developing a plan to
implement the eMPF platform that aims to enhance members’ experience (for
example having a consolidated view of MPF accounts) and drive efficiency of
the MPF system, thereby reducing administration costs and creating room to
reduce fees.

The MPFA’s stated plan is to have the platform operational in 2022 and
transition MPF schemes to the platform by 2024 — 2025. The one-time cost of
implementing the eMPF platform is currently thought to be in the region of
HKD4 billion funded by the Government.

The objectives and desired outcomes of eMPF are laudable but we question
the level of investment required, its complexity and the considerable length of
time it will take before tangible benefits accrue to MPF members. The MPFA
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have articulated the qualitative benefits of eMPF but have shied away from
quantifying the benefits for MPF members — specifically in terms of fee
reductions.

The complexity, project risks, costs and timeframe of eMPF are much better
understood now than they were when the project was initiated in 2018. We
must now determine if this remains the best use of public funds to improve the
MPF system from the perspective of MPF members.

It is also important to recognize the risk to other initiatives that have been tied
to successful deployment of eMPF such as the introduction of Government
contributions for low-income employees and elimination of offsets.

It is particularly important that the elimination of offsets is not linked to eMPF.
The Government’s credibility will suffer if the offset elimination is so long
delayed.

Our recommendation is that the scope of the current eMPF project should be
critically reviewed and potentially reduced significantly. The central aim of the
revised project will be to build a system that enables members to receive and
access a cross-provider summary of their MPF accounts and allow
administration of Government contributions. Such a system would be of great
value to all members who have more than one MPF account.

This less complex project would cost a fraction of the cost of the eMPF project
as currently planned. It is worrying that providers and others close to eMPF are
sceptical about the project’'s chance of success. Cost overruns and delays
seem very likely in this scenario.

MPF Retirement Age

In the past decade the proportion of over 65 year-olds in employment has
doubled although it is still much lower than in Japan or Singapore. We can
expect this trend to continue given the retirement funding gap, shrinking labour
force and low unemployment rate in Hong Kong.



Under the MPF System, mandatory contributions cease at age 65. At the
inception of MPF, the elderly labour force participation rate was very low but
today is becoming significant and cannot be ignored. We recommend that the
age limit on MPF mandatory contributions be eliminated entirely as it will help
members who choose to (or have to) work longer to further accumulate
retirement savings.

Strengthening Post Retirement Options

The fundamental purpose of a pension system is to provide an income stream
on retirement. Under the current system, the vast majority of MPF members
(97%) receive their accrued MPF as a cash lump sum. This nest egg is often
used to purchase inappropriate financial products or for purposes other than
retirement.

Almost all OECD jurisdictions either prohibit or disincentivize 100% vesting of
pension funds for these very reasons and as such we consider this aspect of
development of the Hong Kong pension system to be unfinished business.

We are encouraged by the Government’s introduction of the Public Annuity
Scheme and the MPFA’'s moves to introduce decumulation funds.
Nevertheless, we recommend that the system be strengthened so that there
are incentives for MPF members to move all or part of their retirement balances
into approved annuity-like products rather than leaving this to chance.

This proposal is eminently workable if coupled with our recommendation to
introduce a supplementary 5% Government mandatory contribution — i.e. the
funds accrued from Government contributions could automatically fund the
purchase of a public annuity on retirement.

Consumer education is critical and we further recommend that a coordinated
approach be taken in improving public education and relaxing appropriate
provisions of section 41 of the MPFSO to make it much clearer and simpler for
retirees to transition their MPF into a future income stream.
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Summary of Recommendations

Vi.

Vii.

viii.

Government should accept that significant expenditure on MPF is
necessary.

Starting in April 2021, the Government should contribute an additional 5%
of relevant income to MPF accounts (10% for those earning less than
HKD7,100 per month).

The monthly relevant income cap of HKD30,000 should be increased to
HKD32,500 in April 2022 and to HKD35,000 in April 2023 and thereafter
indexed to inflation. The minimum monthly relevant income should be
increased to at least HKD7,500 in April 2022 and thereafter adjusted to
inflation.

The mechanism for elimination of offsets is in urgent need of finalization
and funding set aside to immediately mitigate the impact of offsets to
lower-income earners during this transition.

MPF provider fee caps should be introduced to force the average fees
charged below 1.0% by 2025 and below 0.8% by 2027.

Reverse the decision to charge MPF providers the MPF Annual
Registration Fee and treat the costs of running the MPFA as a Government
expense.

Reduce or phase the scope of e-MPF to focus on the production a cross-
provider summary for all MPF members.

Eliminate the MPF retirement age cap so that over-65s can continue to
build up their retirement savings.

Revamp the rules around MPF withdrawals at retirement to mandate or
incentivize the transfer of MPF assets into suitable annuity-like products
such as the Public Annuity Scheme.
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