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Strengthening Employment-Based Pensions I n Japan

Robert L. Clark and Olivia S. Mitchell

Abstract

This paper investigates how the Japanese pension market for funded employment-based pensions is
changing and how it might be strengthened in order to better serve one of the most rapidly aging
populations in the world. Public and private pensions in Japan are estimated to hold around US$3 trillion,
making that system the second largest globally after the United States. However unfavorable economic
developments have cut sharply cut into asset values and the weak economy is undermining traditional
lifetime employment contracts. The recent passage of new legidation permitting the establishment of
defined contribution plans in Japan may provide new opportunities for ernployer-sPonsored retirement
plans. We begin by describing the Japanese pension system a the end of the 20" century, and then
provide an overview and evauation of the changes in the pension arena emerging from the 2001
legidation. We show that important design questions remain to be answered, if Japanese employment-
based pensions are to be reformed and modernized. We also suggest what lessons might be gleaned from
recent changes in pension plans in the United States.
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Strengthening Employment-Based Pensions I n Japan
Robert Clark and Olivia S Mitchell

The Japanese populationis aging more rapidly than any other, and due to very low fertility rates, the
nation’ s population will start shrinking within the next few years® International retirement system experts would
do well to examine developments in Japanese retirement policies, so as to assess how employer-sponsored pensions
farein such arapidly aging society. This rapid demographic change in Japan also places pressure on plan sponsors
to efficiently manage pension funds and to offer cost-effective pensions that workersvalue. Government policy
makers must monitor and revise national pension systems and develop appropriate regulations and tax policies for
employer pension plans. Coordination of public and private retirement programs will be essential in the coming
decades.

Two important questions are addressed in this analysis. How is the Japanese pension market for funded
employment-based pensions evolving? and, What additional steps are needed to strengthen public and private
retirement plans? The Japanese pensionsystem is one of the largest in the world, second only to that of the United
States pension market. Institutional public and employer pension assets in Japan have been estimated to be around
USS$3 trillion (Conrad 2001; Cerulli 1999), of which some US$0.6 trillion are in private plans (Sakamoto, 2001). But
recent economic news has not been favorable for Japanese pension plans. The last decade of financial stagnation
has sharply reduced asset values in Japan, lowered returns to bonds and other fixed income assets, and raised
unemployment rates? In addition, the weak economy is undermining traditional lifetime employment contracts and
altering current and deferred compensation in many companies (Seike, 1997).

To modernize the pension environment in Japan, a number of regulatory changes were recently passed,
changes intended to restructure and provide new opportunities for employer-sponsored retirement plans. These
changes followed closely on the heels of modificationsin the Japanese pay-as-you-go social security system.

Japan’ s national social security iscomposed of the Employees’ Pension Insurance and the National Pension.

! Japan is currently the most rapidly aging country in theworld. Thisaging reflectsavery low total fertility rate of
approximately 1.3, and high life expectancy of 77 years for men and 84 years for women. Projections indicate that
the proportion of the population aged 65 and older will increase from about 15 percent in 1995 to 27 percent by
2025 and the absol ute size of the Japanese population will begin to decline in the five years (Ministry of Health,
Labor, and Welfare, 1999; Miyatake, 2000).

2 For example, theindex of the stock market fell from** in ** to** in **  whiletheinterest rate on government
bonds declined to only percent. In addition, average land pricesin Tokyo plummeted during this period.



Furthermore, publicly traded firmsin Japan must now comply with new and more transparent accounting standards.
These standardswill also shape pension restructuring, as firms are required to provide new information regarding
retirement plan liabilities and assets. To better understand these emerging patterns, we begin with areview of the
status of the Japanese pension system at the end of the twentieth century. Our analysis considers changesin both
public and private pension plans and how these programs are interrelated. Next, we turn to asummary and
evaluation of the magjor changes in the employer-provided pension arena emerging from the 2001 legislation. We
show that several important unanswered design questions still remain before Japanese employment-based pensions
can be effectively modernized. Additional regulations will be required before recently enacted reforms will fully
achieve the objective of enhancing retirement security. We also discuss some of the lessons that might be gleaned

from recent changesin pension plansin the United States.

I. The Japanese Pension System at the End of the Twentieth Century

There are about 67 million economically active personsin Japan. Virtually all workers are included in the
national social security system. In addition, about 39 million of these workers are covered by some form of
employer-sponsored pension plan (Miyatake, 2000). This section explores how the Japanese retirement system
works and outlines the major changes in Japanese retirement policy over the recent past. We trace potential
employer aswell as employee responses within the context of the current economic situation, population aging and
broader changes in human resource policiesin Japan. Employer pensions are devel oped within the framework of
social security rules and benefits. Changes in mandatory benefit programs, such as lower replacement rates and
higher retirement ages, will influence employer and employee preferences concerning private retirement plans.
Thus, our analysis beginswith areview of the continuing evolution of social security in Japan.
A. An Overview of the Japanese Publicly-Provided Retirement Program

The Japanese national social security system is composed of two parts, both of which are mainly financed
on a pay-as-you-basis (see Figure 1). Thefirst pillar isthe National Pension (NP) that provides aflat benefit to all
persons who contribute to the system.® The NP was established in 1959 to provide benefits to self-employed

workers, farmers, their dependent spouses, the unemployed, and students. These groups are required to make

3 Prior to 1986, the National Pension covered only persons who were not included in the Employees’ Pension
Insurance system. Reformsintroduced in 1986 expanded the NP to include participantsin the EPI and in essence,
the NP became a universal retirement program (Ministry of Health, Labor, and Welfare, 1999).



monthly contributions to the NP (¥13,300 per month in 1999; US$111).*  Since 1986, employed individuals and
their spouses participate in the NP system through their own and their employer’ s mandatory contributions to the
Employees Pension Insurance (EPI). Each year, the EPI system transfers to the NP account sufficient funds to pay
for the flat benefit of covered employees and their spouses.® The NP flat benefit is equal to a specified quantity of
yen per month, multiplied by the number of “covered” months (how long the worker contributed to the system). In
1999, aretiree with full benefit from the NP would receive a monthly benefit of ¥67,017 (US$558). Prior to the
1986 reform, the full NP benefit was payable at age 65 after 25 years of service; reduced benefits could also be
taken as early as age 60, and the benefit amount could be increased if the worker delayed acceptance until age 70
(Clark, 1991).° These benefits are indexed to the cost of living after retirement. The 1986 reforms made a full
benefit conditional on 40 years of contributions.
Figure1lhere

The second pillar of the Japanese public pension system takes the form of an earnings-related defined
benefit plan called the Employees’ Pension Insurance (EPI) program. The EPI was established in 1941 to cover
employed persons. Prior to 1986, the EPI benefit formulawas 1.0 percent of pay per year of service, linked after
retirement to the cost of living index. Subsequently, the benefit formula has been reduced to 0.75 times average
indexed (or revalued) earnings, not including bonuses, times the number of covered years. The reduction in the
benefit formulawas to be phased in over 20 years and the new lower level will apply to all persons bornin 1946 or
thereafter, reflecting the larger number of covered working years of younger cohorts. Currently, the tax rate used to
finance the EPI is 17.35 percent of covered earnings, divided equally between the employer and the employee.

Using the current benefit formula, aworker with 40 years of coverage would receive an earnings-related
benefit of 30 percent of average real earnings. The flat benefit for a married worker and spouse provides atotal
replacement rate of over 50 percent for most retirees. For example, consider aretired employee with average
earnings (approximately ¥340,000 or US$2,833 per month) who had 40 years of coverage and whose spouse was a

full-time housewife. This couple would receive aflat benefit of ¥67,017 (US$558) per month for both the husband

* Throughout this paper, yen figures are converted to US dollarsin 2001 at arate of US$1=¥120.

® The amount of monies transferred by the EP!I is determined every year and is determined by the number of insured
employees paying into the EPI (aged 20 to 59 years) and the number of their dependent spouses (aged 20 to 59
years).

® Benefits taken at age 60 are 70 percent of the age 65 benefit while if theinitial acceptance of benefits is delayed
until age 70, the benefit is 142 percent of the age 65 benefit (Sakamoto, 2001b).



and the wife or atotal basic benefit of ¥134,000 (US$1,117) per month. In addition, the retiree would receive
¥104,000 (US$866) per month from the earnings-related EPI benefit. Thus the combined publicly supported benefit
for the family would be about ¥238,000 (or US$1,983; Miyatake, 2000). Reformsimplemented in 1994 gradually
boosted the eligibility age for the NP flat benefit from age 60 to age 65; however, eligibility for EPI benefits was
mai ntained at age 60 throughout the 1990s.

If those benefit promises had been maintained in the face of rapid pace of Japanese aging, additional tax
revenue would have been required to cover promises made under NP and EPI rules (Ministry of Health, Labor, and
Welfare, 1999). For instance, government review groups projected that EPI tax rates would have to increase from
17.35t0 34.5 percent of covered earnings by 2025, and contributions to the NP were projected to have to rise by
about 100 percent. Asaresult, acomprehensive review of benefit formulas, eligibility conditions, retirement ages,
and financing options, was conducted, resulting in the reform law of 2000.

One key aspect of the 2000 public pension reform wasthat it cut future social security benefitsin various
ways. First, the EPI benefit formulawas further curtailed by about 5 percent, from 0.75 to 0.7125 percent per year
of service. Second, the indexation of EPI and NP retirement benefits for beneficiaries age 65 and older was
switched from wage indexation to price indexation. Third, for future workers, the normal retirement age for the EPI
pension was raised from 60 to 65 for both men and women. These changes will be gradually phased in over time for
new retirees.” It has been estimated that the 2000 reforms reduced benefits in aggregate by approximately 20
percent (Takayama, 2001).

Another aspect of the 2000 reforms was that they also altered future revenue streams. In particular, general
revenues flowing into the NP were boosted, with the subsidy rising from one-third to one-half of the annual cost of
the NP. Unlike the United States, where an earmarked payroll tax entirely finances the government old-age benefits
at present, general revenue in Japan will be used to support even more of the total retirement system cost than
before. There has been considerable debate over the most appropriate way to support these subsidies, with some
analysts favoring consumption taxes, while others oppose them (Takayama, 2001; Hatta, 2001). The 2000 public

pension reforms a so hiked the maximum age for inclusion in the EPI program from 65 to 70 and extended covered

" The higher normal retirement age will be phased in over the next two decades. Persons born after April 2, 1961,
will be eligible for full benefits for both the flat benefit and earnings related benefit at age 65.



earningsto include bonuses. Thus, future retirees will have substantially lower benefits that had previously been
expected, even as they must pay higher taxes during their working years.

Asaresult of these changes, the projected future tax rate increase slated for the EPI was moderated; instead
of rising from 17.35 percent to 34.5 percent, it is now projected to rise to only 27.8 percent of covered earnings. Of
course, thisis still asubstantial increase in payroll taxes required to support the social security system, and with the
government subsidy, the total cost of the retirement system is larger still.® Clearly Japan will continue to wrestle
with the difficult issue of whether the public will agree to pay these higher taxes in the future, or whether it instead
will reduce the public pension promise further (Clark and Ogawa, 1996).

B. Japanese Company Pension Plans

In the presence of these changesin the EPI and NP, employers and employees must consider how they
want employer pension to evolve. Should mandatory retirement ages be increased to match the new normal
retirement agesin the EPI and NP? Should normal retirement ages for employer pensions also be increased? If
social security benefits are being reduced, can employer pension benefits be expanded to keep retirement income at
previous levels, or will current economic conditions mean that changesin employer pension plans will exacerbate
the adverse effects of cutsin social security on retirement income? Given legislated changesin social security, the
future of retirement income will be determined in large measure by how employer pensions are changed.

There are three main types of company retirement plansin Japan: unfunded severance benefit plans, the
Employee Pension Funds (EPF), and the Tax Qualified Pension Plans (TQPP). More than 90 percent of all Japanese
employees have severance pay plans that relate termination benefitsto years of service and earnings. These are
financed out of corporate operating revenue (they are book reserved for funding purposes). Severance benefits are
typically paid as lump sums when workers leave their career employers. The average male retiree from amajor
corporation receives a severance payment of about ¥25 million (US$208,000) at retirement, equivalent to about 38
months of earnings (Seike, 1997).

The average size of severance payments hasincreased over time (from ¥13 million in 1974, or US$108,000

in today’ sterms), but relative to annual earningsit has declined. Average monthly earnings rose 3.5 times between

8 |f the government were to try to adjust benefits to the level of revenue supplied by the current 17.5 percent payroll
tax, we estimate that benefits would have to decline by more than one-third. Thisestimate isbased on the simple
calculation that if a specified benefit level requires 27.8 percent of covered earnings (0.278 times the wage base
provides sufficient revenuesfor an average benefit), then atax rate of 17.35 percent of covered earnings would
provide sufficient income for benefits that were 62 percent of theinitial benefit level (17.35/27.8 = 0.62).



1974 and 1996 (from ¥88,000 to ¥305,000; US$733 to US$2,542), while retirement payments rose by less than two
times (Seike, 1997). One reason for this decline is the change in formulas used to determine severance pay and a
reduction in the proportion of total compensation included in the determination of the benefit. Another reason is that
the prevalence of severance plansis declining, as more firms shift from lump -sum payments to pension plans paying
annuities. In 1974, 43 percent of large companies had only lump -sum retirement plans and no additional pension
plan. By 1996, only 5 percent of these firmsrelied solely on the severance pay plans for retirement benefits (Seike,
1997).

Turning now to more conventional company pension plans, about half of all Japanese full-time employees
participate in an EPF or a TQPP. There were 1,849 EPFsin 1999 covering over 12 million employees (Miyatake,
2000), afigure that represents 37 percent of all EPI participants (Employees Pension Fund Association, 1996). By
contrast, there were more than 91,000 TQPP plans covering almost the same number of employees— 11 million
workers. In the past, Japanese companies were allowed to offer only DB plans of these two types, but 2001
legislation has expanded options for plan choice.

EPF plans were introduced in 1966 to enable firms to provide earnings-related benefits to retired workers
over and above the government earnings-related pension. They were established mainly by larger employers with
500 or more employees.” These plans were permitted to partially “ contract out” from paying contributions to the
government pension system, in exchange for which they committed to provide benefits worth 130 percent of the EPI
benefit. Historically, the EPFs have paid 3.2 to 3.8 percent of payroll, to finance the contracted out component of
the EPI (Employees’ Pension Fund Association, 1996). EPF benefits based on the contracted-out or “substitutional”
EPI component may be paid in the form of alife annuity, while supplemental benefits may be lump sum.
Approximately 40 percent of beneficiaries opted to take alump-sum distribution for the supplementary benefitsin
1997 (Chunhong, 2000). EPFs have been regulated by the Ministry of Health, Labor, and Welfare, and have had to
meet more reporting and funding standards than other types of Japanese pension plans.

TQPPs were first established in 1962 and they have been adopted by many small and mediumsize firms as
well as some larger firms. Companies must have at least 15 employees, to establish a TQPP. Most TQPPs were

financed entirely from employer contributions, though in theory, employees were permitted to contribute to these

° Anindividual company with at least 500 employees can establish an EPF. Allied companies can organize an EPF
provided that they have 800 employees. Multi-company EPFs can be established provided that the plan sponsor has
3,000 participants. (Employees’ Pension Fund Association, 1996).



plans. Despite their name (“tax qualified pension plans’), they were legally subject to an annual asset tax levied on
the value of the pension portfolio, worth about 1.173 percent of assets. Most retirees under these plans can elect 10-
year certain payouts, but most select alump -sum option. The TQPPs have been supervised by the Ministry of
Finance, historically, which hasled to an entirely different set of regulations than those that govern the EPFs.

The growth of EPF pension plansin Japan has produced a DB plan asset pool (EPF plus TQPP) estimated
at about US$0.6 trillion, much smaller than the US private sector asset base (Sakamoto, 2001; Johnson, 2001). It
must also be emphasized that any pension asset estimates are not directly comparabl e with those from other
countries, since Japanese pension plans have traditionally marked assets at book value instead of market value; EPF
assets have been marked to market only since 1997. Furthermore, Japanese asset values are currently quite
depressed and pension investment performance has been quite poor of late. The government suggested that pension
investment returns be targeted at 5.5 percent annually and the Corporate Income Tax Law requires that the assumed
ROR be at | east 5%; nevertheless, actual investment returns have been far lower. Thisisin part because of pension
fund managerial conservatism, alegacy of the old regulatory 5:3:3:2 rule requiring that plans hold at least 50 percent
in secure assets such as long-term government bonds. These rules also limited other investments: caps on domestic
stocks were 30 percent, in foreign-currency assets 30 percent, and in real estate 20 percent (Gordon, 1999). Recent
evidence suggests that the EPF plans continue to allocate their portfolios in roughly this manner (Sekine, 2001).

Limited evidence indicates that Japanese pensions are currently quite underfunded, at least according to
Western standards® Chunhong (2000) and Goldman Sachs (1999) estimate that the total amount of underfunding
in private corporate sector pension plans is between ¥40 and 60 trillion (US$404 to 485 billion). A 1996 study of 24
Japanese firms listed on the NY SE shows that pension assets were worth only 40% of liabilities (Gordon, 1999).
According to data from the EPFA (Sakamoto 2001), half of all EPF plansin 1999 had less than 90% of the assets
needed to cover liabilities, but these cal culations do not adopt ERISA -type standards (Cerulli 2001).** Severance

pay planstend to be not funded, and this liability represents yet another US$324-404B (Goldman Sachs, 1999).

10 Underfunding in the pension context refers to a gap between the pension plan assets and accrued liabilities. In the
defined benefit context, under US private sector pension law, a plan would be underfunded if its assets valued at
current market prices were less than the accumulated benefit obligation (ABO); see McGill et al. (1996).

1 More specifically, 0.8 percent of EPF plans had assets that were less than 60 percent of liabilities, 8.8 percent of
plans were between 60 and 70 percent, 21.6 percent of plans were between 70 and 80 percent, 19.8 percent were
between 80 and 90 percent, and 18.0 percent of all EPFs had funding between 90 and 100 percent of assets
(Sakamoto, 20014).



Such extensive underfunding poses risks for existing DB plans, and it also makes the transition to new DB or DC

plans more difficult.

I11. Thelntroduction of DC and New DB Plansin Japan

Financial deregulation in Japan has been in full swing since the mid-1990s. The major impetus driving this
effort was the desire to move toward a system where banks, insurers, securities firms, investment advisors, and
foreign money managers, would compete on amore level playing field (Cargill et a., 1997). For the first time,
foreign money managers were permitted entry, companies began (slowly) to adopt international accounting
standards, and insurance regulation was relaxed (Patrikis, 1998).

Accompanying this effort to modernize Japan’ s financial environment came achangein the rules
governing employer-sponsored pensions. The changes were intended to make more flexible the heavily regulated
system that previously “stifled creativity and short-changed the country's savers’ (Maclntyre, 1998). Nevertheless
this has been a gradual process. For instance, in 1999, the government eliminated the requirement that Employee
Pension Funds liquidate their entire holdings when changing investment managers, and it further eliminated the
practice of requiring fixed brokerage commissions on stock trades. Subsequently, investment advisory firms were
permitted to manage pension assets, whereas only trust banks and insurers had been allowed to do so previously.
Lifeinsurers gained entry to the mutual fund business, and the state-owned postal savings and life insurance bureaus
(Yucho and Kampo) received permission to hire specialist investment managers to handle over ¥300 trillion in postal
saving system assets (US$2.5 trillion; Asia Agenda I nternational 2001). As Lincoln and Litan (1998) have noted, it
was hoped that “ by allowing Japanese pension funds greater investment freedom - specifically, broader authority to
purchase equities, domestic and foreign - the Big Bang [would] help ease the pressure on Japanese corporations to
fund their pension plans with current earnings.”

A. The Pension Reform Bill of 2001
The Japanese government took a further step toward modernizing its pension sector in June of 2001 with

legislation that alters plan design choices and aspects of existing plans (see Table 1). In many ways, this bill



continues and extends the process of financial sector reformsimplemented during the late 1990s as they apply to
pensions?
Table 1 here

The pension reform bill contained features pertaining to both defined contribution (DC) and defined benefit
(DB) plans. Focusing first on the DC set, the key elements were (William M. Mercer, 2001):

B Companies are permitted to offer DC pensions as of October of 2001.

B A corporate DC plan may be financed by tax-deductible employer contributions. (Employee contributions
into such plans are not permitted.) If the plan sponsor has no other pension plan, annual taxqualified DC
contributions are capped at ¥432,000 (US$3,472); however if another tax-qualified plan isavailable, the
taxable annual maximum DC contribution is reduced to ¥216,000 (US$1,736).

B A worker whose company offers no other pension may alternatively be offered a DC plan into which he
can contribute out of pre-tax earnings up to an annual limit of ¥180,000 (US$1,447). No employer
contributions are permitted in this case. The self-employed may set up DC plansinto which they can
contribute ¥816,000 (US$7,700).

B Employer DC plan contributions vest in three years and are portable if the worker changes companies.

B Participants must be provided at least 3 investment choices for their DC monies, one of which must be
principal-guaranteed. Participants will be able to change investment all ocations every three months.

B DC pension payouts may be taken as alump sum or annuity as early as age 60 and payouts must commence
by age 70. A 60-year old must have at least 10 years of participation; the service requirement fallsto age
65 after which only one month of serviceis required.

B Companies must obtain employee permission before instituting a DC plan, and must obtain authorization
from at least half of all enployees before terminating an old DB plan and moving to a DC plan.

The pension reform bill of June 2001 also contained elements relevant to corporate sponsors of defined benefit

plans (DB):

B Companies offering TQPP plans will be required to terminate them within a decade (Sakamoto, 2001a).

m  Employers offering EPF plans will be permitted to divest themselves of the contracted-out “ substitutional”
element of their EPF plan (Sakamoto, 2001a). Thiswill permit plan sponsorsto gain relief from paying
that portion of the government earnings-rel ated pension, by transferring alump sum of assetsto the
government. However participantsin the newly constituted DB plans will no longer be granted an
exemption from the asset tax that had been imposed only on TQPP plans. The specific rules governing this
restructuring of old EPF plans remain to be clarified. The Pension Fund Investment Fund will manage
these assets and be responsible for paying the previously contracted out benefits (Cerulli 2001).

In addition to permitting new DC and DB plans, the 2001 law alters important aspects of the pension
regul atory environment.'® The most evident change is that the new Ministry of Health, Labor, and Welfare (MHLW)

will now supervise and regulate all DB plans aswell asall new DC plans. In the past, the Ministry of Finance

(MOF) had supervised TQPP plans; however now these plans must be terminated within ten years, and all new plans

12 Cerulli (1999, 2000) has a useful discussion of the various playersin the Japanese financial market and why they
supported earlier versions of DC pension legislation in Japan.

13 The Financial Services Agency will supervise the function of financial institutions that are managing the assets of
pension funds.
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will be under the regulatory control of the MHLW. How these regulatory and supervisory tasks are to be managed
at MHLW has not yet been clarified.

It appears that the severance pay plans mentioned above will be unaffected by this most recent pension law
change; if so, they will remain book reserve and unfunded. However, the restructuring of pension plansin response
to the 2001 legislation along with the continued evolution of other types of compensation may encourage firmsto
alter or eliminate their severance pay plans.

B. Defined Contribution Pensionsin Japan: Unsettled | ssues

The new legislation on DC plansin Japan differs from that governing US 401(k) plans, which are DC
pensions named after the section of the US tax code that established them. ** In evaluating the 2001 law changes, we
have organized our comments about the emerging Japanese DC model according to the four main functions of a
pension plan: collecting contributions, recordkeeping and reporting, managing investments, and paying benefits.

| ssues pertaining to contributions and membership:

1. Which kinds of workerswill be allowed to participate in the new DC plans?

In practice, there may be administrative cost reasons to limit entry to workers under (or over) a cutoff age;
or to restrict membership to new employees; or to limit participation to full-time workers. In the past, most part-
time Japanese employees have not participated in company plans, leaving those workers with low coverage rates*
Rulesfor DC plan participation in Japan are still being developed: whether these workers will now be included in
company pensions, as the labor force becomes more flexible will be interesting to watch. It is notable that Pasona,
thefirst firm to adopt a DC pension plan in Japan, is atemporary employment agency that offersits part-time
employees access to a portabl e pension program along with full-time workers. The 2001 regulations specified that
the maximum age for employee participation in DC plansis age 60.

2. Can the tax-qualified cap on employer contributions be increased, and will employees be allowed to contribute
additional funds?

When pension reform legislation was being developed, many analysts and industry leaders expected that
the level of tax-qualified contributions permitted in Japanese DC plans would be similar to those in the US 401(k)

environment. However, the low employer contribution ceilings in the 2001 bill reflected the government’s

14 For more on 401(k) plansin the US context see McGill et al. (1996).
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reluctance to allow more compensation to be protected from tax at atime when the economy was depressed and tax
revenues wererelatively low, producing fiscal deficits. The tax-qualified employer DC contributions under the new
Japanese |aw are capped at an annual US$3,472, about 6 percent of annual salary (Cerulli, 1999).%° Additionally, no
matching employee contributions are permitted to these plansin Japan. By contrast, in the US, employee
contributionsto a 401(k) plan may total $10,500 per year, alegal limit slated to rise to $15,000 in 2006. In addition,
US employers can match employee contributions: the combined employer and employee DC contribution cap is now
$35,000, and it will rise to $40,000 by 2006 (Portman and Cardin, 2001). New regulations allowing employee
contributions in Japan would likely enhance the appeal of the DC model.

To help assess what a maximum contribution of about US$3,500 might generate over work lives of various
lengths in the Japanese contact, we have prepared Table 2. Thisindicates the approximate accumulation value and
an implied annuity payout of a DC plan over 10, 20, and 30 years of contributions. For example, after 30 years of
investing the maximum contribution in arelatively safe asset such as might be permitted in the new Japanese DC
environment, the worker could amass almost US$122,000 (assuming arelatively conservative 1% real return). The
annuity value of such an accumulation might be worth at most about US$8,300 per year for men, or about 14
percent of current average earnings’’ The benefits are much smaller for shorter contribution periods: for instance
after 10 years of saving, the annual payout would come to at most $2,500 or about 4 percent of current average
earnings.

Table 2 here

One factor that might make DC plan establishment more appealing in Japan is the possibility that
companies could fund anew DC plan by contributing ataxfree lump sum recognizing workers' past service. It has
been suggested that this would be equivalent to the annual maximum DC contribution level multiplied by each
worker’syears of service, plusacredit of the guaranteed rate of return promised by the DB plan— traditionally 5.5

percent (Cerulli 2001). While this might jump-start the formation DC plans, coming up with the lump sum might be

15 Thisis similar to the US where part-time employees have much lower pension coverage rates than full -time
employees.

16 A firm that offers another tax-qualified plan is limited to an employer maximum DC contribution of only
US$1,736 per year. A self-employed worker may contribute US$7,700 to ataxqualified plan, and an employee
lacking any company plan may contribute up to US$1,447 on atax-qualified basis.

1 This computation uses the Japanese EPF annuitant table and assumes no loads and no administrative costs; see
McCarthy and Mitchell (2000).
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difficult for firmsthat severely underfunded DB plans. A related issueisthat the government has signaled a
willingness to permit firms to terminate an old DB plan and move surplus assets into the new DC plan. We discuss
this possibility below in more detail.

I ssues pertaining to record keeping:

One lesson from the US market is that recordkeeping requires a substantial investment in information
technology and a clean system of tracking individual participants (Mitchell 1998). While Japan has no system of
unique taxpayer identification numbers, it has recently adopted a system of social security numbersto assist in the
management of retirement accounts. In the past, the lack of unique identification numbers has made it difficult to
both collect taxes and track employee accounts (Anderson, 1999). The fact that the new DC planswill be very small
at the outset also exacerbates the start-up administrative and recordkeeping cost problems. If frequent fund transfers
are permitted, thiswill also make it more costly to provide plan reporting and recordkeeping.

Asaresult, some have expressed concern that the likely small initial size of Japanese DC accounts will
render the business unprofitable. For instance, Ruffel (2001) argues that “the US experience shows that
recordkeeping has proven in the main a distinctly unprofitable enterprise.” Unless economies of scale and scope are
perceived, thisline of businessin Japan will likely not prove very profitable in the short term. Thus Cerulli (1999)
estimates that until DC accounts amount to at least US$80 billion, recordkeepers will not break even. On the other
hand Sumitomo predictsthat it will take only three yearsto cover start-up costs, and Fidelity has suggested that its
expertise in the 401(k) market should help that firm arrive at break-even sooner (Anderson, 1999).

I ssues pertaining to investment management of DC plans:

1. Who will manage the money?

There issubstantial controversy about who will manage the money in the new Japanese DC framework.
Some analysts estimate that 75% of new funds flowing into these plans will be principal-guaranteed products
(Anderson, 1999); others note that “ (i)n the short term, there will be a preference for capital guaranteed-type
products and that will favour in the short-term domestic players and not foreign players’ (Johnson, 2001).

Additionally, Western experts suggest that DC plans require “a population willing to take advantage of
newly available financial instruments. But the Japanese public remains distinctively risk aversein its investment
decisions, keeping a high share of its savingsin the form of bank accounts and insurance policies. It isnot at all

clear that many people will broaden their savings portfolios to include asset-backed securities, foreign mutual funds,
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derivatives, foreign bank accounts, and other investment opportunities. In the absence of an eager household sector,
financial deregulation could leave the Japanese financial system under the continued domination of banks, which
may end up as the primary holders of the new financial instruments” (Lincoln and Litan, 1998).

Based on the US experience, it would not be surprising if, during the early phases, DC plan participants
tended to select fairly conservative investment holdings, on the other hand, they will be more likely to moveto a
better diversified portfolio, after learning more about the options. This process will be influence by the investment
choices selected by plan sponsors, who select the types of options made available in their fiduciary role.

2. How will investors be educated about risk and return?

Aninteresting set of issues not yet settled in the changing Japanese pension environment is how plan
sponsors and managers will handle awhole new set of responsibilities that heretofore they have not had to worry
about. For example, plan sponsors must now insure that contributions are actually invested, they must choose
participant investrrent options as well as select and eval uate money managers, they will have to educate participants
about risk and return.'® Eventually, they must see that benefits are paid. Some argue that DC plans are, in fact, “un-
Japanese” and that it will be difficult to educate workers on how to manage their portfolios since they are not
accustomed to taking this responsibility. However as one expert notes, “ Japan has a math-literate popul ation that
will quickly grasp investment concepts...the empowerment of the individual could be surprisingly strong where than
can participate in the market, and believe it to be afair and well-regulated arena” (Global Custodian, 1998).

A related but not well -appreciated point is that the Japanese government is slowly altering its position on
guaranteeing bank savings deposits. In particular, instead of providing a 100% guarantee as in the past, the
government hasindicated that only the first US$85,000 of assets will be protected at some point in the future (this
would amount to only 30% of Japanese bank deposits; Anderson, 1999). Eliminating the full guarantee will not take
place until mid-2003, but this change might powerful alter DC plan participants' views of the principal-guaranteed
investment option mandated for the DC plan.

3.  WIll the new DC plans be subject to tax on inside buildup?

18 pension plans with individual accounts that require employees to make contribution and investment decisions
necessitate that workers have a certain degree of financial literacy. Important issues for discussion include the
extent of worker knowledge of financial markets, their understanding of the investment process, and the role of
companiesin the provision of such education. Theseissues are also receiving considerabl e attention in the United
States (Clark and d’ Ambrosio, 2001).
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Japan has atradition of exempting contributions into pension plans but taxing the asset value of the TQPP
pension fund. The tax of 1.173 percent on the value of TQPP assets has been suspended until 2003, in view of the
very low returns being earned by pension fund assets over the last decade. It isnot known at present whether the
suspension will be continued or the tax reimposed. Inevitably, imposition of such a high tax on the extraordinarily
low Japanese asset returns will discourage new pension formation.

| ssues pertaining to payouts:

1. Howwill portability and vesting be handled?

At thisjuncture, little is known about how the new Japanese DC pension system will function in terms of
vesting and portability. In the DC context, vesting refersto workers' claims on plan accumulations if they leave their
employers prior to retirement. US employer contributions must be vested after 5 years, and the majority of 401(k)
plans allow vesting earlier than that (one-third allow immediate vesting; Mitchell, forthcoming). Job-changing
workersinthe US are permitted to preserve their tax-qualified vested accumulations by moving the fundsinto either
anew employer plan or into a“rollover” account handled by alicensed investment manager (McGill et a., 1996).
The new regulations in Japan allow workers who change jobs to move all vested accumulations from one DC plan
into another offered by the new employer. If the new employer does not offer aDC plan, the worker can leave the
funds with the old employer’s plan, or he may move them to the National Pension Fund Association. The new
Japanese pension laws require that all employer contributions be vested after three years. While portability is
specifically recognized in the regulations, the mechanism for exchange of pension assets across firmsis as yet
unclear.

2. What about other types of payouts?

In addition to rollover payouts, a set of rules must be written to govern pension payouts at retirement. It
appears that the minimum age at which workers will be permitted to access the funds (known as the “preservation
age” in some circles) will be 60 for the new Japanese DC plans. Thisisinteresting since the national pension
system’s (NP) normal retirement age is slated to rise to 65. The difference in the retirement ages under the two
systems may create potentially unexpected incentives. As an illustration, retireesin Australiamay accesstheir entire
DC accounts at 60 and spend down the entire amounts, prior to eligibility for a means-tested national benefit at 65

(Bateman et al., forthcoming). However, in Japan, some employers and older workers may anticipate that the
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company DC plan will support retirement consumption between age 60 and the age at which they are eligible to
receive social security benefits.

Thisalso illustrates the important interaction between the preservation age and how the funds can be
accessed. In the US, many 401(k) plans provide lump sum payouts and only about one-quarter offer an annuity
option (Mitchell, forthcoming). Allowing job changersto access their entire DC accumulations may undermine the
plan’s purpose as aretirement saving vehicle. Animmediate spend-down is discouraged in the US, since 401(k)
plan participants may receive their entire account in alump sum if they wish; someone over age 70 must pay income
tax on the entire lump sum, and aretiree younger than 592 paysincome tax as well as a 20 percent penalty on the
sum. Another concern isthat people may not buy inflation-indexed annuities with their DC accumulations, leaving
them vulnerable to inflation and longevity risk (J. Brown et al. forthcoming).

C. Defined Benefit Pensionsin Japan: Unsettled | ssues

Just as several questions remain that, until they are clarified, will retard the development of DC plansin
Japan, similar questions arise concerning the continued use of DB plans. These issues are organized according to
the four main functions of a pension plan: collecting contributions, recordkeeping and reporting, managing
investments, and paying benefits.

I ssues pertaining to membership and contributions:

1. What types of plans will be permitted?

Under the new pension law and regulations, there will clearly be a continued commitment to traditional DB
plansin Japan, though many of these will now lack the contracting-out substitutional element previously found in
the EPFs. Thereisalso widespread belief that cash-balance or hybrid schemes will be allowed though the method
for establishment of such plans remainsto be developed. Giventhe very low “safe” asset returnsin Japan currently,
it appears that hybrid plans could offer guaranteed rate of return only just over one percent (Cerulli 2001). Cash
balance plans will certainly be less appealing the lower the guaranteed rate of return unlessforeign investment is
pushed strongly as part of the funds portfolio, the low returns on domestic Japanese assets will make it more
difficult to offer higher returns. Legally hybrid planswill be DB plansjust asthey areinthe US (Feinberg 20014).
2. Who will establish these new DB plans?

A company that previously sponsored a DB plan might consider moving to new DB plan depending on the

type of plan it offered and its funding status:
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m |f afirm previously offered a TQPP plan, it must now terminate the plan within 10 years. As noted above
plan sponsors are typically smaller (15 employees and up), and they have tended to pay mainly lump sum
benefits due to tax preferences. It appears that underfunding is a substantial problem in this sector, which
may be aconstraint if firms with TQPPs seek to set up anew DB or anew DC plan.

B If afirm previously provided an EPF with the substitutional element, it may be entitled to buy out of the
substitutional or contracted-out portion of the EPF plan by presenting the government with a satisfactory
asset transfer to cover the buy-back. After this transfer is made, an EPF plan might or might not have
sufficient assets to continue as areformulated DB plan (sans contracted out portion), or to move toward a
DC. Alternatively the former-EPF plan may be allowed to amortize unfunded liabilities over a 20-year
period after covering its obligation for the substitutional amount. Final regulations on these issues are still
pending (Sakamoto, 2001b).

One key factor affecting the decision to offer anew DB plan is how the company’ s employees would react
to the change. According to Japanese labor law, at least 50% of all employees must agree to convert a company
pension from aDB to aDC. As an alternative, however, some firms have been allowed to terminate their old DB
plan without obtaining the 50% permission and have issued alump -sum cash payout to discharge their old plan
obligations. EPF plans can only be terminated with the approval of 75 percent of their trustees (Sakamoto, 2001b).
At some future date such companies may start up anew plan (DB or DC). In other words afirm’s plan choice under
the new rules will beinfluenced by the extent of underfunding initsold DB plan as well asworkers’ agreement. If
the plan has assets insufficient to cover the substitutional component of the EPF, it would be less likely to adopt a
new plan.

A related issue is how the old EPF plan obligations are to be cal culated when determining the assets
sufficient to permit divestiture of the contracted-out portion. Regulations are still to appear regarding the buyout
price for the EPF substitutional benefit. One approach might require valuing workers' and retirees’ Accumulated
Benefit Obligations (ABO) and setting aside assets sufficient to cover that portion of plan benefits. In this event the
choice of adiscount rate becomes of paramount importance. Using a high rate shrinks future liabilities and makesiit
easier to set aside assets adequate to achieve the buy-back. Another possibility suggested by Japanese pension
expertsisthat afirm might have to ante up alump -sum equivalent to foregone contributionsrelative to the
substitutional element in the EPF plan, plusvery likely alow rate of return.

3. Will employee contributions be permitted?

The old EPF plans did permit employers and employees to share the financing of the substitutional

component of the plan benefits. Similarly the TQPPs were permitted to have employee contributions, though in fact

in most ca