Pension reform paves the way for
target-date funds in Mainland China
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The three pillar structure

China's pension system
First pillar Second pillar Third pillar
Government-run basic Annuity schemes Individual commercial
pension schemes pension schemes

Urban basic pension Enterprise annuity Commercial pension insurance
(tax-deferred insurance)
Rural basic pension Occupation annuity

Source: Invesco, as at 3 January 2019.
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Table 1

Recent developments in China's individual commercial pension segment

June 2017 March 2018 May 2018 August 2018

CSRC introduces
guidelines on pension
target funds.

State Council provides
guidelines for new
commercial pension
insurance products.

Tax-deferred insurance
pilot project launched in
selected cities.

CSRC approves the
launch of pension funds
in the form of fund of
funds.

Source: China Securities Regulatory Commission (CSRC), as at 30 October 2018.

One of the new guidelines for individual commercial
pension schemes (table 1) is the China Securities
Regulatory Commission’'s (CSRC) guidance on their
structure: they should be constructed as FoFs and
pursue target-date strategies, but also target-risk or
other concepts approved by the CSRC.

The CSRC's preference for a FoF structure comes as
no surprise since pension investments should place
more emphasis on risk control than on the pursuit of
returns. As a combination of funds, FoFs can offer
investors a more diversified portfolio and reduce
exposure to any single asset or risk.

In our view, the CSRC's approach is well-thought out,
as it speeds up the development of the third pillar of
China's pension system. By constructing FoFs, fund
providers can use already existing products and
combine them under a pension wrapper. This
reduces the administration needed.

Estimating the size of China's target-date funds
market

Among the different types of FoFs, we believe that
target-date funds will become popular in China over
time. They follow glide path structures that rebalance
their allocations, so as the target date approaches,
they focus less on growth and more on income. Even
investors without in-depth financial knowledge

We believe that target-date
funds will become popular
in China over time.

should find them easy to understand, which makes
them attractive for retirement planning.

But how big can the market become? The mature
US pension market, where target-date funds are
very popular, may give an indication: over the past
10 years, US target-date mutual funds have received
net inflows of USD 521 billion.! They ended 2017
with assets of USD 1.1 trillion, an increase of USD
229 billion, or 25.8%, from 2016.2

In estimating the potential size of China's target-date
funds market, we referenced publicly available data
to determine the number of people who would likely
invest in such funds.3 For the lower bound estimate,
we looked to the number of people under enterprise
annuity schemes. Since the employer’s contribution
is forfeited if one leaves, we think these people
(23.31 million of them) are most likely to invest in
tax-deferred pension products.

For the upper bound estimate, we referenced
another government report on the number of people
contributing to the Housing Provident Fund.# Monies
contributed to the fund can be used to purchase
housing or pay rent. The contributions are also
matched by the employer and, since it counts
towards income tax relief, people tend to contribute
the maximum amount allowed. There are currently
130.6 million people contributing.

As for calculating how much each individual is willing
to contribute per month, another report noted that an
individual is willing to contribute RMB 400 monthly
into a pension plan if there are tax deferment
benefits. Using RMB 400 as a base case scenario
and RMB 1,200 as the upper bound, we calculated
that the target-date funds market would reach a

Table 2

Estimating the potential market size of target-date funds in China (volume per annum, in RMB billion)

Additional contribution in RMB per person per month

400
Participants (million) ~ 23.31
32.66

65.32

97.98

130.64 627

Source: Calculated by Invesco, as at 3 January 2019.
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volume of at least RMB 112 billion, and could
become as large as RMB 1.88 trillion (USD 280
billion, table 2).

What may prevent the market from achieving

full potential?

The market still needs to overcome some limitations
before it can achieve its full potential of RMB 1.88
trillion.

Currently, for instance, there are restrictions on who
can qualify as a fund provider, the underlying fund
sizes, the use of derivatives and access to foreign
markets. These factors limit the number of fund
houses that can offer such products.

At the same time, target-date funds still do not enjoy
tax incentives. China recently rolled out a one-year
tax deferment pilot scheme for pension insurance
products. Given that the pilot was only introduced

in selected cities, we would need to wait for detailed
findings to determine whether the tax deferment
scheme was helpful in promoting pension insurance
products to the public. The pilot is set to end in

May 2019.

Should the pilot for pension insurance products turn
out to be a success, there is a chance that authorities
would extend tax deferment benefits to pension
target funds. Having similar tax deferment benefits
will no doubt aid in the target-date funds market's
long-term development. Officials have also talked
about applying a default investment mechanism,
much like how the US enables automatic enrollment
into target-date funds for employer-sponsored
retirement savings 401(k) plans. We look forward to
more policy developments in China on tax incentives
for pension target funds.

Aside from policy hurdles, there are also some
market dynamics that weigh on the market's growth
potential (table 3). For example, awareness is still
lacking when it comes to retirement planning in
China. A survey conducted in 2017 showed that only
9% of 2,013 respondents across several Chinese
cities say that they are “very involved"” in monitoring
and managing their retirement savings.> At the same
time, banks are the primary channels for fund
distribution in China, and they may prefer distributing
mutual funds over FoFs due to mutual funds’ relatively
simpler structures. In addition, FoFs' key selling point

Table 3

Limitations on China's target funds market development

Issue us

Developing Underlying No limit

asset fund size

management

industry - -
Use of derivatives Aol
Access to AVIVIowedV 7
foreign markets

Policy Policy support Default investment option

support for 401 (k)
Tax incentives Trarx deféfred

Distribution Distribution

Source: Invesco, as at 3 January 2019.
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Average net asset value
of at least RMB 200
million in the past two

Not allowed

Theoretically possible via

products for Qualified
Domestic Institutional
Investors (QDII), where
approved domestic
institutional investors can
invest in foreign products

Through banks, security
companies, third-party
independent channels

Analysis

Short-term bottleneck, but
expected to improve

Derivatives market in China likely
to develop, hence may not be a
critical issue considering long
lifespan of target-date funds

Difficult to achieve in China at
present stage

Chinese individuals would have
to purchase target-date fund on
their own initiative

Beijing introduced tax deferment
policy for insurance schemes
likely to be extended to target-
date funds to ensure fairness
and competitiveness

- Current market structure
favours large institutions who
dominate fund sales channels

- Fintech platforms offer a
chance to open new banking
and sales opportunities



of broad diversification and lower risk may also
work against them - as they can find it difficult to
outperform specific markets or funds with a
narrower focus.

Nevertheless, we are confident that proper, sustained
and widespread dissemination of retirement planning
information will help to resolve these issues so that

the target-date funds market can organically develop.

Broader trends will drive growth

Our expectation that China's pension target fund
market will grow is also supported by some broader
trends. In fact, we think it may even grow beyond the
upper bound of our initial analysis. Once again taking
the US as a proxy, we expect China's target-date
funds market to see the same pace of development
and grow rapidly over the next 10 to 20 years.

Our expectation that China's
pension target fund market
will grow is also supported by
some broader trends.

A major driver of this expansion will be growing
affluence in China, where disposable income per
capita is rising faster than GDP, registering a
compounded annual growth rate of 7.24% from
2013 to 2017.6 As Chinese households grow richer,
they are likely to shift from savings to investments
as a means to preserve or increase wealth. In 2017,
US private-pension plans held assets totaling some
USD 28.17 trillion, representing 145.3% of the
country's GDP (figures 3 and 4). For China, private-
pension plans only hold USD 197.8 billion in assets
- or 1.6% of GDP.” Thus, there is plenty of room for
the target-date funds market to grow.

Demographic trends will also fuel this expansion. At
the end of 2017, China's elderly dependency ratio
was at 15.9%, almost a full percentage point higher
than 2016's ratio of 15%.8 China's retirement needs
will therefore intensify, and the pension system must
be able to cope with them.

Figure 2

Pension funds' assets (2nd and 3rd pillar)
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Figure 3

Total pension funds’ assets (2nd and 3rd pillar)
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Parallel to these trends is the growth of China's About the author

capital markets. We note Beijing's recent efforts

aimed at improving its capital markets and asset
management sector. At the same time, asset
managers' keen interest in providing FoFs underscores
their confidence in the growth of China’s individual
commercial pension market. We believe that, in due
time, there will be more and more financial products
that will help in the further development of China’s
target-date funds market.

We expect to see the
emergence of new
investment opportunities.
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ratio is defined as the number of elderly dependents aged 65 and above divided by the
number of working-age persons from 15 to 64 years old.



Important information

This document has been prepared only for those persons to whom Invesco has provided it for informational purposes only. This document is
not an offering of a financial product and is not intended for and should not be distributed to retail clients who are resident in jurisdiction
where its distribution is not authorized or is unlawful. Circulation, disclosure, or dissemination of all or any part of this document to any
person without the consent of Invesco is prohibited.

This document may contain statements that are not purely historical in nature but are "forward-looking statements", which are based on
certain assumptions of future events. Forward-looking statements are based on information available on the date hereof, and Invesco does
not assume any duty to update any forward-looking statement. Actual events may differ from those assumed. There can be no assurance
that forward-looking statements, including any projected returns, will materialize or that actual market conditions and/or performance results
will not be materially different or worse than those presented.

The information in this document has been prepared without taking into account any investor's investment objectives, financial situation or
particular needs. Before acting on the information the investor should consider its appropriateness having regard to their investment
objectives, financial situation and needs.

You should note that this information:

B may contain references to amounts which are not in local currencies;

B may contain financial information which is not prepared in accordance with the laws or practices of your country of residence;

B may not address risks associated with investment in foreign currency denominated investments; and does not address local tax issues.

All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. Investment involves
risk. Please review all financial material carefully before investing. The opinions expressed are based on current market conditions and are
subject to change without notice. These opinions may differ from those of other Invesco investment professionals.

The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons into whose possession this marketing
material may come are required to inform themselves about and to comply with any relevant restrictions. This does not constitute an offer
or solicitation by anyone in any jurisdiction in which such an offer is not authorised or to any person to whom it is unlawful to make such an
offer or solicitation.
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