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Author’s Preface

The present author made his first visit to China in 1995 to present a paper on Japanese
social security systems at The Economic Forum jointly organized by the Chinese Academy of
Social Sciences and the University of Tokyo held in Beijing. Since then, he has come to China
nearly 20 times. The major aim of his visits was to report papers on pensions at respective
conferences/seminars/workshops, along with making interviews to, and having meetings with
pension experts there. At the same time, he went around art galleries and museums, and took
exciting trips from place to place. Needless to say, every time he fully enjoyed both wafting
rich and sweet smells from flowers/trees/fruits, and absolute heaven of Chinese food.

China is currently under a rapid population aging, and faces serious challenges in
designing her social security pension systems, and also in implementing them neatly. A wider
coverage of them is still desperately required, as well. Japan and other several developed
countries have taken a lead in experiencing the population aging, however. These countries
have struggled hard to get over all the difficulties associated with pension operations in
societies of a longer life expectancy with lower birthrates. There are examples of various
pathbreaking successes and many painful failures already shown in these countries, which
China can learn. Chinese people will be able to grasp the gravity of the lessons only if they
examine them carefully with an open mind.

So far, the present author tried hard to deliver the lessons, above mentioned, to Chinese
researchers as simply as possible, and as accurately as possible concurrently. Each time, he
was inspired by the uplifting spiritual thought of fEAR~IN, AH# (FL7), and of FBAJEIE

(5= (K= Z5ET)) . Itwas his sincere hope for China not to repeat the similar failure
experienced in other countries. Obviously, any failures imply an extremely serious tragedy for
China, the enormously huge country.

This Chinese monograph is the second book of the present author, published in China. It
is composed of a collection of papers mainly presented in China and others printed in
Japanese academic journals/publications.

This monograph has no paper on reforming pensions of China written by the present
author. Indeed, the Chinese participants who attended at the meetings above mentioned, often
asked him why not make any policy proposals for revising ongoing Chinese pension programs.

The reasons are so many. Among others, he is an established professional of Japanese
pensions; a distinguished key player responsible for his own words of proposals on pension
reform in Japan. His proposals have been fully backed with his profound knowledge on
Japanese mentality, their unique behaviors, and their specific way how to decide things. The
present author’'s mastery of realities and truths in current China still remains quite poor,
however. He is not in any way familiar with their way of thinking, or any key persons of policy-
making in the field of Chinese pensions, or how to practically make things accomplished.
Furthermore, as an outsider from Japan, he is not able to take the blame for possible resulting
failures of his policy proposal on Chinese pensions. The present author thinks that he has to
be completely careful in confining his jobs in China, not behaving unsophisticatedly like an
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irresponsible idiot.

As Chapter 6 (Section 6.11) of this monograph will state, challenges sooner or later make
a person become well qualified to solve them. The present author firmly believes that China
will proudly have an outstanding and selfless Chinese expert of deep insight, working out
pension reform plans with foresight.

Let the present author take his opportunity to express his heartfelt appreciation to all
Chinese experts of pensions who joined in the meetings held in China, and to those who gave
insightful comments to his presentations. Among others, he would like to express his deepest
and sincere gratitude to Mr. Song Xiaowu, Liu Kegu, Jin Weigang, Jiang Chunli, Niu Ming, Ms.
Cui Shaomin, Professors Li Shi, He Wenjiong and Zhou Hong. He is particularly grateful to Dr.
Wang Xinmei who not only did all translation service of this book into Chinese, but also
arranged a lot of pension meetings in China with inviting him as a keynote speaker. She also
acted as the leader of the Chinese team (which included Xu Jing, Zhao Qing, Zhan Peng, and
Cheng Jie, as immensely promising members) in the 2017-2019 China-Japan joint research
project on pensions. The author is also grateful for reaserch grants from the JSSPS KAKENHI
(19H01496). Special thanks are due to Ms. & [i] i %7 - for her excellent secretarial
assistance with all the details involved in his research, as well as in the preparation of this
volume.

Finally, the present author would like to say the following words to young Chinese
students/researchers: the purpose of studying pensions is not to acquire a set of ready-made
answers to pension questions, but to learn how to avoid being deceived by pension specialists.

February 2021

Noriyuki Takayama



Part I General Issues: Global Solutions?

Chapter 1

How to Make Pension Systems Financially Sustainable?

Takayama, N. Prof. Dr.
Professor Emeritus at Hitotsubashi University
President, RIPPA, Japan

1.1 Introduction’

This chapter gives an overview on how to make social security pension systems financially
sustainable. Ample experiences in developed countries are to be illustrated.

Pensions have to meet another requirement of “adequacy,” but its discussions are beyond
the scope of this presentation.

Before taking up the main subject, fundamental characteristics of social security pensions
and a need for periodic actuarial evaluations are explained.

1.2 Major Requirements of Social Security Pensions

Social security pensions have two major requirements for satisfying the sincere desire of
the public. One is financial sustainability, and the other is adequacy of benefits.? As a
population aging went on, financial sustainability got more and more serious in almost all
countries, and then a long list of policy options to ensure financial sustainability have been
demonstrated in the world. They are usually painstaking with tears, quite unpopular to the
public. Nevertheless, many developed countries have already managed to implement these
policy measures.

The other requirement, adequacy, is desired for the elderly to maintain a decent living
standard after retirement. If any pension system fails in meeting this requirement, it will turn to
be politically unsustainable. Financial sustainability often violates the adequacy requirement,
however. Both requirements will not always be compatible with each other.

Sophisticated balances between them are necessary for pension policy making.

1.3 Fundamental Characteristics of Social Security Pensions
There are four major characteristics in social security pensions;

' This chapter was presented at the 6th China-Japan Joint Workshop on Pensions, Zhejiang
University, Hangzhou, 20-21 April 2019.
2 Some persons refer to these two requirements as “objectives,” but the genuine objective
would rather be to attain a stable standard of living after retirement.
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- a system of dividing the value-added of the national economy among different
generations
* pay-as-you-go vs funded: output is central
- defined benefit plans vs defined contribution ones
- lifetime annuities vs fixed-term annuities
A brief discussion of each is presented below.

Social security pension benefits for the elderly are mainly financed by contributions from
their children and grandchildren. It is a socialized system of income transfers between
parents and their children. It is also a system of dividing the value-added of the national
economy (an economic pie) between retired persons and actively working ones. In Japan,
for example, 66 million working persons financially supported life of her 127 million whole
population (1.9 persons per worker) in 2015. In 2050, 46 million working generations will be
estimated to do so for the total of 100 million persons (2.2 persons per worker). Actively
working persons there will be forced to bear relatively a little bit heavier burdens during the
next 35 years under a declining and aging population. Social security pensions thus have to
flexibly adapt to the changing size of the national economy, together with the changing
distribution of the population.

In a macroeconomic context, social security pensions stand indifferent as to their choice
of the financing method, pay-as-you-go or funded. It is known as an equivalence proposition
(see Geanakoplos-Mitchell-Zeldes 1998). Namely, pay-as-you-go pension benefits depend
on growth of the future economy, while funded pensions pay their benefits by returns from
the funded reserve and/or its decumulation. Under an aging population with a slower growth
rate of the economy, the rate of return from investment or the selling price of the funded
assets will consequently decline. The end results will be indifferent, regardless of pay-as-
you-go or funded pensions.

Someone might say that more prefunding of social security pensions will contribute to
strengthening their financial sustainability under a population aging. This assertion is a
“‘complete lie,” quite contrary to the equivalence proposition (above stated) which is currently
shared as a common understanding among pension professionals in the world.

In essence, output is central for pensions in the future. Higher productivity and later
retirement are both crucial. Longer working years corresponding to longer life expectancy
are immensely required. Pension policies have to go hand in hand with employment policies.

Within the pension system, encouraging later retirement and/or eliminating the work-
disincentives are needed. In a microeconomic context, pension entitlements to each
individual vary between defined benefit and defined contribution plans. Defined benefit plans
first prescribe pension benefits, while defined contribution plans do contributions and adjust
their benefits after. Benefits in defined benefit plans often change in the course of time,
however. Eventually adjustments in benefits are inevitable in both plans.

Finally, social security pension benefits are lifetime annuities. Their payment continues
until the death of each pensioner. This makes a sharp contrast to private pensions whose

benefits are usually fixed-term annuities or even lump-sum ones. In this sense, social
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security pensions can only serve as the indispensable basic floor of income security in old
age for all persons.

1.4 Need for Periodic Actuarial Evaluations

Social security pensions are fundamentally financed on a pay-as-you-go basis. They
involve each individual for a long time, say, usually for 60 years or even nearly 100 years at
the longest. The future is quite uncertain, and precise predictions are beyond human
knowledge and skill. There is no single ideal form for pensions, and their system has thus to
be reformed continually with no finish to flexibly adapt the changing demographic and
economic circumstances.

Developed countries generally publish the periodic actuarial evaluation to make the
public know whether or not the current pension systems are financially sustainable, and what
outcome will take place if selective reform measures are adopted. In evaluating the long-
term financial performance, the public actuary’s office places basic assumptions at first on
future changes in fertility, mortality, labor force participation, CPI, wage index, and
investment return from the funded reserve. And then it projects long-term changes in the
each number of contributors and beneficiaries, annual revenues, expenditures,
surplus/deficit, and balance of the funded reserve. The special concern is whether or not the
funded reserve will be used up in the future, and when it will run out, provided that the
current provisions remain unchanged. The actuary’s office usually assumes three cases
(optimistic, medium, and pessimistic), at least.

Regarding the projection term, it is 75 years in the US, Canada, and Sweden. It is 65
years in the UK, 50 years in France, and 100 years in Japan. Actuarial evaluations are to be
done every year in the US and Sweden, while they are done at least every five years in the
UK, France, and Japan. In the meantime, actual and assumed conditions will more or less
diverge, even when every effort is made, using the best available data. With the passage of
time, fresh data become available, and periodic updates of the financial projections are to be
done using revised assumptions. In this sense, actuarial evaluations are more like
“projections (#52)” into the future of pension finances based on currently available
demographic and economic data, rather than future “forecasts (7 ifl]).”

The authoritative actuary office has ideally to be independent of pension administrations.
This is for ensuring neutrality, making its evaluation trustworthy. This is the case in the UK
and Canada.

1.5 Major Policy Options for Ensuring Financial Sustainability
There are four major options, as Barr-Diamond (2010) points out.
+ Reducing the Level of Benefits
- Raising the Normal Pension Age
+ Hiking the Contribution Rate
* Increasing National Output
Each option is explained below in order.



Reducing the Level of Benefits

There are several ways to reduce the level of pension benefits, such as changes in the
reference indicator for benefit indexation and for the update of past wages, a delay in the
onset of benefit indexation, a reduction of the accrual rate (and/or the unit price of the flat-
rate benefit) and a cut of the nominal amount of too generous benefits.

In the past the automatic indexation of benefits to wages and the automatic update of
past wages for new beneficiaries were applied in many developed countries. But, today, they
have changed the reference indicator for these indexation and update in order to contain the
increasing cost for paying the aggregate amount of benefits.

The Iron Lady, Margaret Thatcher executed the representative example, changing the
automatic indexation of benefits to wages into the indexation only to CPI in the UK. Wages
got upward higher than CPI there, and the level of pension benefits began to deteriorate in
real terms as time went on.

Japan recently faced wage increases lower than CPI increases (or wage decreases
more than CPI decreases). The government decided to use the lower indicator of them for
benefit indexation for the time being from 2021 on.

Furthermore, in 2004, Germany and Japan introduced so-called “demographic factors” to
additionally adjust the level of pension benefits for the time being. Japan then started to take
into account the annual decline in the number of insured persons and the annual increase in
life expectancy, as well, to reduce the benefit level for all existing pensioners in real terms
every year. Germany virtually adopted the similar tool as Japan did. Spain followed suit from
2014, establishing a new revaluation formula.

Spain also began to apply “the sustainability factor” (life expectancy) to calculate starting
benefits of social security defined benefit pensions from 2019 (see Ramos 2014). Since life
expectancy tends to rise over time, this application will indicate that future retirees will
automatically have a lower monthly amount of starting benefits than current retirees with the
same employment record, while the total amount received as pensions over their lifetime
would remain unchanged on average cohort by cohort, thereby enhancing
intergenerationally more equitable redistributions of retirement income. This is an adjustment
quite similar to that structurally built in the defined contribution or notional (or non-financial)
defined contribution pensions (see Settergren 2001 for Sweden and the cases in Italy,
Latvia, Norway, and Poland).

As for a delay in the date of benefit indexation, France, for example, moved the date
from April to October, i.e. six month later from 2014. The Slovak Republic limited the benefit
increase by fixed amounts for years from 2013 to 2017, while Austria, Greece, Portugal and
Slovenia temporarily froze automatic benefit indexation for all but the lowest group.

Regarding the update of past wages in line with wage increases in fixing the benefit
amount for new pensioners, Germany and Japan changed the indicator from wages before
deducting tax and social insurance contributions, to the take-home pay (wages after tax and
social insurance contributions deducted). The former got higher than the latter in the aging
process. Japan further introduced the demographic factors mentioned above in updating
past wages as an additional adjustment.



A reduction of the accrual rate for the earnings-related component is the most orthodox
means for reducing the level of pension benefits. If the average service (contribution) years
get longer in the future, say, from the current 30 years to 40 years, then, the accrual rate can
be reduced gradually from, say, 1.0% per year to 0.75% per year cohort by cohort, keeping
the average replacement rate unchanged. This was done in Japan in the 1985 reform. If the
average service years no longer get extended in the future, a new and lower accrual rate
can be introduced for all insurers including the existing beneficiaries, provided that the
current nominal amount of benefits is fully guaranteed for existing pensioners to receive (1
HIAARAE) for the time being until the newly determined amount exceeds the predetermined
amount. In the meantime, the benefit indexation is to be suspended. This kind of special
treatments enables a smoother transition. This took place in Japan when a drastic reform
was done in 1986 for civil servants, and in Greece when unification of all social security
pension systems was legislated in 2016.

As for a cut of the nominal amount of too generous benefits, it is politically most difficult.
Even if it is accepted by the public, its improving effect on pension financing might remain
much limited. Rather it can help the system to become more equitable.

Followings are a few examples in Japan. A maximum 10% cut of the nominal amount of
pension benefits was forced to retired employees in National Railway Company when they
began to receive the supportive grant from civil servants in Central Government in 1985. At
that time, the funded reserve of the pension system for employees in National Railway
Company ran out. Another maximum 10% cut of the nominal amount of pension benefits for
retired civil servants was executed in 2013 who were receiving a total of old-age benefits
more than JPY 2.3 million per year. The pension systems for civil servants were keeping
their financing healthy, yet this cut was taken to cool down the intensified jealousy against
civil servants. A 10% cut is just an easy option for Japanese to make the first compromise,
whereas it ensures the pensioners concerned to keep their living standard little unchanged,
thus being regarded not contrary to public order and morals.

Taxing more on too generous pension benefits is an alternative option.

Raising the Nornal Pensionable Age

Raising the nornal pensionable age? is fairly difficult, since it is easy for people
concerned to promptly know that things are of their own. They hurriedly think themselves as
the “losers,” and are likely to violently protest its raising (see the latest case under the Putin
Administration, for example. The Guardian 2018). This policy option is politically most
unpopular.

It takes much time for a majority of the public to understand why this option is necessary
for the pension system to keep its financing healthy and to remain intergenerationally
equitable under the lengthening life expectancy.

3 The normal pensionable age is not always the same as the mandatory retirement age or the
retirement age in practice. The normal pensionable age is defined as the starting age for
receiving old-age pension benefits with no reduction nor increment. The mandatory retirement
age means the age when workers with indefinite-term employment are forced to retire.
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Polite, patient, and repeated explanations are required before its proposal is made, as to
why this policy measure is appropriate, and what will happen in the future without adopting
this option.

In implementing this policy, due lead time has to be build up, say, 10 or 15 years. During
this preparatory period, the government needs to complementarily create or improve working
conditions for seniors, by subsidizing elderly workers who receive better training for higher
productivity (upgraded skills and better job quality), and by giving subsidies to employers
who hire seniors more.

These orthodox approaches might end in vain, however. Rather, persistent deficits in
current account of the pension system and/or depletion of the funded reserve often trigger
an enforcement of this option, in a much hastier and ruder way (the 2010/2012 reform in
Greece, and the 2011 reform in ltaly, for example. See OECD 2013 and Segreti-Dinmore
2011).

The less difficult option will be to attain gender equality, by converging the lower nornal
pensionable age for women to the same level for men. This is often the case in many
countries. Incidentally, women live longer than men on average.

To cope with rising longevity, some countries (the UK, France, and Sweden) adopt a
“trisection” rule of one’s grown-up life stages, thereby regarding the third stage as the period
of pensioners while placing the first and second stages as the contribution period. Their
recent idea of increasing the nornal pensionable age (or extending contribution years for
receiving a full or non-reducing amount of benefits) is based on this rule. Following this rule,
the nornal pensionable age is to be increased to 68 by 2046 in the UK.

Other countries such as Denmark, the Netherlands, and Italy have adopted an automatic
indexation of the nornal pensionable age to longevity. Belgium, Finland, Greece, Hungary,
Korea, Portugal, the Slovak Republic, and Turkey follow suit. Once a one-shot reform for the
government to enforce this rule is done, then the rule automatically applies thereafter,
without any further legislation. Thus, this is regarded as a wise method to avoid the political
risk (see European Commission 2009).

Overall, many developed countries have already increased the nornal pensionable age
to 67 or even higher, although they underwent great hardships before enacting their own
legislation. The estimated nornal pensionable age of Denmark will reach 74 in the future,
presenting an extreme case.

An advance payment of actuarially reduced benefits is usually admitted from age 60 or
62. The UK is an exception, having no such provisions. Some countries such as Japan and
Spain set up a temporary bridge to the increased nornal pensionable age, by devising a
“partial pension” for those working part time close to the nornal pensionable age.

An alternative option is to extend the contribution years for receiving the full amount of
benefits. France, for instance, once decreased the nornal pensionable age from 65 to 60 in
1982. This decision was made to enable employment conditions for young persons to get
much better, by encouraging elderly workers to retire earlier. Since then, increasing the
nornal pensionable age has been particularly difficult in France. The French government has
been forced to muddle through pension-sustainability issues, struggling to work out by
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devising an extension of contribution years for receiving the full amount of benefits. It was
extended step by step from 37.5 years in 1994 to 43 years in 2035.

Hiking the Contribution Rate

As the population aging proceeded, many countries hiked the contribution rate for
pensions, little by little. Some countries with a relatively lower rate of contributions can still
further increase its rate. Its increase might do damages to companies’ economic activity,
however. A majority of developed countries have little room for adopting this policy, today.
These countries are seeking for alternative policy options to raise revenues. See Section 1.6
below.

Increasing National Output

Increasing national output is very crucial, as the present author already discussed it
above in Section 1.3. This is the policy option outside the pension system. Policy makers for
this purpose are there in the cabinet office other than the pension ministry.

1.6 Other Options for Ensuring Financial Sustainability

In addition to four major options, there are following five other options more.
* Increasing Transfers from General Revenue
+ Expanding the Contribution Base
- Coverage Expansion
+ Broadening the Social Pool
- System Integration/Unification

Each option is illustrated below in order.

Increasing Transfers from General Revenue

Transfers from general revenue can be increased when the economy is steadily growing
with accompanying increased tax revenues. This was done to realize a jump-up of the
benefit level for Japan’s Kosei-Nenkin-Hoken (KNH) in 1965, for example.

Governments can concentrate the transfer from general revenue to make it more
equitable, by subsidizing a flat-rate portion of benefits only, stopping help to finance the
earnings-related portion any more. This was done in Japan when the “common” basic
benefit was introduced in 1986.

Transfers from general revenue are sometimes used to make up for a financial loss in
some pension systems. There is a natural limit for this selective use, however.

Increases in transfers from general revenue will probably be feasible when a new tax is
introduced. In France, Contribution Sociale Généralisée (CSG) has been used to newly
finance part of social security pension benefits since 1991. In Japan, an earmarked
consumption tax was introduced in 2014 to lift transfers from general revenue from one third
to one half for financing the basic benefit. Both taxes can be regarded as variants of the
value-added tax, imposing them on not only actively working persons but also retired ones.
They are more equitable between generations than contributions for pensions.
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Expanding the Contribution Base

Contributions were imposed initially on regular wages and salaries. Their base can be
expanded to include bonuses and every kind of allowances, for the pension system to have
a possible increase in revenues. This expansion also contributes to attaining more equitable
burdens among different kinds of employees.

Sweden removed the wage cap (ceiling) for employers’ contributions, while keeping the
wage cap unchanged in calculating the amount of pension benefits.

Strengthening measures to collect contributions is another option for increased
revenues. Some countries changed its collection authorities from the social insurance
agency to the tax office. The latter usually have superiority in collection capacity.

Coverage Expansion

An increase in the number of contributors is another policy option. There may be
persons who meet the eligibility requirements for the program participation, yet are not
covered. These persons have to be encouraged to participate in the pension program.
Relaxing the eligibility requirements is the other policy tool. For instance, atypical employees
such as part-time employees, temporary staff, contract workers and dispatched employees,
can be included in the pension program for employees.

Eligibility requirements can be eased further by applying the program to employees who
are working at smaller business establishments with less than 5 members or even only one
member.

Eligibility requirements may also be relaxed to mandate older employees to pay
contributions after they reach the nornal pensionable age and above when they continue
working. This is the case in Germany and Japan.

Broadening the Social Pool

Some population groups with a declining number of contributors and/or a lower level of
monthly salaries face financial difficulties earlier than others in the pay-as-you-go system.
Broadening the social pool of pension contributions beyond the boundary of respective
programs (4 B(EH%%) can make their programs financially more sustainable.

It also enables an equal treatment for all pensioners to receive the same amount of
monthly benefits when they have paid the same amount of contributions during their active
life, as far as the same cohort is concerned. Or given the same benefit formula, it enables a
smaller gap of contribution rates among different programs. Germany, France and Japan
have such broadened social pool in pension financing (see Takayama 2019 for the Japanese
case). These countries have segmented pension programs separated by different sectors of
the population.

System Integration/Unification
The ultimate goal for pay-as-you-go pension system will be to integrate or unify all the
systems. Germany enacted a law of integrating two major programs for blue- and white-
12



collar workers in 2004. Japan took a step-by-step approach for integrating pension programs
for employees, and has unified all of them since 2015 (see Takayama 2018).

Broadening the social pool or integration can save some time before fully fledged policy
measures are implemented.

1.7 Concluding Remarks

Policy measures for ensuring the financial sustainability of pensions mostly take pains
and tears. The later pension reforms come, the more painful they are.

If any country has lacked the political will to tackle the problem, letting things run their
course, the outcome would be to excite outrage and despair among the elderly, together with
roaring distrust against the country leaders among the young who would be most deprived
by their extremely high unemployment rate.

Greece serves a typical example of what not to be (i Zkfili). Pensions in Greece were
once known to be among the most generous in the EU, while Greece suffered from high
public debt and deficit. The financial crisis took place there in 2008. The European Central
Bank and other lenders imposed radical austerity packages on Greek people. Drastic
pension reforms and cuts in its benefits were a precondition for the loans granted to Greece.
More than 10 pension cuts were implemented from 2010 (see Nakou 2018). In 2010, Greece
was forced to do an outright rise in the nornal pensionable age, extend the contribution
period, and impose an emergency benefit freeze. In 2012, they abolished holiday bonuses
(the 13th and 14th pensions), and executed additional cuts to the highest benefits. The
cumulative cuts ranged from 14% for the lowest-paid pensioners to over 40% for the top 2%
of pensioners whose monthly benefits were above EURO 2,000. In 2016, they unified all the
pension systems, abolishing all special arrangements. Existing benefits had to be
recalculated by the new method and be frozen at current levels until their value becomes
equal to the value of the respective new pensions.

In concluding this chapter, the present author would like to emphasize that any success
or failure in pension reforms will depend on whether or not smoother transitions from the
existing system to a new one can be implemented.

Any reform involves both winners and losers. Winners usually have no voice or keep
silent, while losers are most likely to be against the reform, sometimes with loud voices and
radical actions.

Losers have to be limited to those who are financially better-off, enjoying privileged
benefits. It takes some time for them to correctly understand what reform is urgent, and why
the reform will save the cost imposed on their children and grand-children, or why the reform
will make the system more equitable. It is political leaders that have to persuade them to
accept some concessions. Their vested interests have to be preserved to the utmost limit,
while their expected rights can be shaken down slowly over time. Pensions should not make
a steep turn.
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2.1 Introduction

Pension adequacy is one of two major requirements for social security pensions to satisfy
ultimate desires of the public. This chapter demonstrates the basic contents of pension
adequacy from an economic perspective.

Section 2.2 defines the concept of pension adequacy with the simplest way. It is the widely-
used traditional one, different from the 3-dimentional complex concept proposed by a holistic
document; the 2018 Pension Adequacy Report of EU. Section 2.3 discusses major factors
governing pension adequacy other than the level of income. Section 2.4 explains a wide
variety of relationships to poverty alleviation. Section 2.5 refers to challenges ahead for
inventing new indicators of pension adequacy on the macro basis.

2.2 Defining Pension Adequacy

In this chapter, the present author adopts the traditional definition of pension adequacy,
which has long been used in the pension academia.

Pension adequacy is identified with an adequate level of pension benefits for each
individual (and/or couple) on the micro basis,*® which ensures the decent standard of living
in dignity as old-age pensioners. In other words, pension adequacy can be referred to as

4 Some others include cost elements, as well, in discussing pension adequacy by taking
financial sustainability into account. This approach may complicate its discussions; it
requires considerations both on the micro- and macro-basis, arguments of different
objectives with different policy instruments, and handlings of trade-off problems (s i i :
see Section 2 of Takayama (2019)). Thus, it may induce a hard-to-understand explanation
for a majority of non-experts in pensions. The present author rather separate pension
adequacy from financial sustainability, setting the respective chapters.
5> Following the 2018 Pension Adequacy Report by EC, Zhao et al. (2019) wrote an excellent
paper and examined three indicators of pension adequacy, reflecting poverty prevention,
consumption smoothing, and financial sustainability. My understanding is that poverty
prevention or financial sustainability can be measured appropriately to a greater extent by
the more direct indicators such as the poverty line, the headcount ratio of poor people, their
poverty gap ratio, and the present value of pension benefits divided by the present value of
future contributions and tax revenues plus accumulated reserves, shown in the balance
sheet of social security pensions of the society as a whole, taking the future 75 or even100
years into account. Thus, in a narrow sense, only consumption smoothing seems to be the
right objective for measuring pension adequacy.
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consumption smoothing before and after retirement.

The conventional index to measure pension adequacy is the replacement ratio, i.e., the
level of pension benefits (in cash) compared to the income from work before retirement
(excluding income in kind). In the strict sense, benefits are confined only to social security
pensions, but in a much broader sense, benefits from non-mandatory occupational and/or
personal pensions can be also included. The denominator is usually specified by lifetime
average wages and salaries (converted to their present value), while those amounts
immediately before retirement are optionally used.®

An appropriate value of pension adequacy is given uniformly throughout the nation,
ignoring regional differences.” This makes a sharp contrast with measures of poverty relief
(public assistance). Incidentally, poverty relief requires immediate policy responses, whereas
pension adequacy is a problem of prolonged administration.

Lower incomes yield higher reference standards of pension adequacy. This is because the
propensity to consume in old age decreases as the income level of wages and salaries in the
past went higher.

Furthermore, for the existing old-age pensioners, the higher the level of their income in
the past is, they can have much greater availabilities of other income sources than social
security pension benefits, such as wages and salaries, non-mandatory occupational and/or
personal pensions, asset income (rent, interest, dividend, parking charges, etc.) and asset
withdrawals. Then, the standard value of pension adequacy declines still more for the middle
and higher income-classes who have other income sources than wages and salaries.

Figure 2.1 depicts varying values of pension adequacy. If the amount of consumption
expenses is above the 45-degree line, then the standard value of pension adequacy indicates
100% or more, while if it is below the 45-degree line, the reference value lies down under
100%.

6 As for non-salaried persons (farmers, merchants, craftworkers, professional free-lancers,
etc.), remunerations or earnings after deduction of expenses are used as the denominator.
7 China might be an exceptional huge nation in the world. Each Province in mainland China
might be equivalent to each nation in other major countries.
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Figure 2.1 Consumption Function and Degrees of Pension Adequacy

C

the 45-degree line

C:f(YW)

0 Yo,

Note: C, Yw, and Yt denote the monthly reference standard (amount) of consumption expenses in old
age, the monthly amount of lifetime-average wages and salaries, and the monthly amount of
lifetime-average wages and salaries combined with income from other sources, respectively. It is
assumed that the numerator of the reference standard of pension adequacy is given by the
amount of consumption expenses.

In principle, the targeted replacement ratio as pension adequacy lies within 100% for the
middle- and higher-income group. If someone of them with a peculiar privilege actually enjoys
the replacement ratio of more than 100%, then it implies that he/she receives too generous
pension benefits.

The most popular standard of pension adequacy is demonstrated by focusing on
individuals with the median or average amount of wages and salaries.?° Their modal amount
has rarely been used, though it may present one of typical examples.

International Labor Organization once recommended three degrees of 40%, 45% and 55%
as the reference standard of pension adequacy for typical workers at the point of their
retirement (see ILO (1952) (1967a) (1967b)). The ILO standards were often referred to in the
past to measure the degree to which the consumption is smoothed.

There are several major factors other than income levels, which govern the standard
degree of pension adequacy. Their examples are: balance of length between working years
and retired years, net or gross income, early or later stages after retirement, individual or
married couple unit, different components of consumption expenses between pension
contributors and beneficiaries, and balance between solidarity and self-reliance. The next
section describes these factors, respectively.

8 For example, Pension Adequacy Report 2018 of European Union, uses the median
amount before tax and social security contributions deducted (in gross terms), while Japan
currently adopts the average amount in gross terms, both as the numerator.
9 Regarding economic variables, the median is higher than the mode, while it is lower than
the average, in general. Consequently, the standard value of pension adequacy using the
median will be a little bit higher than that obtained by the average.
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2.3 Other Factors Governing Pension Adequacy

Balance of Length between Working Years and Retired Years

The value of the reference standard for pension adequacy is higher, if a person works as
an employee for longer years and receives pension benefits for shorter years. For example,
let's assume that he/she works for 40 years and retires to receive pension benefits for 20
years. Then the required monthly amount of pension benefits will be two-thirds (66.7%) of
monthly amount of wages and salaries for him/her to attain consumption smoothing
throughout his/her lifetime. In a polar case where he/she works for a much shorter period of
30 years and receives pension benefits for 30 years, then the standard value of pension
adequacy will be 50%, which is much lower than 66.7% in the former case.

Thus, the year of entrance to and exit from the labor market does matter. The normal
pensionable age is also decisive.

Needless to say, the examples shown above are simplified ones. They assume no wage
increases, no tax and social security contributions, no benefits indexation, nor any family
formation. If these factors are taken into account, the reference standard for pension
adequacy has to be accordingly adjusted.

Net vs Gross

Usually, income tax and social security contributions are imposed on wages and
salaries, while the amounts of their payment from pension benefits are much smaller, or
even just about nil in many cases. Consequently, pension adequacy in net terms is, more or
less, higher than that in gross terms.

Early or Later Stages after Retirement

Consumption activities require physical energy which diminishes little by little over time
in old age.

This fact will justify an implementation of CPI indexation of pension benefits, which is
seen in many countries. The wage escalation rate is often higher than the increase of CPI. In
these circumstances, the value of the standard for pension adequacy will decline gradually
after retirement.

It should be borne in mind that in later stages after retirement, some special
consumption expenditures on healthcare, long-term care, transportation, housing, heating,
etc. may become huge, instead. But these expenses are better paid in kind by respective
programs. As stated above in Section 2.2 of this chapter, pension adequacy is traditionally
measured by income in cash (and not by income including in-kind benefits).

Individual or Married Couple Unit
There is a household scale of economy in consumption expenditures. The value of
reference standards for pension adequacy then varies depending on whether the individual
unit or the married couple unit is applied. The equivalized income is normally used for
individualization, which is influenced by living habits and policy arrangements of life-related
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programs in each country. Take old-age Japanese pensioners, for example. On average,
their monthly amount of basic consumption expenditures for a married couple is estimated to
be equal to 1.4 or 1.5 times larger than that for an individual, and not be twice.

Different Components of Consumption Expenses

For actively working generations, consumption expenses generally contain raising and
educational costs of their children, repayments of land and housing loans, necessary costs
for daily works and commuting, all of which old-age pensioners can dispense with.

Balance between Solidarity and Self-reliance

In designing social security pensions, some redistributive elements are incorporated to
mitigate the gap in past work income within generations. A universal flat-rate portion of
benefits is the typical example. Other examples are guaranteed minimum pensions,
supplementary pensions, progressive pension formulas, credits for family care periods, non-
contributory social pensions, contributions based on upper earnings limits, and reduced or
exempted contributions.'® Means-testing or income-testing or even pension-benefits (of
earned entitlements)-testing are introduced in some cases.

Each country has its own perceptions on income inequality in old age. The strength of
solidarity among the members of a society varies from country to country, and levels and
categories of income redistribution in social security pensions are consequently different,
mainly due to the history, culture, and geographical conditions of the country.

2.4 Relationship to Poverty Alleviation

Consumption smoothing throughout a long lifetime requires young- and middle-aged
persons to do forced savings. Social security pensions are invented to work as the major
system to achieve this goal.

No funded reserves are not necessary for the social security pension program to perform
this mission well. Indeed, almost all developed countries basically manage the program in
the pay-as-you-go financing, and not by a funded scheme.

The longer a person contributes, the more his/her monthly amount of benefits gets
promised to be paid. Together with the tax advantages, these secrets operate as strong
incentives to forced savings.

Successful achievements in consumption smoothing eventually meet with poverty
prevention. However, not a few persons fail to enjoy consumption smoothing. Examples are
low-wage earners, females with longer family-care periods, immigrants, and those persons
in unemployment or in poor health. They are forced to receive other benefits such as no-
contributory minimum and/or social pensions, special pension credits, or even public
assistance, as well, after retirement. These pension benefits/credits and public assistance
are regarded as policy tools for poverty relief.

10 Levying personal income tax on pension benefits, can be another example, though this
belongs in tax policy tools, beyond the framework of pensions.
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Regarding old-age pensioners, poverty prevention requires additional policy instruments
from youth. More generous educational policies with grants and scholarships, effective
employment machines, and health promotion measures, are also essential. Forced savings
are not the exclusive means.

Poverty relief has to be provided to poor individuals and households, regardless of age.
So many causes trigger the poverty problems. The harshness of nature, a large family with
many children, marriage at a too young age, unexpected death of a father at his/her young
age, incompetent parents, famine, malnutrition, ill health, injury, disease, low educational
standards, economic slump, unemployment, old-age etc. are the typical causes. Each case
should be treated with its relevant policy tool of a wide variety. It includes not only uniform
benefits in cash through the nation, but also benefits in kind and area-specific or age-specific
services. These benefits and services are financed by transfers from general revenue, with a
means-test!! in almost all cases.

The main policy-tool for poverty relief is public assistance, with which a sense of stigma
is often associated. More or less, young- or middle-aged persons have opportunities after a
period of time for getting away from receiving public assistance, whereas old-age pensioners
have few opportunities for doing it. Due and valid reasons are there for many countries to
have additional and complementary schemes for poverty relief within their pension program
for old-age persons. They often set up top-ups of a minimum guaranteed pension, non-
contributory supplementary pensions, and social pensions (allowances). In some cases,
these pension benefits become eligible for them to receive from a higher age of 75 or 80.

As for the index of poverty, the poverty line and the poverty gap are commonly used.
Needless to say, the poverty line is a level of income, and a person with income below the
line is considered as poor. The poverty gap of any individual is defined to be the difference
between the poverty line and his/her income. In addition, there are three more indices of
poverty on the macro basis; the head-count ratio, the poverty-gap ratio, and the Gini
coefficient of income distribution among the poor. The head-count ratio is the percentage of
people below the poverty line. The poverty-gap ratio is the per-person aggregate short-fall of
income of all the poor taken together from the poverty line.

These three indices are all insensitive mutually to the others, however. In order to avoid
these shortcomings, Takayama (1979) derived his measure of poverty from an ordinalist
axiomatic approach. That is, the Gini coefficient of the censored income distribution
truncated from above by the poverty line (& K# Tl & 72T 50V Fr#3554i), which includes
three indices mentioned above as its indispensable components.

2.5 Challenges Ahead

The indicator of pension adequacy is currently given only on the micro basis by the
reference standard of the replacement ratio. No indices of consumption smoothing on the
macro basis have yet been invented.

1 Means testing may have disincentive effects on savings for retirement before the normal
pensionable age and/or on working longer.
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A similar way of thinking in deriving the new measure of poverty on the macro basis,
mentioned above, could be a great help to propose a new index of inadequacy (for
consumption smoothing) on the macro basis.
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Chapter 3

Several Questions on Basic Ideas of the 1994 World Bank Report
Averting the Old Age Crisis

Takayama, N. Prof. Dr.
Professor Emeritus at Hitotsubashi University
Distinguished Scholar at RIPPA, Japan

3.1 Introduction'?

It is more than 20 years after China made a drastic pension reform. It is said that the main
reference to this reform is the 1994 World Bank (WB) report Adverting the Old Age Crisis:
Policies to Protect the Old and Promote Growth. (hereafter, Adverting)

It is now a good time to review this report, taking into account both economic theory and
experiences all over the world for the past 20 years. The review may help China restructure
her pension scheme to ensure more adequate and sustainable benefits.

The lead author of Adverting is Professor Estelle James.

3.2 Core Proposals in the 1994 World Bank Report

Adverting demonstrates that existing public pension (PAYG DB) systems often
encourage early retirement, pay more generous benefits to the rich than to the poor, and
frequently redefine their benefits downwards. It also presents that the existing systems are
not financially sustainable under population aging.

To advert the old age crisis, the report strongly recommends a mandatory FDC as a
significant portion, along with proposing multi-tier pension schemes. It envisages a
replacement of on-going public earnings-related PAYG DB plans into a privatized FDC plan.
Adverting claims that a FDC plan is able to withstand population aging.

3.3 Several Questions

Q1: Is a Mandatory FDC able to Withstand Population Aging?

Under a PAYG plan, pension benefits are directly transferred through taxes and/or
contributions paid by active workers. Under a funded plan, pensioners liquidate accumulated
assets by selling to active workers. In both cases, workers’ disposable income is reduced by
the amount of resources transferred to the retired in a macroeconomic sense.

Thus, the choice between PAYG and funded plans under demographic changes can be
relevant only if funded plans induce higher output growth.

12 This is a slightly revised version of the report presented at the IPLE-CASS conference on
Worldwide and China’s Pension Reform, Guobin Hotel, Beijing, 15 October 2017.
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But this is not often the case. Take an economy with excess saving, for example. A
forced saving through a mandatory FDC will be offset by personal saving elsewhere (or
increase government borrowing), thereby may not increase aggregate national saving, and
accordingly national output, either (— the fallacy of composition).

An economy with a shortage of saving is necessary for funded plans to produce
increased output. Isn’t China an economy with excess saving, today?

If output does not grow enough, the rate of return on the FDC accumulated pension
assets will decline, or there will be a decline in the FDC asset values, as a result of
population aging (Barr-Diamond 2010). The outcome will be not so different between PAYG
and funded plans. If a PAYG plan is not able to withstand population aging, then a funded
plan cannot do it either. (— Output growth matters.)

Holzmann (2013) wrote that “the call for funding was at times motivated by incorrect
arguments that funding by itself would be able to address population aging and the incorrect
assumption that the then high funded rate of return would continue in the future.” This is a
very important message. The present author entirely agrees with his statement.

Q2: What Policy Instrument Does Best Fit to Promote Output Growth?

Averting tries to achieve too many targets through a virtually single policy instrument of
pensions. The standard theory of policy assignment suggests that each objective can be
best attained only if it is matched with each different policy instrument of comparative
advantage.

The major objective of the pension system is old-age income security, and not promoting
economic growth. Pensions have a comparative advantage, therefore, when they are
assigned to attain old-age income security.

It is true that more saving through a mandatory FDC plan might induce higher economic
growth in a limited case, but what economic theory tells us is that working longer with higher
productivity is the most decisive solution to promoting growth under population aging
(Ogawa-Takayama 2005).

At the same time, smoother international movements of capital, goods and services, and
labor, can moderate any adverse economic effects of population aging.
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Q3: Is a Mandatory FDC Intergenerationally Equitable?

Economic growth enables workers in future generations to be much better off than
workers today. Imposing extra contributions on today’s relatively poor workers through a
mandatory FDC may induce income redistribution to relatively rich workers in the future with
paying higher pension benefits. Is this redistribution equitable?

Rather, dividend from economic growth has to be redistributed to today’s relatively poor
generations by paying adequate pension benefits and/or imposing lower contributions on
them through mandatory pension schemes.

Q4: Isn’t there Any Alternative Other than a Mandatory FDC Plan as the 2nd-tier
Earnings-related Component?

Adverting makes no mentions on it. But, in Sweden, a path-breaking NDC plan was
under discussion from the early 1990s. It was in 1994 that the major political parties there
jointly agreed to introduce a NDC plan.

A NDC plan can rectify design deficiencies and inequities in existing PAYG DB plans. It
introduces incentive-compatible pensions without any considerable transition costs.
Moreover, it is transparent. It can give much greater incentives to program participation, if
the notional rate of return is set to equal the growth rate of the economy (Takayama 2002a;
Holzmann-Palmer-Robalino 2013).13

Q5: Isn’t a PAYG Pension Plan able to Withstand Population Aging?

In the past (before 2000), financial sustainability of mandatory PAYG DB plans was the
major concern in almost all developed countries (except the UK) under population aging.

Its difficulty came mainly from a political risk. There were two time-lags; a recognition lag
and a decision-making lag. These lags were likely to bring a “too-late, too-little” problem.

Today, however, pension experts have already invented a wise method for avoiding the
political risk above mentioned; an “automatic” balance mechanism and/or an “automatic”
indexation of the normal pensionable age to longevity. With this instrument, any mandatory
PAYG plans are able to withstand population aging.

For those countries which have already implemented this policy device in their social
security provisions, long-term financial sustainability becomes a problem of secondary
concern.

Note that no developed country has substituted her major PAYG public pensions entirely
for funded ones by following the proposal of Averting.

13 1n 2002, the present author made an intensive study on Chinese pensions and wrote one
paper. Takayama (2002a) pointed out that China can escape from the transition problem or
the “empty box” problem, if China adopts an NDC plan, instead of the FDC plan. It also
pointed out that China can give much greater incentives to program participation, if the
notional rate of return is set to equal the growth rate of the Chinese economy. It was only 5
years after the drastic pension reform in China that Takayama (2002a) pointed out these two
things, when the empty box problem became quite serious. Takayama (2002a) would be the
first that suggested a NDC plan as a promising alternative option for China.
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Q6: Which is More Important, Public or Private Pensions?

Adverting conveys the policy message that public (social security) pension systems
should be restricted to the 1st-tier modest flat-rate benefits with a means-test or an income-
test, and that the bulk of the 2nd-tier earnings-related portion be provided through privatized
mandatory FDC plans.

Let’s look at current situations in the US and Japan. Regarding the share of public
pension benefits over household total income, it was a little over 60% in the US, and around
80% in Japan (see Figure 3.1 and Figure 3.2). For the elderly in the US and Japan, PAYG
DB public pension benefits are the major income source after retirement, especially for low-
and middle-income groups. Situations are more or less similar for almost all developed
countries. Exceptions might be Chile, Singapore, and Australia.'

Figure 3.1 Percent of Aged Receiving Social Security Benefits,
by Importance Relative to Income in the US

80%

62%

60% +—

40% +—— 34%

20% +— ————

0% . .
50% or more of income 90% or more of income

Source: U.S. Social Security Administration, Fast Facts and Figures about Social Security, 2017

14 According to Jing Xu calculations from the 2013 weighted CHIPs, for 47% of the Chinese
elderly, public pension benefits accounted for 10% or more of their household total income.
To put it the other way around, for a majority of the elderly in China, public pension benefits
consist of less than 10% of their household total income. Incidentally, around 70% of the
Chinese elderly received monthly benefits of no more than USD 10 equivalent from public
pensions. USD 10 is fairly lower than USD 38 (the international extreme poverty line).
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Figure 3.2 Percent of Aged Receiving Social Security Benefits,
by Importance Relative to Income in Japan
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Source: The Ministry of Health, Labour and Welfare, Japan, The 2016 Comprehensive Survey of Living Conditions.

In reality elderly households are better off than young ones, and their self assessment of
household financial conditions is better than that of young generations (see Figure 3.3 and
Figure 3.4).

Figure 3.3 Average Household Annual Income per Capita by Age in Japan
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Source: The Ministry of Health, Labour and Welfare, Japan, The 2015 Comprehensive Survey of Living Conditions.
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Figure 3.4 Average Household Annual Income per Capita by Age in Japan
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Moreover, the PAYG DB public pensions in Japan have been actually withstanding
economic crises (the Lehman shock, etc.), devastating Tsunamis, and repeated huge
earthquakes. Can the FDC pension plans withstand these crises and disasters?

Q7: Is Income Transfer by Public Pension Benefits Regressive among the Elderly?

Averting claims that public pension systems redistribute income regressively among the
aged households. But those countries which have a flat-rate basic benefit (or a benefit of
similar substance, such as decreasing accrual rates with plural bend points in the US) as the
1st-tier component often work out progressive transfers through public pensions in practice.
This is shown by Gini coefficient and Lorenz curve in Table 3.1 and Figure 3.5 (see the case
in Japan).

Table 3.1 Gini Coefficient

~ County  PensionBenefts  HhTotal Income

China 0.8198 0.4707
Japan 0.3339 0.3978

Source: Jing Xu calculations from the 2013 weighted CHIPs and the Ministry of Health, Labour and
Welfare, Japan, The 2007 Comprehensive Survey of Living Conditions.
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Figure 3.5 Lorenz Curve (LC) & Concentration Rate Curve (CRC)
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The current situation in China makes a sharp contrast with that in Japan; namely the
share of public pension benefits over total income is much smaller for the elderly with lower
income, and thus public pension benefits are distributed much less equally than total income
among the elderly households.

3.4 Concluding Remarks

There remain many other questions on a FDC plan such as investment risk (unstable
financial markets), expensive handling costs, tremendous costs for transition, inflation risk,
perverse income distribution within each generation, institutional capacity constraint, and so
on (Barr-Diamond 2010; Beattie-McGillibray 1995; Takayama 2002b, 2004, 2016).

Here the present author would like to skip these questions, and go straight to conclude
this chapter. Averting entirely ignored the experiences of many developed countries where
thoughtful and never-ending efforts have been done in search of better pension design and
implementation. Provisions in PAYG DB plans need to flexibly adapt to a changing and
unpredictable world.

In the end, the 1994 World Bank proposals are quite doubtful if they will bring adequate
and acceptable pension benefits in developing countries where low quality of governance
and embryonic financial markets are persistent.

Indeed, those countries which followed the 1994 World Bank approach (with its technical
and financial assistance) to reforming pensions often faced a serious mess. Many of them
were forced to partly or wholly give up their FDC plans and to return to a PAYG plan.

Adverting was not based on robust scientific evidences. It turned out rather to be a
dogmatic manifesto from a market-fundamentalist point of view.

Missing is a far greater commitment to empirical research based on scientific evidences.

The followings are the final words:
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Don’t entrench yourself in actual battles, carrying only a toy gun with you. (Joseph A.
Schumpeter)

God, grant me the serenity of mind to accept the things which cannot be changed, the
courage to change the things that should be changed, and the wisdom to distinguish the one
from the other. (Reinhold Niebuhr)'®
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ERITTHV.. TOEERNFZ 5 2 oK (R LE 3HoME) IR CAaET S L
MESTIUE, AR CITBATEM A 100 HH (1,000 5 H%x10%) 72 hliE, AT L2 &I
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2%, BATE AIAHONEINEE (netreturn) (%, X Cict-oTERr 2%, ZhUTEGER
FRFOPER LD R,

HFE T CARESEZRE ST L E 1 HICHRA 21,000 THOX 7 "a2%Z05 2 &I
520, ZOXT7 MIEIBERIZZOHONTIIOIRPEHT I LD, VA ZE
DTEZLHE, AESOAHIIAERLE LT L THS, MEHFRTHA 9 LR
ThhArHr L, ZOBaH LT —LLWVWIRHEIZEDY X7V, Geanapokoplos-Mitchell-
Zeldes(1998) | Z 11 % "equivalence proposition” & fii 4 L 72,

T IERERIRREE (time-path) #7235 &, WMEUF R EZIL, ENENORRIZEIT 4
SR (20 LEINGER) 138720 5 5, BN TRA~DOU D 2 IIBATE 232, VWO,
EOXHITEMEIELINEWV I MEICHTARELZ ERNHRD DL LD,

Wb ZHEHOAMIL, BATRICE T 2 PEMMRICBITEAZETRICaEIE L & &I
BAET D, INEBIRMICER ST Z L3 EbOTHEETH A H, i, R FXDGA .
LA ~DOF 7 MEAITFERHRICR 2 LEED SR G TH Y | Hil BRI BT 5 F4E
HAROFESEFALETNHIMEIE D &0 ) FREIZAE CIC W, BURMNEEZRET L5 &7
WX, 220 NRbTHD,

WP &L, EREO TERORE] ° TRSEEE) 13FEEmS 2t THEeRRE 2 il
(CHfRET D L 2 AL R o7, AR LW D BFHIMIEICEE 4 2 20 & Faimd O TEW
TIF L AL, EROMIEITT LARRIZDN 0 5 FFHW-CBHR BN S < & 2T AR
REW,

4.3 F) - VUHAR—I - F—X S VT OEEHE

World Bank (1994)73 & [E ~OH#ELEF| & L THEE L TWZDIITF Y « U TR =L - A —R
NV T OEEFIETHD, T T, 20 43 T LR 3 » BB 2HEHIEOME %
ML, HEEEMET 2HE TH 20BN meT %,

TV DESHIE

RS AT L-t ) F = N EFBEIT 1981 FEICARESHE ORGSO 2 Wi T LT,
PER DIPTSR E S IR TORIETH o722, ZhaBEl L, b IZE AR
EOX OB THESRIELZEANT S, T LT, X, TXTRETEH - #5548
TN ~DOMEIIMADIEZ LD, L LIz THD (T LEEEFIIMEEMAICE & F
0. BANFIEMA L Lio), BUFIZARESOF B  EE O HERMICT 25 &, REFESIC
*T D/ NROHS &R E ERTB ETDHZ Lo Tz, b T, &HIIMADRMFESE
2 &> THE LN DM MU RARFEARICE LR > T2 A . TOEBEEBFNH AT D
LD Th D,

BT T R TCREEEARAAB T 25, HERITBMTD 10% TH D, 7272 LEEFEE - &k
AR, 3% D ZT %, FEENER, AEL W IR 2500, 0
RbOVITHGZ 17% (10%D3F457. TWILERERRS) 5l BT 5, BRMICEEEDOT
B E&FIREICEEED, E LT,

20 K oFEIE. AHES IR ATIC A A BSEH 2 FAICHEE LTV i a A< ERE LTV S, it
ADZIT L HESEXT N E LTOLBHT S - LICIZERH 5,
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L D2 HEBIEER T B MEDS 65 5%, LMD 60 5 CTd Do TARBRMGEEENC R E L= a T
EMPRERE LB L TREFEEEZEAT 20, T E THA L QW EEE S S
SAMEEEZIT & DNERINT D, FEERKENTERTIE 5 D 50%LL 272 51 EICFE4
BEENFEA LR o T2 GBI LR OZ GG FER LV RZEE2E L TH L, i
HAMAY 20 FELL EF IR, BARAKAEDIEEFGT DN BUFERREIZ L » TXHbiv b,

HIEEE) 0 D> 2 B S CHESSZHEBIIAEENE L TR - - HHEB OB ERE I, IBHIE T
DI E © FEEZHMENEAEE (recognitionbond) DOFETHT-2 bz, 4 H DESE
E 13461 3 80% THHE SN ARSI O BIEMEFE 440 & S vz, FaEE 1T B 23R
AT HHESENECE N D, FeEEORERE D ITF 4%k b,

F U O4E41E 2000 K5 ACIHEE GDP O3 ICH Y 5 EERHAZ T CICA L TV D, F4
OER EHODOREETHIZT UV ENICBWT, 20 20 FREITH7R D OFEREE H
Tz b, EAFIEY X 1981 FLIED 20 44T 10.9% (FBE) ZitskL. =D
DEREEZFTT-EBZ TR, 7272, WS ODRERHITZICEAEL WD, TNAEELE LT
Bravo (2001)2 2B I LN LB L T2 9 2,

REZRMERB 4255, FH 1 OMBEAITHEY Y 2105 MBEHOZHE TH 5, il
FEG) Y D2 CEENCH T E R OFELEBIT 1981 4HES T GDP O 130% 2 L T
W, ZOESEHEZRIETH 40 FEMNT TERL TORITIER SR o0 TH
0. FEBRIZITFEM T GDP @ 3.5%0°0 T%IZH YT 2178 7% 1981 LI, MBaH &
LTHEL, BELEZOTHD, ZOLIICEWVTBEBIL, 2F2FF VREN 1997 £F
TEEREZZZ L, BEFAOMBETZH L oS 51 LI MEBHEAENE L) 7=7- D 9
ZEMTERE, FTURBENES LIEHEEIIMOETIX, e FICALRWEDO DT
o7,

72720 1998 “FLIRE, FURBIIEFTA L., TORRIZITE 2D 5 SR NEDIZED > TX
2o <O THEESDORIKEZHIFMEGIEL TWAD Z &I MEBABREZGRA T HE LD
<7e\n, & <IT 20 FMILE T IUSRIRBEOFEENMRGTE SN ST, B L OEeZ BEXKMIC
RS HE LT 20 FRLH L, BIRERFEREZ FICAN L 9 ET 5140 8T ¢ 70358 < <
RPN INTEE Lo TV,

%2 ORBEAITREIINA L LTWHDICHE 0 0b 6T, MARNRIID LAKFLTNS
L THD, HHIE T TG A 0D 80% A EEAHE O H 251 Tz, & Z A5 2000
RIS TITESIMARIT 46%I2F THED ZATWD, M5 AMEE OIRIE 7 ENTAELH FE O
MEZITTNDEL00, ARESCHE(ELHEDE THEERIEITMAL T EDOHEIET 4%
2T E e, FEEROBEITEE LESHIEICIA L TORWEIRERIZ S, FEAE
DEERITFEBHENARKO BN Z TR LS ERTHIENTERL 2o TWVHI L EZRLT
W5h,

F3OMEMIINY R U TERARNROENETH D, N R U THAIT ST
1990 FHFIZBWTHEG D 3.15% & 7> Tz, BERIT10%THLDT, N R 7
B RIX P THED 30% L EiIcb s TWe, 20%, v KU 7ERITIK T EAICHRS
LTE7b0D, 1998 FREAIZEB W THERED 27% %78k L T 5, HEE FO/NC R
V> THERITHERED 5%RETH 70T, FHlEIZBN TN R v I7EHAOE S

21 F 1 O4E4ITHW T Bravo (2017). Bravo (2001) BI4MZ Myers (1992, 1996),  Diamond (1996)73:% L
U,
39



NEDES>TVHRITH D,

=77, BERTEABEOFESITTVUADETEE_SN TS, O RY 7
FIZF VoL 12EmL vy, BRARZF VDN R U ITERFAXF DAL BRD
EHRI2MR A=A STV T DAEULELE RS> TWD, DFVHEETOELEHETH-TH,
N R U TERZBZRSMZ D7D TRTARMNBEI TN,

B4 OB SITESRESLAOERFE V IZh»bd b0 TH D, JHHMO X 5 /g AE Y
IAE 2 BB LV, T U OFESIT 1995 FEICIX LD T~ A F AOEMFIEY (—2.5%) %
SEE LT, FO®%LAIEY TR U TEREZ S SIT T D, Bk L7 X 912 1981 LI 20
ST % EEMFIEI Y IT4E 10.9% (B HEE) & 72->Tuve,

o2, ERROEMAFIEI D IIANY RY CTERAZEZBRBL TR, N R U TEREZEE
L7cx > FOERFIEID 3K 5%59 (£ BE, 20 F3FE) 127 e, & ATERFTEE <M
AWBOENFED R MBIV XS HITEKLS 72D (AN RY U Z7ERICIEEEERRH Y |
EEBFEDOVIRNEIFZEREERDMNETH D), 1990 FRUTIMA L7T=FH DX > RFED 1
WITIN L~ A T RITHERE LTV D,

7 BEEREOY) Y 2 TF VRBFOIFERIINZ > TR T Lz, FERTE IR
L7, M CRATER 2 AT 2 72O BUFITE N KIRIZHAD L2 b Th 5, mE 20 4
WO CTRHFERDOE Ty (R k) 12 GDP @ 3%RE L HEH ST D,

F VBT DHEELEOE FIIH > T-OIFXBNOBRTH Y, EROBIARE TH -T2,
ELEEZDO L HIREIEY A7 MBI TR LT- i TF U OELSEEIZITFNLR D OFHEA5-
ZAONHEREEASH, LPLERLEXIICHZICRELTEMES LW 20dh D, &<
BN R T EASEEIEO R ZVIERFIE D IXERTHEOREE VI MEND A D &
WRT D ENTERY, fEOYIY 2 TR EIIMNT LR oD TH D,

> AR — L DIELHE

VU HAR—VN World Bank 22H1EH S0k, B b FrET R TR
(CPF) LW ME DOHIEZR L, el U CHESRRERIE DOEBLEZ X - 72005 121E 0
725720, CPFIZREIMADITERIE TH VO | BUFFIZ X - TER - 8% I 5 e Tofl
ETH D B> THRHEORERE A BN E ICHLH 7y &EAE AT STV 5,
712, FUOESHIE LRy REANER - BT 5 &R T, EMAEEA
(ZHUHE PE DB S 2 F5 X3 2 HER & Vo SV 5 L Tunviany,

CPF 1% 1955 4R IZAIRR S ivTe, $hERITTEEITHETYHW 10% (F5fALR) Th o7z, 1968
AT 72 > THEEBRD IO ORFED CPF OHIZEEY ZENDH Z &1272 0 | Be¥i3 1980 4
ROPEIZIZIEIAIA T 50%IZE LTz, TO®ITHERL 5| E N2 gl& EF72h LTk
V. 2001 FHEST36% (KA 20%. FHET 16%) L7e->TnD, EEMIZIXTFEITETE
A 40% Z EKARIZENTND L H Th D,

World Bank (1994) (> > AR —/L D CPF NE%FE & KT 5720 DERT- EE L T
Wz, L LERBIZEBIO S DD X 5 Th 5, Asher-Karunarathne (2001), Asher (2002) (2
L5&, BEOEGU ENEERROTZDODEOTH Y | FELADO RN BRIELLANIZH Y <
T INTWD, HARAIT 1987 75 1999 4E I/ T THEMEMREADK) 70%ITFE 2§ 5 & a0
IBRRATICEY < F 3Tz, BIREFICFE SN EE GEAFRIFEI D IAAR) 132k E LT
GD 10 r ARRREICTET, WE A0 FEMH, 204 —F—2F LA EED> T (T
LAEFOR A ZR L TV D),
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CPF O IIMEEER DD DITETH Y | BRESLHEE LW S 2wl bbb, F
SHHOBEIXTHEIALTARIZTET, 2EO 105D 1 REEZEDLTETTH S,

IBIIR TR SN RENLAI T 1 R - AHIES - KRB FEEOWNTNNTZIT L5 LN T
XD, KREELZRSEIT 1999 FFIF BV T 10% R TH - 72, W IRz JaRIgE I
SN TEREI D Z LITBETER, HIEREHE 40 FLLEOFEANBE LI
LD LT, TR DOEEILFOROMBIEREB KR LTEY L LTWD, 2
NN U HR—ILOBIRTH 5,

AR =L D CPF X, & LIZHIORMME S 22 2 T\ 5, £ OFENLAAOEAFEND 13 1983
D 1999 FF|\TT TR THE 2% Th o 72, 1997 005 1999 4D 3 AERICIRE T
L&, ZOR|EIV TG TH 0.88%ICT X /ehno Tz, 20X H 7 EF]E Y X, CPF OFfE 4
’H%IJ SNLERAFFAEBEOFIED LR CICRESNTNDHTHDH, CPF @%E_Lj‘: IR FERE

UFZE DD RN B DNY  TAR— VORI GONERE T b Tz & HEE S
’Cb\é EBUMIX CPF Zil U T X U e mWiEH L FlicLTnwie Z &ic/e b, CPF
IMAEIZ & - TIEKFSRD 9 HIZ CPF % U CBUNIZFLA & X » - TH 5 (implicit tax) ,

ZOPAITE DD CEEROBRWHER EZ A LT\ (BFTESEIIIEETEE S CPF &EELL
FMZIHIZEAEB LT RWNNLTH D),

CPF TR SN TV HEAFIE W IZEFIC L > THEHEFFE Y LV IEKSBRESNL TV
CPF |3 M & TIXHEETORIE L 7e> TV D0, FEREiZde LA TR L& TV,
HHWE, EARIEY RH LN LHRD LTINS LW BEERTIE, LA TR Uik
T (defined-benefit plan) | OFIFE & F#SIT 52 L bAAETH S (Asher (2002) &),

X 5|2 CPF [ IRME TIHEVHIE L VWD Z 222> TV D L DD, ZOFEN A E
ANIELBENTWDINEVRIOFEE T 52 L1725, T72bbEE RN IR FE T
LWa & DD T, CPF ~DOIEFEI L 5 BB IR IR AH L TWnD 2 & & FEEMICE
Oy, fE, BRI 2MEFZEERICZ &L D,

DFEY AR =)D CPF X M HEDS SR TORIE] LD Z LITRERITR-
TWAHHOD, EhREIL TR _;2_;0< A2 U THIE] ¢ EDDEZANITEAL
RVNDTH D, 20X 9 72581 World Bank (1994) 23MEE L CWNEAE I3y, 72 5,

IR d L L H A — T IE World Bank (1994) 23MBR L7 1 S HORREL ST,
ZORTYH, 72 World Bank (1994) 233 U HR—/WZER L, o HR— VR EMEIC
HELEL LD & Lieh, BeRINED,

A —R N T Y T DOESHE 2

A=A K7 U TITIIRER, AWFESE L L CUIEFEO IR FE4 (Age Pension) Lv72hno
oo ZOHIEDOREIL 1909 F£FETHMD Z LN TE D, EFEDLEEELIIH T TP,
BGR TNCHEE SN TV D, Z#aBRiaHE IR 65 5 Th 5 & DD LMEDSE1E 2001 4
R TIL 61.5 7k & 7o o Cie, MEDSZFRBRMA I X B S & BT b, 2014 4F121
65 ikIZ7R %,

=2 T Y T OREMBELSITIZII - AT A RBONWTW5, R LEE (B%) 133 —
VAT A NORRITITIe > TRV (1912 4ELE, 23), 70 U EoFIZHOWTIEI— X

22 F—2 T T OESEZFMH U i#CC Bateman-Pigott (2001) 7238 %,
B F—2 T )T OEETHREIRZEARNEL . BE, TORERITF 5% L 2> T 5D,
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T AR A975 2V o T AUBEIE S 7223, 1978 4REICHETE L7, & L C 1980 LD HIELL
B, AT ARNEeTEY T ANORE (HoHETI—V AT AR ELBHRINTND)
DA SN TS, TRbLESZIRMAEFEREERIZ, &2 —EHUL EOIRARH 72V
HE (%) USAOEEZEA LD LT L EBESRMIBESINS, Sbi2, Th
O EREEBZD LIEBEFESE o< ZHhT DN TERI D,

2000 EFESICB W TEIRE D 20%I1EI — 2 X7 2 MO L) EESEZZH L TR io
7eo ETomIRE D 27 %I 3WE > Z OEMBFE 2/ LT, LTS o CTREMFEA 2 g e
L Cliigas e L CW e Did &g @ 53%I128 EF > T\

F—A T V7 TR IBBRT 256, BE—ReL<ET 2008~ Tho7z, &
—Rpedl I X2 0T L L TWedy, FhvzaeEIcmb@EmHa L, AHFEeoKk e E
BOBNEZBDD ELTZDIE 1992 06 TH D, BFEITTRE] S 1072 BB AT B X
Superannuation Guarantee & FEZIL TS (SG), Z D SGITHEGHETORKIETHY | #4
(9%) 1ZeFEEFETENAET 5, SG ORI TBLE, 55 ik (2025 4B TiX 60
%) THY. THRLRTOEERD < LTV > WO TR, B Lo T
B, HEEARAANDBAENHE SN TND, ERABENZIZEAERNLOD, (EEEN
EAERETHRICIE > TELT, FEENEREMEZ LML L 2Ns—FEEMRT S, 72
BHERIT 1992 FREA TIL 4% (UMMEZEIL 3%) ITRE IR, EORICEREMIZE & |k
FHi, 2002457 HIZIZ 9% & 7o T2,

SG O#ERE LRI A A FHETIMEEIC LY, WEEEARANMEEICHE M LT
D352 & HE0, 1999 I i THRFEFSCMENFEERD 5 AL 43 1358 HHLH 55 (SG)
IAFDPLHFREAD 60% % (5D T\, HEEBD 43%MEERH A L TEY | £ O
BUTHEG-D 6%ITHHY LT, LRI OEEFESITES], R TTH S,

SG OEMFEIY X 1990 FERICBITFTHA4A—A M T U TRIFOIHFTHIZ S 2 B, 1999 4
SNTHDEMNED R0 OFEEEEZER L TWD, HARRIZiEE 3EEHOR]E Y 1% 8.3%,
WE S5 FFETIE6.9% L 72> T\ (ZOFEID I ANV R U ZTERZE AT, 72
3 SG OEMFIE D BNIFRE H 72 AT ONTIHAR E L ER LT MLERSH S,

SGONY RYTERIZTV LD L KL<, FEEFTED 1%L T (KRB
BEFE), £72013041~1.81% UNODOFEEEE) Lo TWD, FEEFEORIZ LD
Y RY CTERIZIENRD ONRTYXINBO N, FUIZHXTAY R 78RN
FoBHIEL, FEEOFFH - —FEEA L 2> T0DE7H— N0 E D DOREEBICE—IL R
TRE—a rEPTANENN LILHDHEEZTLIWEA D,

A=A R TV TIZBWTERIROFEEEZ 72T DX SG THDH, TIUTEIRY A7 M
HHEHTHDLHLDOD, —REEICL2BUGHROLNLTWS, A—A N7 U 72T HERE—R4
AUHENT 4 —] EHREENIEITNH DO T, RIESLIIBRGITEERNWEAS S, 1272,
—BFETIIREZDYV R IRA VT VY AT B AD Z EDREZHITIETE R,

e B EAESLIIRM OB HICENRD 2T TIEESITTE 20, Wb 5 s EN &
BB TH D, T LAZHBIMREREER T SG DESEBFELZ W > A DOFTIC T —/b
(—EH) L, TOEHZEMEEICERD ., EERMGBTEIMNB O 0 EH RS
WAL U720 LG IIZEO— MR Z BB AT 200, & D WIS T EFE % T E E)
WEFTo0Ex GETCROEHIRE L ZET) BROLNDHTEA D,
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4.4 FRRELES I UVBTEFEOELMERE

World Bank (1994) 134 & & & BF i EESCBATRGE EZ SEHICB W TIRES N DT
D, BFEEETAESNEA SN THDLDITEANSCAEED D5 WVITEESEOEER
BLOEREE - ZETCE O —EEREG G-I SE 2 IRE STV D 7 — 2 EFIRIZ
L\, BMOKEZESCIL T IR L TV D AN IIAMNEEOEAZIZE A EZIT TE LT,
FAHY 7 BUERE MEAR L L CTEEARIEL o TV D, 20 X 9 2R T TIEAHIES O
HHZ EO X HITIER L T OB RROESIEL 72> T D &> THRKiRWEA
Do

F7-BAFE EETITBHEZRSHE AT T 2 EEROE#ITHR U TERW IR CIEEZRBUT (&
HEE DEWBUT) AR E ORI LA O D) 70 E E - Ef (implementation) (213
ARAIRTHDLHHDOD, ZOIERHGMEZ RN TW D BTG EED D7 Zeun,

{1 World Bank (1994) Of2RICHER 5 & 31U, BE LTS (BEOBIT &4
R AT LB I OMES - BT BSEWNICEE Si, BEERE OWIHEIC S S b LAl
P VO THHEICHLFIHTED LIRS TV DARERD D, & AR EENEO
SRS IS EA TE LT, WUARRMEEHSMBEN BIZE A EHEIN TR,
BHRIFEDEREZ LT LT 5 HBROKEOEE - KE RAKEIZIR ST 5 ER
2\, ZhDNEFITH D, FTFESEEOER - EHZRICERIGEICBNTH A
KT A v Bk LRSS 2 T 2 ERBUFICE SN D, ZO%E, EEICHE LEHE
NEZ HOIZW o T2 T 252 A T 2 HMAZRLRH O 2 WITHESEERITHEE LT
HMFZNBHFEBNICWR N EFEL D E<HEE RV, E2AD, 2O LX) ARALEMFILIR
MTEYR AT Z E NS <. BURFENIZIHIZ E A S WD, S HICBIRSCEFIZHT S
AMEENTRNE | ERCEENESZ EEICHE LFESRBEEFCR S A IEHE LB IS 5
EWVH T EBHIFFTE ARV, T DX D AR Tl A O AR (design) V1< D
2T, I OFNE TEAZMEN N S2E T T L 9, World Bank (1994) (X, =
NHOEEBME L WL IcEBbns,

iz, B R HEREE OB A TR E T IRRH] N CTARAEAHIEE LA < & LTz,
ZORTHIGE EEEFIRE D, 7272, 1B Y8 ARER ICEIEHE ) SCBUFIC R 54
lifi & MBS —ZEITEH LTe, & UTHEBEOBTHUAIZEM AR SE O BUFANME 1356 12 5RV, fB
[ELEECORBREHIAST DA « AR X — Y 2 BAFI TN TS, £95 LT, EOETYH
[HSEDELEHIE I BNITE S > CLE S MRV, WiRREBEANMEN > T L FT
FEAHIE ~DOPLH 2 A NCEEEITRD 2 OITR L THES TR,

COLEPTT RETRR—TV RTIIARA Y = —F Vl#E & o= TR L& 70
~OEI 2 FEBRTTH D, EROTT THEITESBHOBETUTARAD L ZAHA~ES
TL %) EFHL, AFERITHT OEROMHMZ1GH Z L IZBEMIZR> T\ D,

A A ) FE T R LA OO 1l BE SR 272330 D FEARBIRE S D2 DWW CIIRBA TR 1E 6 B %
& EEEIIFZFEEOREZ DN Z T D, TGRS 5 -, 7 U —rThoEH
ERELSHRERTLOIBINEZMEET DIEEIXSBROEERBETH S 24,

24 RSO IR B O AR BEIZ S T Fultz (2002), Mueller (1999) 3BE(272 5, 1= — 1 KR KIS
pr TREFIERE) 7ry =7 ho DP v ) —XIZE £ T 5 Zaman-Vasile (2001), #% (2001), k=
(2002). Simonovitz (2002). Vylitova (2002). Tafradjiyski (2002). Ohtsu (2002) #5 X XA - AfREE (2002)
LRI,
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Z DM DOFELFHF &K T World Bank 1% 1994 4F #5128 2720 0 it /mRE7p< 7
o7z, T LAKIEEREE (design) 7217 72 < HlEE D AP (coverage) HEikHEEFs kO
FESEHE (implementation) (2230210 2 FRFEEIZOWTH ERRELERT —FH, AV xz—
T TR LSRR CTHR) OBEAZHERT 561752 T\ 5 2526,

45 RO I—TUICBITHARAEDFEEHE

1990 FRICA Y = —F > TS < WA iz [/ 7e LTI 1% World Bank (1994)
DO Titgim SHa oo, BLBIOETT LV TH D, ZOFT VBT 5 EARHE 2 J5 % 1996
FEOELEWETAZ IV TRZITVNDZ LR, &bz, TOHBKR—FT R FhETH
FNEHNDONTRITVNDLZ EERDTZ, TOROAT =—F o HFRUTKT H1EH TR
28T HHFBEMRE ORI Tl & AIT@mE > TV D,

ZZT, ZOESHTIFIAY = —7F VZBIT 2T DFESLFITER L, £ OME L
L7z bET, AR LSRR THAMERD FRE EDO LI ICBR D0 EEmT D Y,

1999 ELEDER & HET 7 EX

A = —T 0% 20 il E % D 40 FERICB W T A A I LN R b HEATEETH > 7212 b 2
N 5T, ERatEEBLZEE L TR OHE SN TE L, @EikE X2 =003 7
AT z—T URETHoTZZ EIXE D ETHR,

ZDAY = —7 RN 1991 4E0 6 3R], ki L T~ A T ARKE ZREk Lo, BT

BEOEE&IIFEEMITTEL, KERS 1993 41212 8.3% £ T LA Lz, &5 L= THElin
FHDNZHE L T DIEEIIMMA T A Rl T CREEDBHER SN2, ZIUTFEEM Bz &
&850, BIRFBEORMOTEL /> TLE -7z, BRGEENTICT HELEOMO)
I EAE L VIR TN TH D 2, BFESMBOEITFeREEI OS] & EIF %23
ENHLTHD, ZORICHLEEIZTZIA ML —1a U EELE T, IS OHIEMAR
Ra Lo TEmDLINENIMBEHRFEIZRELS R DD -T-DThH D,
FEEHI ISR T 2 NI A T A RO OG5 & RIFTETICE EE 6o, & <IT,
EBBORE M= AN EEES TIE R [E&DO®EMN-72 15 FRIOES] DOIRTENMLT
Wiz (Wb B 15— ) T2 FBIEE T — 7 DEE BERFIZE 2o Tz
T & THEEEEA DO HREAEN 30 ML & 2o TN (B0 AEL—)L) T2, 30 E AR 2 TR
SARBE 2L U T b BEESEENY 2 VMBI > T2 & D 2 D125 5 R
RN T PWHDBFANTEESE o2 W E A2 5 Z LIXERZEIROFE & 72> T
7=DTh D,

1991 4F 9 H O#BEE T, N E CREMMICHT o THHMHEA MR L T X 74 R 1WA
L. RV IZRSFHE 4 %I X DN BHED RN U7, PRSF AP BOHE (XA A o 2 R 37
BURFREED 1 DITLE S, SRR KR (Bo Kénberg X)) A9 02D R ZED%EIZE b

25 World Bank 3T % % J1% Holzmann (2000).  World Bank (2001) 12755 41TV 5,
26 |LO %03 0 % H713 ILO (2000, 2001), Queisser (2000), Hoskins et al. (2001), OECD (1998) % £ &
N,
21 2y = —F L OEAUH L Palmer (2001), Konberg (2002). @il (1998). 3 [(2000). {415 %
Trvxr h (2002) HFELLMHLL TV D,
B Wi 2 T A Rl A Y =2 —F v TRBIAHN AT O E RN Th o7, Bé LRI EFR% b
L L EEZREIIRRARR & 72D, WDy —ATIHBEEATHENRNELHZE LT, TNDORMITHIGT
LI AT A RREFEFTRELZ L WIHIBGRIENNBLIER LN L TH D,
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D THEINCEY < ATE, TROLEE 7w OREILTE2HRA =L 325 THEET —
X7 I7N—71 (WG) 251991 FF 11 HICRE S, REHTNONRZEDER LIRo7, H
ENEERERT DT ORERLESZHBE - HEEOREL A NRN—=00TXTTTFL, &
DO TOLANBOBIGHIZ T TA U AN—2 /R LRI, 2TOWG ZV—T7ORENRH 5,
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Part I Japanese Experiences

Chapter 5

Major Changes in Japanese Public Pension System:
Their Backgrounds and Underlying Philosophies

Takayama, N. Prof. Dr.
Professor Emeritus at Hitotsubashi University
Distinguished Scholar at RIPPA, Japan

5.1 Introduction3?

This chapter presents major changes in the public pension system in Japan, with
highlighting their backgrounds and underlying philosophies. Before going into detailed
discussions of them (Section 5.7 and Section 5.8), Section 5.2 explains the current role of
public pensions in old age, and Section 5.3 focuses several characteristics of the Japanese
way of thinking, while Section 5.4 clarifies the guiding principles in the design of Japanese
pensions. Section 5.5 provides a brief outline of each set-up of respective public pension
systems and their coverage expansion. Section 5.6 documents long-term demographic and
economic changes in Japan. Section 5.9 deals with current financial situations of each pension
system. Section 5.10 takes up challenges ahead. Section 5.11 concludes this chapter.

5.2 Current Role of Public Pensions in Old Age

Distribution of Monthly Old-Age Benefits

The distribution of the monthly amount of old-age public pension (PP) benefits for retired
workers in the private sector is shown in Figure 5.1. It is given on an individual basis. Its
average amount in March 2013 was about JPY 170,000 (RMB 9,900) for males and JPY
100,000 (RMB 5,900) for females, respectively.

33 This chapter is a revised version of my report presented at the China-Japan joint
workshop on pensions, the Institute of Population and Labor Economics, Chinese Academy
of Social Sciences, Beijing, 8-9 December 2017.
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Figure 5.1 Monthly Amount of Old Age Benefits
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Although a persistent gender gap remained, PP benefits were distributed more equally
than household (Hh) total income, as depicted in Figure 5.2. Incidentally, in 2007 Gini
coefficient of PP benefits was 0.3339, while that of Hh total income was 0.3978.

Figure 5.2 Lorenz Curve & Concentration Rate Curve
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Source: MHLW, The 2007 Comprehensive Survey of Living Conditions

Share of PP Benefits over Hh Total Income

The PP benefits are the major income source in old age, especially for low- and middle-
income groups in Japan (see Figure 5.3). For around 80% of the elderly households whose
head was 65 years old or over, the PP benefits accounted for 50% or more of their
household total income in 2016.

Moreover, Japanese elderly households are better off than young ones (see Figure 5.4).
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Figure 5.3 Percent of Aged Receiving Social Security Benefits,
by Importance Relative to Income in Japan
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Figure 5.4 Average Hh Annual Income per Capita by Age in Japan
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The majority of Japanese pensioners regard their PP benefits as a blessing, and receive
them with deep thanks. Incidentally, on the payday of PP benefits, many beneficiaries feel

happy to give their grandchild(ren) an allowance, and/or enjoy a special meal with a

premium Japanese wine.

In 2015, beneficiaries of PP were near 40 million in number, accounting for 31% of the

total population. The current PP system is working as one of the established social
infrastructures in Japan, very robust and stable.
The road to this situation was very long and was not always smooth.
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The most important person in charge of pension policy-making in Japan has been not
the political leader of the ruling party (nor Minister of Health, Labour and Welfare) but
Director-General of the pension bureau of Ministry of HLW, at least, for the past 40 years.

The successive Director-Generals were the best and brightest, being proved good at
planning ahead, wise enough in almost all cases (but sometimes not so) in executing their
jobs to flexibly adapt the pension system to a changing and unpredictable world.

5.3 Several Characteristics of the Japanese Way of Thinking

Pensions reflect the history, culture and philosophies of people living in respective
countries. Japan is no exception.

Japanese have several characteristics in their mentality, way of thinking, and behavior.
Among others, the following 7 features are notable.

First, Japanese traditionally have a side-by-side mentality; a desire to stay in line with
others. Tall trees catch much wind. People in Japan are very sensitive to any differences,
even small, and to try to eliminate them. People there have a strong perception for equality
and impartial treatments.

Second, Japanese take it for granted that those who can support themselves should not
behave irresponsibly. They are not allowed to impose costs on others.

Third, Japanese are usually very pragmatic, placing great significance on higher
feasibility. It is true that some people in Japan prefer an idealistic approach, but they remain
as always minor in number.

Fourth, vested interests and earned entitlements are seldom broken up, while expected
rights by and large become an adjustment target. Any reform usually has a long transition
process, moving ahead step by step. This way complicates things, however, by legislating
the transition cohort by cohort. The details vary by different dates of birth, and people find
them difficult to understand.

Fifth, Japanese have a weakness in dealing with the long-term problem. If some person of
foresight points out that Japanese are approaching a “wall,” he/she is regarded as a heretic,
and no changes take place for some time. Eventually, the wall is growing taller, and at last a
majority of people are forced to realize that the wall stands very close to them.

Sixth, on the other hand, Japanese have great flexibility, responding promptly once they
understand the gravity of the problem. Then, they think, “Let’s forgive and forget. It's water
under the bridge.” Incidentally, political compromises are often made by combining two
different things and dividing by two.

Seventh, any system cannot be maintained without exact understanding of its validity
and sincere acceptance by the majority of people. Accountability is primarily in the policy-
makers, and intensive open discussions along with polite explanations are required before
any legislation.

5.4 Guiding Principles in Japanese Pension Design
Currently there are 3 guiding principles.
A: There should be no public pension benefits without any contributions made.
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B: The amount of pension benefits should be proportional to the length of the period of
contributions actually made.

C: As far as the same cohort is concerned, those who have paid the same amount of
contributions in the past should receive the same monthly amount of pension
benefits.

Principle A operates as built-in incentives for persons to participate in the pension
system. It premises self-reliant efforts during the working age for preventing poverty after
retirement.3* Public pensions are fundamentally different from public assistance (with a
means-test) whose obijective is poverty relief, financed by taxes. It is alright for both systems
to coexist in old age.

Principle B is set to encourage people to contribute to public pensions as long as
possible.3°

Principle C holds good irrespective of who has paid contributions; male or female, an
employee or the self-employed, an employee in the private sector or a civil servant, an
employee in a declining company or in a growing company. This principle reflects the
Japanese strong perception for impartial treatments.

Assuming a mandatory PAYG DB pension program together with the changing
demographic and economic circumstances in past Japan, Principle C resulted in income
transfers from salaried workers to the self-employed persons, from present growing
companies to growing companies in the past, and from males to females.

5.5 System Set-up and Coverage Expansion

The earliest Japanese pension plan was established in 1875 for military servants,36
shortly after the Meiji Restoration (the construction of a modern state) whose ultimate policy
agenda is “increasing national prosperity and military power.” It required no individual
contributions, and was totally financed by general revenue.

In 1884, the scheme was expanded to civil servants who have the right of executing
administrative orders. From the outset, the old-age benefit for military and civil servants had

34 There are several exceptions, however. First, those persons who have become disabled
before age 20, are qualified to receive disability pension benefits from age 20. Second, the
insured persons during maternity leave and/or parental leave are exempted from paying
pension contributions, while they are treated in calculating pension benefits as if they would
have continued to pay contributions during such leave. Third, a non-contributory old-age
pension with an income test was enforced in 1959 as a transitory provision. Fourth,
dependent spouses of regular employees, typically full-time housewives are automatically
entitled to the flat-rate basic benefits, without being required to make any direct individual
contributions. Fifth, students of age 20 or over who are qualified to postpone their payment
of pension contributions until the time after their graduation, are entitled to receive disability
benefits once they become disabled during their student age.
35 Currently the maximum contribution years for the 1st-tier flat-rate basic benefit are 40.
36 Pensions in the world date back to the Roman Empire more than 2,000 years ago. It was
Imperator C. Augustus who first created a well-established pension plan for military
personnel.
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a nature of an extended salary (called “Onkyu (&.#3)” in Japanese), based on the final
salary. Its level was generous.

For employees in the public sector, mutual aid associations (MAA) were gradually set up
starting in 1905. The MAA required individual contributions, and provided final-salary-based
retirement pensions. The similar MAAs for employees in public corporations (National
Railway, Japan Tobacco, and Nippon Telegraph & Telephone) followed from 1920.

Japan experienced widespread industrialization and urbanization around the turn of the
20th century. Traditional extended-families were declining in number. Poverty in urban areas
become a serious social problem in the first half of the 20th century.

Against these backgrounds, some employer (Kanebo) in the private sector started to pay
a lump-sum retirement benefit for his employees in 1905. The similar retirement benefit
plans became popular gradually in large-size private companies, while small- and medium-
size companies could not afford to introduce them.

In the meantime, wars came. Quite often transportation ships were attacked and sunk. In
such cases, compensation was provided to the survivors of members in armed forces, but
not to those of seamen. Few people then wanted to be seamen. To improve this situation,
Government decided to introduce the mandatory Seamen’s Insurance including pensions in
1940. It was a contribution-based scheme.

The establishment of the Seamen’s Insurance led blue-collar ground workers in the
private sector (called “industry warriors” at that time) to also demand the introduction of
pension provisions. In 1942, Government set up a social insurance system for blue-collar
male workers of private companies with 10 or more employees. This was the beginning of
the current KNH (Kosei-Nenkin-Hoken; Employees Pension Insurance). Its set-up was also
to reduce the rate of wartime inflation through mandatory deduction of pension contributions
from wages. The coverage of KNH was expanded to office workers and female workers in
1944.

Immediately after World War Il , the Japanese economy went through a period of
upheaval with hyperinflation. KNH benefits became utterly inadequate since there was no
provision for indexation at the time. In the face of these circumstances, private schools
decided to depart from the coverage of KNH, and established a mandatory MAA for their
employees in 1954. This move was also based on their demand for similar dealing with
employees in national and public schools. This move then led employees of agricultural,
fishery and forestry cooperatives to follow suit, establishing their own MAA in 1959. This set-
up met similar treatments with civil servants in municipal governments, which were
demanded by their employees.

Just after World War I, the German-type status discrimination between civil servants
and public employees was abolished in Japan, and the independent respective pension
schemes for them were soon unified into the MAA for civil servants in central governments in
1956. At the same time, the former pension plan (Onkyu) for civil servants was abolished.

Before 1947, there was no concept of local governments in Japan. After the enactment
of the Local Autonomy Law, local governments individually introduced pension arrangements
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for local government employees, and in 1962 these arrangements were eventually unified in
the MAA for civil servants in local governments.

In the latter half of 1950s, there were moves to provide coverage for “all” in mandatory
health insurance (£7£&F%), which resulted in similar demands for “all” in social security
pensions (£74F4%), as well. At that time, there remained people not covered by KNH nor
MAAs, such as the self-employed, farmers, the unemployed, persons with no occupation,
and employees working in small companies.

In 1961 the National Pension scheme (Kokumin-Nenkin, KN) was finally introduced for
them. KN was one of social “insurance” programs, which incorporated a flat-rate
contribution, and provided a flat-rate pension benefit from age 65 on an individual basis. Its
set-up exceptionally reflected policy-makers’ spirit of romantic adventure, as well,
demanding daily hard implementation works with expensive handling costs.%’

The idea of a social pension which was wholly financed by general revenue, was
rejected by Government (both Ministry of Finance and Ministry of Health and Welfare) in
order to encourage people to prepare for their own retirement during their working age. The
policy makers thought that any social pension was not likely to ensure an adequate level of
benefits under severe financial constraints.

The flat-rate contribution (initially JPY 100 per month per person) was introduced
because it was not easy for the authorities to implement honest reporting of income from the
self-employed nor farmers. For those who were not able to pay their contributions due to
financial reasons, exemptions were permitted. The flat-rate benefit for the period of exemption
was one-third (equal to the government subsidy) of the normal amount, then.

For persons of age 50 or over as at 1961, a non-contributory old-age pension was to be
paid from age 70 with an income test. It was a fransitory and sunset provision. Its monthly
amount was JPY 1,000 which was wholly financed by general revenue.

In summary, Japanese public pension systems were set up by different sectors of the
population, step by step, taking into account each pressing need and feasibility, with
searching for impartial treatments among similar population groups.

5.6 Demographic and Economic Changes

The total number of the population in Japan had been increasing from about 35 million in
1872 to around 128 million in 2010 as Table 5.1 shows. It recorded a peak in 2008, and
since then it has been decreasing. It will be 88 million in 2065, and 60 million in 2100. The
share of the population of age 65 or over was about 7% of the total population in 1970 when
Japanese became conscious of the population aging. Its share has been steadily increasing
up to 27% in 2017 and is anticipated to reach around 38% in 2050. Urbanization was rapid
during the postwar high-speed growth period, while downsizing in the number of households
had taken place in the latter half of the 20th century. Life expectancy has been lengthening,

37 KN required JPY 23.7 billion for collecting its contributions of JPY 1 trillion, while KNH
required JPY 96 million for collecting KNH contributions of JPY 1 trillion in 2015. It was about
250 times the collecting cost of KNH contributions.

3 JPY 1,000 was a very small amount, just equivalent to allowances to their grandchildren.
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and Japanese will survive until age 90 on average sooner or later (see Table 5.2 and Figure
5.5). On the other hand, the total fertility rate had declined sharply from 4.54 in 1947 to 1.26
in 2005. It was around 1.4 recently (see Table 5.2). Figure 5.6 depicts the working status of
Japanese labor force, indicating a massive shift to employees. Instead, the number of
farmers has been decreasing enormously since 1955 (see Figure 5.7).

Table 5.1 Demographic Indicators for Japan

Population No. of persons

Year Total 65+ urban ) er Hh

(million) (%) (%) P

1920 56 5.3 18 4.9
1930 64 4.8 24 5.1
1940 72 4.8 38 5.1
1950 83 4.9 37 5.1
1960 93 57 63 45
1970 104 7.1 72 3.7
1980 117 9.1 76 3.3
1990 124 12.1 77 3.0
2000 127 17.3 79 2.7
2010 128 23.0 91 2.5

Source: Population Census

Table 5.2 Life Expectancy and TFR

Life Expectancy (Year)
Year at birth at age 65 TFR
Male Female Male Female
1947 50.1 54.0 10.2 12.2 4.54
1960 65.3 70.2 11.6 141 2.00
1970 69.3 74.7 12.5 15.3 213
1980 73.4 78.8 14.6 17.7 1.75
1990 75.9 81.9 16.2 20.0 1.54
2000 77.7 84.6 17.5 224 1.36
2010 80.0 86.3 18.7 23.8 1.39

Source: National Institute of Population and Social Security Research (NIPSSR), Demographic Statistics
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Figure 5.5 Life Expectancy at Age 65
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Figure 5.6 Working Status
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Figure 5.7 Number of Farmers’ Hh and Farmers

(10,000)
2500

2000

1500 -

1000

- ’___ﬁ—-__
500

1955 1965 1975 1985 1995 2005 2015

==f== Hh Farmers

Source: Ministry of Agriculture, Census of Agriculture

Figure 5.8 presents the long-term changes in real GDP per capita in Japan. It shows
high-speed growth for 18 years between 1955 and 1973. During that period, the annual rate
of its growth was more than 10% in real terms. Thereafter, the growth rate had been
decreasing, and it recorded negative from 1998 to 2000, from 2008 to 2009, and in 2011 in
real terms. Recently GDP per capita of Japan was around USD 40,000 in nominal terms
(see Figure 5.9).

Figure 5.8 Real GDP per Capita
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Figure 5.9 Nominal GDP per Capita (USD)

&0,000
45,000
30,000

Do al & P = L R S MUY L T T 0 T Rt Lt - R L S B
_1'-..!'% 'LSIE -\':5"":‘ \'CEL} \_f':!"l‘ \C’}‘a '.:.':iq xﬁq '...':‘:m"I -\'-.5{?' lﬂ-ﬁk r._;a'*f' -‘;-__Dﬁ ﬂ:.'Qr‘:"' ":__Elu fj__ﬁ-" 1@1“15\ Ta-,p

Source: System of National Accounts

Figure 5.10 draws changes in CPI. CPI jumped up annually by 23% in 1974, whereas its
annual changes turned negative from 1999 to 2003, and from 2009 to 2012. Japan has been
suffering from deflation since 1999 (see Figure 5.11). Negative changes in nominal wages
were also observed from 1998 (see Figure 5.12). Annual increases in nominal wages were
once more than 10% for 15 years from 1962, however. Most dramatic were ups and downs
of stocks and shares prices. As is shown in Figure 5.13, they went up to JPY 38,916 on 29
December 1989, but fell down sharply under the bubble burst to JPY 7,608 on 28 April 2003,
and further to JPY 7,163 just after the financial crisis on 27 October 2008.

Figure 510 CPI
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Figure 5.11 Changes in CPI (Yearly Average)
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Figure 5.12 Nominal Changes in Monthly Cash Earnings
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Figure 5.13 Changes in Stock Prices:
Nikkei Stock Average 1949-2015 (JPY)
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The nominal rate of interest from time deposits used to be long regulated at around 5.5%
per year. But, just after its 1994 de-regulation, it went down rapidly to near 0% (see Table
5.3).

Table 5.3 Nominal Rate of Interest per Year

Year l?;f )e Year IT;)t)e
1950 2.90 1995 1.96
1960 4.50 2000 0.15
1970 5.00 2005 0.03
1980 7.00 2010 0.03
1990 4.90 2015 0.035

Note: 1-year time deposits for postal savings

Source: Bank of Japan, Time Series Data

5.7 Major Changes in KNH/KN

The 1948 KNH Reform

Just after World WarIl, a hyperinflation occurred in Japan. Namely, the CPI increased
100 times between October 1945 and April 1949. The hyperinflation turned the KNH funded
reserve into heaps of worthless paper, and the earned pension entitlements of employees
became a nil, since they were a contract in nominal terms.

Almost all Japanese were forced to manage to survive near a starvation level.
Government reduced the KNH contribution rate from 11% to 3% in 1948.

The 1954 KNH Restructuring

Meanwhile, employers strongly asked to change KNH into a flat-rate benefit/ contribution
system with no earnings-related part, to control their contributions as small as possible.
Some academicians also advised to do the same thing to achieve a different objective of
ensuring a minimum income, following the 1942 Beverage Report in the UK. But,
government officials stuck to the ongoing earnings-related pension.

A compromise came in 1954 when the first old-age benefit of KNH was to be paid to
retired coal miners who had specially-qualified shorter minimum covered years. The solution
was two-tier benefits (the 1st-tier flat-rate portion and the 2nd-tier earnings-related one) and
an earnings-related contribution. The amount of 1st-tier benefits was set to equal the amount
of 2nd-tier ones for average male wage-earners. The perception for equality was thus
embedded partly in KNH.

Government planned to increase the contribution rate and the upper limit of the
contribution base, but employers were fiercely against this plan. The conclusion was that the

66



contribution rate was to remain unchanged at 3% for the next 5 years, and that the actuarial
review at least every 5 years was legislated to change the contribution rate (together with the
range of the contribution base® to adapt to changing demographic and economic
circumstances.

Based on an increasing life expectancy, the normal pensionable age (NPA) for male
employees was to increase from 55 to 60 step by step by 1973. But the NPA for females
remained unchanged at 55. At that time, a majority of them retired upon their marriage,
receiving the lump-sum withdrawal refund from KNH with their pension record of previous
years entirely deleted.

The amount of KNH earnings-related benefits was proportional to the average of the
lifetime annual wages. Through hyperinflation, some parts of past wages became a nil in real
terms. Government then decided to newly set the KNH lower limit of monthly wages to JPY
3,000, and to regard the past wages less than this lower limit as being equal to JPY 3,000 in
calculating benefits.

This caused a funding shortage, which induced transfers from general revenue to
increase from 10% to 15% of the aggregate amount of KNH benefits. Note that transfers
from general revenue were initially introduced as a pledge of government commitments to
public pensions for the private-sector employees.

The High-speed Growth Period

In 1962, KNH began to pay old-age benefits to retired workers with 20 years coverage
(the normal minimum requirement). Their level was about one third of old-age benefits for
retired civil servants, and was not charming at all. This fact might induce further dropouts of
some employee groups from KNH, establishing another MAA.

In order to prevent such a move, Government planned to substantially increase the level
of KNH old-age benefits. A solution was to introduce “Monthly Pension Benefits of JPY
10,000 (1 77 F4E4)” in 1965. The amount of JPY 10,000 indicated a replacement rate of
40% for average male wage-earners (lifetime average monthly wage: JPY 25,000) with 20
years coverage. The accrual rate for the earnings-related portion was lifted from 0.6% to
1.0%, and the unit price of the flat-rate portion was set to equal JPY 250.

At the same time, the KNH contribution rate was increased to 5.5% in 1965. The
government proposal was a rise to 6.0%, but politicians finally cut part of its rise, and instead
they decided to increase transfers from general revenue from 15% to 20%.

Government explained that the contribution rate would be around 9% in 40 years,
assuming its finance on a (modified) funded basis. Mr. Kiyoshi Murakami (+ i%), a pension
expert of deep insight outside government, pointed out, however, that it would be 36%,
assuming that its finance would be surely on a PAYG basis in the future. Mr. Murakami was
the first to acutely explain that KNH has been basically financed on a PAYG basis since the

39 Currently the upper limit of the contribution base is set to equal two times the average
amount of monthly earnings of all insured employees covered by KNH.
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1954 reform. Government officials hardly discarded their old thinking, and it took about 10
years for them to finally accept Mr. Murakami’s opinion.

In 1966 the level of KN old-age benefits was significantly graded up to ensure the same
monthly amount of JPY 10,000 for a self-employed couple with minimum 25 years of
coverage. Namely, the unit price for the flat-rate benefit was increased to JPY 200. A strong
political desire dominated this reform for attaining equality between employee households
and self-employed ones, at the sacrifice of KN healthy financing in the future.

In the early 1970s, there were loud and intense voices for a further drastic increase in
PP benefits for the elderly under long lasting high-speed economic growth. Retired persons
were left behind, enjoying few dividends from economic growth. They were accordingly
regarded as pitiful.

In 1972, labor unions pressed ahead with a strike on pensions as a single issue for the
first time, while several agitators from the academic circle urged the general public a
decumulation of funded pension reserves at a stroke, to immediately deliver generous
benefits to retired persons.

Against a backdrop of these situations, pension policy-makers called 1973 as “The Year
of Pensions” and implemented “Monthly Pension Benefits of JPY 50,000 (5 75 14E4).” They
introduced a new idea of a 60% replacement rate in setting KNH old-age benefits for the
average male wage earners with 27 years*® of coverage, by increasing the unit price of the
flat-rate portion to JPY 1,000 together with legislating the update of past wages every five
years at least in calculating the amount of benefits for each person.

The automatic benefit-indexation to CPI on an annual basis was also enforced.
Regarding KN old-age benefits, it was remarkably increased in 1973 in a similar way
with KNH benefits; monthly benefits of JPY 50,000 (for couples with 25 years*! of coverage)
came true. At the same time, the monthly amount of the non-contributory old-age pension

(for those of age 70 or over, with an income-test) was lifted to JPY 5,000.

A rosy picture for the future became extreme, dominating all over Japan. Despite this
roaring and crazy situation, Mr. Murakami, a man of cool head with foresight, exceptionally
warned just before discussions on the pension reform bill in the Diet in early 1973, that the
typical KNH replacement rate would reach around 80% in the future due
to lengthening covered years up to 40, thereby proposing a new upper
limit to the replacement rate. His warning was completely ignored at that
time.

His message turned to be correct, however, and it was more than 10
years after that policy makers followed his advice, starting to reduce the

level of KNH old-age benefits. The Late Mr. Kiyoshi Murakami

40 The newly qualified old-age male pensioners of KNH in 1973 had 27 years of coverage
on average.
41 25 years were the minimum covered years for receiving the KN old-age benefit.
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Reforms with Pains and Tears

In October 1973, just after the proclamation of the pension reform act, the first oil crisis
suddenly took place. The onset of slower economic growth along with a rapid population
aging forced the future picture of Japan to get darker and darker. The colorful dreams that
Japanese youth had placed in their economy were rapidly destroyed. The period of
diminished expectations started. Policy makers began to take a different turn to reduce
pension benefits. Their reform proposals became quite unpopular.

In 1976, Government gave up the existing idea of ensuring the same amount of pension
benefits to the self-employed as the one to employees in the private sector. The normal KN
old-age benefit for a couple was increased to JPY 75,000 per month, while the typical KNH
benefit was lifted to about JPY 90,000.

In 1980, Ministry of Health and Welfare proposed an increase in the KNH normal
pensionable age (NPA) for males from 60 to 65 in 20 years. It faced strong oppositions from
both employers and trade unions, and from Ministry of Labour, as well. Government was
forced not to include this proposal in the 1980 reform bill.

In 1983, current account of the KN turned into a deficit. As noted before, KN started with
a very small contribution, which was politically difficult to increase thereafter. The KN benefit,
on the other hand, became more and more generous. An enormous shift of the population
from farmers to salaried-men during the rapid growth period obliged some cost-sharing
scheme between KN and KNH/MAAs to be necessary. There was little room for MOF to
increase transfers from general revenue to KN.

Under a superb and outstanding leadership by Mr. Shin-ichiro
Yamaguchi (1L 1 #r—£l), Director-General of the pension bureau
of MHW, new legislation was enacted in 1985, introducing
substantial changes in Japan’s entire PP system.

The present system is based on this reform, which became

effective in 1986. Under the new system, all sectors of the The Late Mr. Shimichiro Yamaguchi
population receive a “common” KN flat-rate basic benefit. KNH

and MAAs for employees provide a supplement on the top of the basic benefit, related to
earnings.

The 1st-tier flat-rate basic benefit of all the pension systems (entitled after fiscal 1961)
has been financially integrated.*? Its aggregate annual cost is shared by all on a fully PAYG
basis. This cost sharing by pension contributions is in proportion to the number of current
insured persons of respective systems. Through this scheme, income is transferred from

present employees to self-employed persons and farmers in the past.

42 The basic idea was that each amount of contributions made so far by insured persons of
KNH and MAAs was more than the amount of contributions made by those of KN, and that
the former amount of contributions could be regarded to partly include the latter amount.
Namely KN was regarded as if it would have been also applied to participants of KNH and all
MAAs since 1961. The flat-rate benefit of KN was renamed as the “common” basic benefit
for all pension systems, then. Principle C stated above in Section 5.4 of this chapter
underlay that integration.
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Incidentally, a majority of children and grandchildren of past farmers are employees
today. Those children wanted their contributions to first finance old-age benefits of their own
parents and grandparents. Their sincere desire of this line justified the cost sharing scheme
above mentioned.

The 1985 reform has changed some requirements of KN; the full old-age pension of JPY
50,000 per month per person became payable after 40 years of contributions, provided all
the contributions were made before age 60. Special transitional provisions were introduced
for those born after 1926 with at least 25 years of coverage. Namely, the unit price for the
basic benefit was set to vary from JPY 1,250 to JPY 2,000 depending on different dates of
birth. These people were able to receive the maximum pension even with fewer contribution
years, provided they had been contributing without breaks since 1961.

After the 1985 reform, if a husband contributed to KNH/MAAs, his dependent wife also
became automatically entitled in her own name to the flat-rate basic benefit, and she was not
required to make any individual payments to the PP system. With this arrangement, the
women’s right for pensions has been comprehensively established.

Through the 1985 legislation, the accrual rate for the earnings-related component of
KNH old-age benefits was to be reduced gradually from 1.0% per year to 0.75% cohort by
cohort. The reductions corresponded to the longer average contribution years of the younger
cohorts.

On average, each cohort was expected to receive 30% of his career average monthly
real earnings as the earnings-related component. Consequently, the typical KNH old-age
benefit for a male employee (with average monthly salary of JPY 254,000) and his
dependent wife was JPY 176,000 per month, indicating a 69% replacement rate.

The NPA for KNH female employees was increased from 55 to 60 gradually by 2000,
while the lump-sum withdrawal refund was abolished. In addition, the KNH coverage was
expanded to companies with 5 or more employees, and the pensions-part of the Seamen’s
Insurance was absorbed in KNH.

In total, the expected KNH aggregate benefits were to be virtually reduced by 25% in the
future through the 1985 reform.

Transfers from general revenue were changed to concentratedly finance one third of the
aggregate amount of the common basic benefit. There were no subsidy for the earnings-
related component, any longer.

Since 1980, the biggest political issue on pensions had been when to start benefit
payments for employees. Government proposed to increase the NPA once again in 1989,
but, the proposal was turned down by the Diet.

In summer 1993, the political scene changed dramatically. The Liberal Democratic Party,
which had been ruling Japan ever since the end of the World War I, fell from power. It was
replaced by a coalition of opposition parties (excluding the Japanese Communist Party). It
was this coalition that prepared the 1994 legislation. The approved legislation guaranteed
that earnings-related benefits for retired employees between 60 and 64 would be paid
without any reduction. The basic benefits for this age group were to be phased out by stages
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(from 2001 to 2013 for men, and from 2006 to 2018 for women). Eventually nobody under 65
would receive full basic benefits.

Up to October 1994, benefits were adjusted in line with the hikes in gross wages every 5
years, but from November 1994, the benefit indexation in net wages started.

Meanwhile the future picture got much darker. Owing to negative growth of the Japanese
economy recorded in 1998, Government was forced to temporarily freeze increases in the
KNH contribution rate from 1999. The purpose of the 2000 legislation was to control the KNH
future contribution rate to be no more than 20% by reducing aggregate pension benefits by
20% by 2025.

Following 3 measures were adopted to attain this purpose. First, the earnings-related
benefits were to be reduced by 5%; more specifically, the former annual accrual rate of
0.75% was to be decreased to 0.7125% from 2000. Second, both flat-rate basic benefits and
earnings-related benefits once paid were to be CPI-indexed after age 65 from 2000. Third,
the NPA for earnings-related old-age benefits was to be increased step by step from age 60
to 65 for men from 2013 to 2025, and for women from 2018 to 2030.

Since 1995, contributions have been deducted from bonuses. The initial rate was 1% of
the bonuses, but these contributions were not used for benefit calculation purposes. The
benefit/contribution base has been shifted from monthly standard earnings to annual
earnings including semi-annual bonuses since 2003. The shift induced no changes in
aggregate income from contributions in the starting year; the existing contribution rate of
17.35% over monthly standard earnings for the KNH was changed to 13.58% over annual
earnings from 2003. At the same time, the new accrual rate of 0.5481% was applied. The
special 1.0% contributions from semi-annual bonuses were abolished then and instead, the
same 13.58% was levied on semi-annual bonuses.

In 1999 CPI recorded a negative change of -0.3%. This was the start of persistent
deflation in Japan. The ruling parties were reluctant to cut the amount of PP benefits by
applying the automatic indexation, and decided to temporarily freeze the nominal amount of
benefits from 2000. A cut in the nominal amount of PP benefits eventually got underway from
2003.

In 2001, current account of the KNH fell into a deficit. Financial stresses were becoming
ultra-severe.

In order to make another overhaul of the PP system, Government submitted its reform
bill, which was enacted in 2004. The gist of the 2004 reform is as follows. First, the KNH
contribution rate was to be raised every year from 2004 by 0.354 percentage points until
2017, after which it will remain fixed at 18.3%. The similar increases in KN monthly
contributions were enforced until they plateau at JPY 16,900 in 2017 (at 2004 prices). Then
the PP system virtually move to a PAYG “DC” plan after 2017.

Second, a new indexation formula that takes demographic factors (the decline in the
number of insured persons and the increase in life expectancy) into account was introduced
as an automatic balance mechanism. It was expected to bring a negative adjustment of
about 0.9 % every year in real terms to pension benefits, thereafter.
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Third, the subsidy from the national treasury for the basic pension was to be raised in
stages from one third to one half by 2009. Increases in this subsidy were to be financed by
the earmarked consumption tax.*3

The new indexation was expected to work as a trump card for ensuring the long-term
financial sustainability of the PP system. It was designed in its legislation not to apply during
deflation, however. Policy makers at that time assumed deflation as a temporary
phenomenon, soon returning to inflation. The outcome was contrary to their assumption. The
persistent deflation did not end before 2014, and the automatic balance mechanism had not
been activated until then.

In the meantime many pension experts claimed that the new indexation formula should
follow irrespective of inflation or deflation, while politicians were reluctant to change the
existing rule. A compromise came in 2016; the legislated indexation be suspended during
deflation, while unrealized parts of indexation during deflation be carried over for activation
to times of inflation from 2018. Also, benefits are to be indexed, for the time being, to the
lower value of changes in CPI or those in wages from 2021.

5.8 Major Changes in MAAs

MAA for National Railway (Japan Railway) Employees

In the rapid growth period, motor ways were intensely constructed throughout the
country, and thereby main land transport-means shifted from railways to automobiles/lorries
at warp speed (see Figure 5.14). National Railway (NR) Company came to have many
redundancies, facing serious and persistent deficit operations. It was finally privatized into
several Japan Railway (JR) companies in 1987.

Figure 5.14 Development of Motorization:
Domestic Passengers Traffic (%)
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Source: Ministry of Transport, Annual Statistical Report

Note: in terms of man-kilometers

43 The outline of the current PP system in Japan is given by Takayama (2005).
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Meanwhile the number of NR/JR employees sharply decreased from 610,000 in 1947 to
196,000 in 1990. Current account of MAA for NR employees turned into a deficit in 1976.
Painstaking reform measures had been introduced one after another since then.

In 1980, the NPA for them was to increase from 55 to 60 by stages. The contribution rate
was rapidly lifted multiple times from 10.24% in 1980 up to 19.09% in 1991.

From 1985, automatic indexation of benefits for this group was exceptionally suspended
for the following 5 years. At the same time civil servants in Central Government were forced
to accept a special add-on contribution of 1.06% to provide a support to retired persons of
NR/JR.

From 1990, cost-sharing among all MAAs and KNH temporarily started which covered
KNH-equivalent old-age benefits entitled since 1961.

Final solutions came in 1997 when MAA for JR employees was absorbed in the KNH
scheme together with MAAs for JT and NTT employees.** Incidentally a majority of children
and grandchildren of NR retirees were then the participants in KNH. It took about 20 years
for MAA of NR/JR employees to completely overcome its financial difficulties.

MAAs for Civil Servants

The mergers above mentioned were all triggered by the financial deterioration of each
MAA due to changes in the industrial structure. Meanwhile, MAAs for civil servants were
keeping their finance healthy. Nevertheless, they were forced to repeatedly reform their
basic designs to neutralize acute jealousy from the general public.

The level of old-age benefits for civil servants used to be very generous; they were
based on their final salary and their maximum replacement rate was 70% from the outset. In
addition, their employment status has been most stable in Japan, with no risk of
unemployment. These were main causes for jealousy. Jealousy against civil servants
became intensified in the era of diminished expectations.

In 1980, the NPA for all MAAs was to increase from 55 to 60 step by step, irrespective of
men or women. In 1982, due to financial difficulties in National Budget, Government
suspended to activate nominal increases in annual salaries of civil servants. This decision
was done in spite of recommendations made by National Personnel Authority which
indicated a 4.58% lift-up, equivalent to the average increase in annual salaries of employees
in the private sector.

In 1986, an overhaul of all MAAs was carried out just in line with the KNH drastic reform.
First, all participants in MAAs became to receive a common KN flat-rate basic benefit. MAAs
shifted to provide the 2nd-tier earnings-related component.

Second, all MAAs abandoned the final salary base and instead introduced a base of
career average lifetime real earnings, which is the same as that for KNH. Each amount of
old-age benefits paid to existing retirees from the public sector was newly re-calculated, and
if the re-calculated amount was less than the amount calculated by the former formula, then

44 MAA for employees of agricultural, fishery and forestry cooperatives was also absorbed in
KNH in 2002.
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no benefit indexation was to be applied as long as the situation remained unchanged.
Consequently, some civil-servant retirees faced a real reduction of annual old-age benefits
by 40% (from JPY 5.0 million to JPY 3.0 million, for example) in the long run, which they
were forced to accept. Moreover, the accrual rate was to be reduced from 1.0% to 0.75% in
20 years ahead, as was seen also in KNH.

Third, MAAs (except MAA for NR employees) solely set up the 3rd-tier PP benefit which
was equivalent ultimately to 20% of the 2nd-tier one. This part was called an occupational
addition. The main reason for this increment was a smooth transition from the existing
generous scheme. The accrual rate for 3rd-tier old-age benefits was to decline from 0.5% to
0.15% in 20 years. Another reason of the occupational addition for civil servants was to
compensate economic losses attributable to the constraints imposed upon them; they are
not allowed to commit strikes, and to trade stocks and shares, either. The 3rd-tier portion for
civil servants induced long-lasting jealousy discussions, however.

The NPA of MAAs was to increase gradually to 65 from 2001 in the same timing of
execution as that of KNH for men.

In 2004, KNH enforced another overhaul, searching for its long-term financial
sustainability. MAAs for civil servants followed suit, introducing essentially the same reform
contents.

In 2007 Government submitted a reform bill to the Diet to unify all the schemes for
employees by extending the KNH coverage to civil servants. However, shortly afterwards the
ruling parties lost majority in the Upper House, and eventually the bill was nullified.

In 2009 the ruling parties were replaced by the Democratic Party of Japan, which
prepared the 2012 legislation. Its content was quite the same as that of the 2007 reform bill
except its enforcement dates. Through the 2012 legislation, MAAs for civil servants was to
be abolished in 2015, and they have become participants in KNH since then. The ultimate
goal to have equal pension-treatments between civil servants and private-sector employees
was achieved at last.

In the meantime, the unprecedented Great East Japan Earthquake and Tsunami
suddenly broke out on 11 March 2011. Then the prime minister of Japan proposed to cut the
amount of annual salaries of civil servants by 10% for partly financing required
reconstruction expenses at the devastated area.*® The conclusion was a cut of 7.8% for 2
years from 2012.

From 2013, the annual amount of sunset benefits of “Onkyu (Z%5)” paid to surviving retired
public officials was reduced at once by 27% in nominal terms. Those pensioners whose
annual benefits partly included “Onkyu (%45)” who were receiving a total of old-age benefits
more than JPY 2.3 million, were forced to receive a reduced amount by a maximum 10%.

In 2015 the 3rd-tier PP benefit for civil servants was abolished. Alternatively in the same
year, a new funded DC plan with a contribution rate of 1.5% was established as their non-
public occupational pension.

45 This proposal was made by following the famous Chinese words “Take an initiative to do
things as what you said” (JEHERRAE (BRIER) ).
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5.9 Current Financial Situations

Table 5.4 demonstrates the long-term changes in the number of insured persons for
respective pension schemes. Its number for KNH has been increasing, while the number for

MAAs of civil servants started to gradually decrease in 1990s.

1965

1975

1985

1995

2005

2015

Notes: MAA—(1) public corporations, (2) agricultural cooperatives, (3) central government, (4) local governments, and (5)

Source: Actuarial Subcommittee, MHLW (2017), Annual Actuarial Report on the Public Pension Plans in Japan: FY2015

Table 5.4 Number of Insured Persons (10,000)

1,867
2,389
2,723
3,281
3,302

3,684

80

62

47

45

49

51

116 300 27
116 330 35
113 334 40
108 307 45

(106)  (283) (53)

private schools. Shaded parts of KN denote figures under the new regime.

2,002
2,588
2,534
6,995
6,988

6,535

The number of old-age pension beneficiaries from all programs has been rapidly

increasing, as is shown in Table 5.5. Consequently, the support ratio of pensions for all

systems has been steadily decreasing (see Table 5.6).
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Table 5.5 Number of Old-age Pension Beneficiaries (10,000)

1965

1975 107 21 4 20 37 0.6 273
1985 334 44 9 39 83 2 685
1995 659 46 13 S 127 5 1,687
2005 1,152 — — 63 158 9 2,430
2015 1,568 — — 69 205 13 3,096

Notes: the same as Table 5.4.
Source: ibid.

Table 5.6 Support Ratio

1965 4 : 116.7

1975 22.3 3.8 11.3 5.8 8.1 45.0 9.5
1985 8.2 1.4 5.4 3.0 4.0 17.5 3.7
1995 5.0 1.0 3.9 20 2.6 8.0 4.1
2005 29 — — 1.7 1.9 5.0 29
2015 24 — — 1.5 1.4 4.0 2.1

Notes: the same as Table 5.4.

support ratio = (the number of insured persons)/(the number of old-age pension beneficiaries)
Source: ibid.

The contribution rates had been lifted up by stages (see Table 5.7). In December 2017,
the rate of KNH contribution (combined for employees and their employers) was 18.3%, and
has already been fixed forever at the current level. The KN contribution was JPY 16,490 per
person per month.*® It has been also fixed forever in real terms.

The transfer from general revenue amounted to JPY 11.78 trillion in 2017, which
accounted for 12.1% of the national budget.

The aggregate amount of PP benefits was JPY 54.9 trillion in 2015, around 14.1% of
GDP in Japan.

46 JPY 16,490 was equivalent to JPY 16,900 at 2004 prices.
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Table 5.7 Contribution Rate (%)

1956 7.16

1966 5.5 7.92 9.6 7.04 6.72 7.4
1976 9.1 8.92 9.8 7.44 7.52 8.0
1986 12.4 16.99 10.9 11.4 11.04 10.2
1996 17.35 20.09 18.54 18.39 16.56 12.8

14.642 15.69 15.412 14.767 14.092 11.168

| 2015 17828 — _ 17.278 17278  14.354

Notes: the same as Table 5.4, except MAA (1) — National (Japan) Railway. The contribution base has been
changed to include bonuses as well since FY 2003.
Source: ibid.

Table 5.8 Income Statement

(1) KNH (JPY trillion)

2012 33.32 (24.15) 36.81 A3.49
2013 35.78 (25.05) 37.63 A1.86
2014 40.49 (26.32) 38.71 1.78

(2) KN (JPY trillion)

2012 3.86 (1.61) 4.31 A0.45

2013 3.92 (1.62) 4.10 A0.18

2014 3.84 (1.63) 3.74 0.10
Source: ibid.

Recently, income statement of both KNH and KN was in a deficit (see Table 5.8).4” The
total amount of PP funded reserves in 2015 was around JPY 200 trillion (see Table 5.9),
which was equivalent to about 38% of GDP in Japan.

47 KNH and KN enjoyed windfall gains from investment out of the funded reserves in 2014.
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Table 5.9 Funded Reserves (as at the end of March 2015)

KNH 136.7 4.1
KN 9.3 5.0
MAA (1) 7.8 5.1
MAA (2) 42.5 9.4
MAA (3) 4.2 8.9

Notes: MAA (1) — Central government, (2) local government, and (3) private schools.
Reserve Ratio denotes the amount of funded reserves over the aggregated
annual amount of benefits.

Source: ibid.

5.10 Challenges Ahead

Unexpected Increases in the Replacement Rate

Japan has been suffering from deflation for nearly 2 decades. During deflation, the
automatic balance mechanism was suspended to work. Instead, the benefit indexation to
CPI has been in operation. Moreover, the level of take-home pay for actively working
employees decreased more than the decrease in CPI in nominal terms during this period.

Consequently, the replacement rate for the KNH “model” male employee with his full-
time housewife was increased from 59% in 2004 to 64% in 2014, as is depicted in Figure
5.15. This outcome is against the spirit of the 2004 reform.

The 2016 legislation on redesigned indexation rules is expected to slowly improve these
situations.
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Figure 5.15 Replacement Rate
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Source: MHLW, The 2014 Actuarial Report on Public Pensions

30% Cut of Basic Benefits?

The 2014 Actuarial Report on Public Pensions checked whether or not PP will maintain
their adequacy for the next 100 years, and found that higher labor force participation rates
for females and elderly males in the future would be a decisive factor for keeping their
adequacy.

A healthy financing does not always promise an adequate level of pension benefits,
however. The replacement rate of 50% is the minimum in the future which is guaranteed by
law for the “model” employee couple who receive combined benefits of the basic pension
(the first-tier) and the earnings-related portion (the second-tier). But, no minimum guarantee
has yet been provided for the level of basic benefits solely.

According to the 2074 Actuarial Report, the monthly amount of combined benefits for the
“‘model” employee couple will reduce by 22% in thirty years from JPY 218,000 in 2014 to
JPY 177,000 in 2043 in terms of the 2014 wages, whereas the monthly amount of basic
benefits per person will reduce more drastically from JPY 64,000 in 2014 to JPY 45,000 in
2043, a 30% reduction in thirty years, as is demonstrated in Figure 5.16.
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Figure 5.16 Level of Monthly Pension Benefits

(JPY 10,000)
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B Basic benefits (couple)
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Note: The amounts are in terms of the 2014 wages
Source: The author’s own calculation

A long-term healthy financing of social security pensions is one of the most important
factors for the sustainable system. The automatic balance mechanism introduced in 2004
was expected to be effective for PP to attain their financial sustainability. The 2014 Actuarial
Report shows that it will be “too powerful” to do so, forcing an unexpected drastic reduction
in the level of basic benefits.

This will cause another difficulty in maintaining an adequate amount of pension benefits
for self-employed persons or atypical workers who are qualified to receive basic pensions
only in their old age as earned entitlements based on their contributions. An additional
minimum guarantee for the level of basic benefits might be required to avoid adverse side-
effects of the Japan’s automatic balance mechanism.

There are mainly following 3 policy options under consideration.

A: Extending maximum covered years from 40 to 45

B: Increasing the NPA to 67/68 or shifting to automatic indexation to longevity

C: Inclusion of atypical employees in KNH who work less than 30 hours per week
Candid discussions on these options will continue in the future, as well.

PP benefits for the aged parents are financed mainly by contributions of their children
and grand-children. The retired parents are expected to maintain their dignity, while actively
working children should be rewarded for their labors. The PP system should prescribe the
rules for satisfying these two needs. Neat income-sharing between them still remains a
challenge in Japan.
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5.11 Lessons from Japanese Experiences

First, the future is hardly predictable. Around 1970, few Japanese were able to predict
that within the next 50 years Japan would have an annual increase of CPI more than 20%,
negative changes of wages in nominal terms, a sharp price-downfall of stocks/shares to one
fifth from the peak, long-lasting 0% rate of interest, a decrease of the total fertility rate down
to less than 1.3, or the declining population. Japanese poor ability to predict the future
remained little unchanged for the past 50 years. Thus, few Japanese can accurately predict
what will take place in Japan within the next 50 years from now on. Policy makers are
steadily required to flexibly adapt pension systems to changing and unpredictable world.
This is a never-ending task for them.

Second, challenges sooner or later make a person well qualified to solve them. Mr.
Kiyoshi Murakami and Mr. Shin-ichiro Yamaguchi were typical examples.*® Japanese are
quite happy and should be proud to have such outstanding and selfless men of deep insight,
working out pension reform plans with foresight. Be wise enough to distinguish such
exceptional figures from not a few pretentious experts with no discerning eyes who often talk
loudly for the sake of some specific group.

Third, policy makers are not almighty. They sometimes make mistakes. Such mistakes
mainly come from their too strong obsessiveness with past commitments, too much political
considerations, and arrogant policy formation with fast and loose enthusiasm. Once things turn
out to be wrong, it is advisable not to hesitate to correct them.

Fourth, critical but insightful comments by pension researchers on the ongoing policy are
often neglected or even induce groundless blames and/or evil-speaking. But if those
comments are to the point, sooner or later they get accepted and are adopted in the policy
making. Intensive scientific researches on pensions in academic circles are thus important.

Fifth, the full coverage of public pensions cannot be attained by contributions only.
Rather, a subsidy from central and/or local governments is promising to encourage the
remaining people to participate in the public pension programs. Incidentally, Japan
introduced this subsidy as a pledge of government commitments to mandatory public
pensions in order to finance a part of their benefits. The subsidy can be also justified to
finance an income-tested non-contributory pension for aged persons who had no years or
too short years to make pension contributions at the time of setup. The subsidy will be better
fund-raised by an earmarked value-added-tax (or consumption-based tax), since it can be
regarded as a second “contribution” to pensions made throughout one’s life.4 %0

48 Takayama (2009) briefly summarizes the remarkable work achieved by Mr. Kiyoshi
Murakami. Prime Minister Yasuhiro Nakasone exceptionally attended the memorial service
of the late Mr. Shin-ichiro Yamaguchi on 9 July 1984, deploring his loss with stating in the
most respectful form that he was a mirror of all public officials.

49 In France, Contribution Sociale Généralisée (CSG) has been used to partly finance public
pension benefits since 1991. It is an income-based VAT.

50 |f children and their parents participate in different pension programs both of which are
fundamentally financed on a PAYG basis, social pooling of contributions (partial cost-sharing)
among them can be justified, since children want to let their parents to first receive their pension
contributions.
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My final words are: think deeply and behave cautiously with warm heart but cool head
(ffz, wHae, miz, \fEe. gtz (Glid- 1) ).
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Chapter 6

Funded Pensions: The Japanese Experience and Its Lessons

Takayama, N. Prof. Dr.
Professor Emeritus at Hitotsubashi University
President at RIPPA, Japan

6.1 Introduction

This chapter was first presented at the IPLE seminar held at CASS, Beijing, on 13
September 2016, using PPT slides only. It is organized by the following sections. Section 6.2
gives several guiding indices of Japan. Section 6.3 points out some characteristics of Japan.
Section 6.4 overviews retirement benefits in Japan. Section 6.5 and Section 6.6 describe the
start-up phase of the Kosei-Nenkin-Hoken (KNH), and its shift from a funded scheme to a
PAYG one. Section 6.7 lists up non-mandatory occupational and individual pensions in
Japan. Section 6.8 explains a lump-sum retirement benefit, which has been the major non-
mandatory pension provision in Japan. Section 6.9 discusses a unique contracted-out plan
of Japan, the employee pension fund (EPF). Section 6.10 outlines tax-qualified pension
plans (TQPP). Section 6.11 maps out new defined benefit plans introduced in 2002. Section
6.12 illustrates the national pension fund (NPF). Finally, Section 6.13 explicates defined
contribution plans in Japan.

6.2 Japan at a Glance

e Population (in 2015) 126.9 million

e Population 65+ 33.4 million (26.3%)
e TFR (in 2015) 1.46

e GDP per capita (in 2014) USD 38,644

e SS Pension Benefits (in 2014)  10.9% of GDP

e No. of SS Pension Enrollees 65.8 million (53%)
e No. of SS Pension Beneficiaries 39.9 million (31%)
e The Normal Pensionable Age 65

6.3 Japan: Some Characteristics
Pensions reflect the history, culture and philosophies of people living in respective
countries.
-The Yamato Japanese ethnic group comprises 98.5% of the total population, which
makes people there quite homogeneous.
-Japan is largely mountainous and forested, with only 11.6% of its area arable land. The
population density is virtually quite high.
Natural disasters (earthquakes, typhoons, tsunamis, flooding, and volcanic eruptions)
often hit Japan even today.
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-Japanese have island-nation mentality and their way of thinking dates back from the one
formed in an old rice-producing society.

-Japanese are ordinarily good at making materials lighter and more compact. They
specially stick to comfort, convenience and details, searching for continuous
improvement.

-Japanese people take it for granted that political power, wealth and authority should be
held separately by different persons, and that any person should not monopolize all the
three (or two).

*As far as pension policy-making in Japan is concerned, the most important person is
Director-General of the pension bureau of the Ministry of Health, Labour and Welfare.

6.4 Retirement Benefits in Japan: An Overview

Figure 6.1 Retirement Benefits in Japan (as at September 2016)
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Figure 6.2 Retirement Benefits in Japan (as at March 2011)
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6.5 The KNH: Its Start-up Phase

-Kosei Nenkin Hoken (KNH) has been the principal SS pension program for private
sector employees (and for civil servants since October 2015). It was established during
wartime days in 1942.

- Its initial design was based on a funded DB scheme that would build up reserves by not
paying benefits in the early years.

One of the main reasons for its set-up was to reduce the purchasing power of the
Japanese people during World War 1l through mandatory reduction of contributions
from their salary, thereby helping reduce the rate of inflation. The funded reserve was
converted to partly finance the war expenses.

- The contribution rate (for employees and their employers combined) was initially set at
6.4% in 1942 and was hiked to 11% in 1944.

-Just after World War 1I, a hyperinflation occurred in Japan. Namely, the CPI increased
100 times between October 1945 and April 1949.

- The hyperinflation turned the KNH funded reserve into heaps of worthless paper, and
the earned pension entitlements of employees became a nil, since they are a contract in
nominal terms.

-Almost all Japanese were forced to manage to survive near a starvation level. The
government reduced the KNH contribution rate to 3% in 1948.

- The KNH was rebuilt in 1954. In order to encourage employees to contribute, the
government promised to pay a socially adequate level of pension benefits, regardless of
the amount of contributions they have made. Thus, the KNH gradually shifted from a
funded scheme to a pay-as-you-go one.

-Lesson 1: The funded pension program is very fragile under inflation (hyperinflation).
Inflation does serious damages to the earned entitlements of funded pensions.
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6.6 The KNH: No Return to a Funded Scheme
- There have been some proponents, though quite minor in number, who advocate a
switch of the KNH from a pay-as-you-go scheme to a funded one.
-Its switch turns to be politically difficult, since it inevitably incurs a “double-burden”
problem.
- The only thing Japan can do in the future will be that the generous KNH benefits be

reduced gradually, while participation in funded pensions on a private basis has to be
more encouraged, instead.

6.7 Non-mandatory Occupational and Individual Pensions
e Lump-sum Retirement Benefit (DB): financed through a book-reserve system
e Employee Pension Fund (EPF, DB)
e Tax Qualified Pension Plan (TQPP, DB)
e National Pension Fund (NPF, DB)
e New Defined Benefit Plan (DB)
e Defined Contribution Plan (DC)

Table 6.1 Latest Amounts of Funded Reserves

(JPY as at the end of March 2015)

EPF 28 trillion
New DB 58 frillion
DC 10 ftrillion
NPF 4 trillion
Sub Total 100 trillion
SS Pensions 200 ftrillion
Total 300 trillion

6.8 Lump-sum Retirement Benefit

The major non-mandatory pension provision in Japan has been a lump-sum retirement
benefit. In 2013, 76% of employers provided this benefit. Especially for long-term regular
employees it is a significant part of retirement income. For example, in 2011, the average
private sector employee with service of 20 years or more received JPY25 million
(USD250,000) from his or her employer. This amount was equivalent to 10-12 times the
employee’s annual pension benefit from the KNH.

It is financed through a book-reserve system in which employers estimated the liability but
do not set aside dedicated funds to pay the benéefit. It is virtually managed on a pay-as-you-
go basis within each employer.
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6.9 Rise and Fall of the EPF

The unique contracted-out plan of Japan was established in 1966. It is called the
Employee Pension Fund (EPF). The benefits of the EPF consist of two components: the
equivalent benefit of the earnings-related portion of the KNH (excluding the benefit resulting
from indexing), and the supplementary benefit.

In return for paying the earnings-related old-age pension on behalf of the government, an
EPF receives a contribution rebate. The contribution rebate (the payroll tax rebate) is
between 2.4 and 5.0 percent from social security pensions, depending on each EPF’s
average age of their participants. The entire system under an EPF is called the Daiko
system.

Figure 6.4 Rise and Fall of the EPF
EPF

EPF
(Supplementary Benefits)

EPF (Contracted-out)
KNH*

KNH

(Earnings-related Benefits)

Non participants in the EPF Participants in the EPF

*KNH is the principal social security program for the
private sector employees (the Kosei Nenkin Hoken).

Why the EPF was set up? The reason is as follows: Namely, in the early 1960s, the
pension bureau of Japanese government wanted to increase the level of KNH benefits, and
accordingly its contribution rate, while employers were quite reluctant to accept this change,
since they additionally had contributed a great deal to their own retirement programs on a
private basis.

After long negotiations between the pension bureau and employers’ group, there came a
compromise. The hikes in both the level of benefits and the contribution rate were alright, but
at the same time it was allowed for some employers to promise to pay the increased KNH
benefits by adjusting their ongoing retirement programs to the new scheme.

The pension business industry welcomed this compromise, and the pension bureau were
able to secure many plum jobs (such as the executive directors and the office managers in
the EPF) for retiring officials.
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Figure 6.4 Rise and Fall of the EPF
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The contracted-out portion used to bring in extra profits to EPFs (see their annual rate of
return in nominal terms, shown in Figure 6.4). Once the investment environment turned
adverse, however, the contracted-out portion began to hurt EPF operation.

Employers must compensate for the investment loss derived from the contracted-out
portion and recognize the estimated value of benefits for the contracted-out portion on their
books.

Many employers and trade unions lobbied for legislation that relaxes the requirements for
EPFs to return the contracted-out portion to the original social security regime. Since April
2002, it has been possible for EPFs to do so (daiko henjo).

The number of the EPF was 142 at the outset. It had once steadily increased up to 1,883
in 1996, but for the past 20 years it has been decreasing to 199 in August 2016, covering 2.1
million employees. The proportion of the participants in the EPFs over total number of the
private sector employees was near 37% in 1996, but it fell down sharply to around 16%in
2004, falling further to 8.3% in 2015. The daiko henjo amounted to 1239 by August 2016.

The total amount of EPF asset holdings had steadily increased up to JPY 63 trillion (USD
630 billion) in March 2002. It fell down sharply to JPY 26.6 trillion (USD 266 billion) in March
2015.

Table 6.2 The Number of the EPF

Fiscal Year Number Fiscal Year Number
1966 142 2000 1,801
1986 1,134 2004 799
1996 1,883 2016 199

*Lesson 2: Success and failure of funded pensions crucially depend on their investment
performance. Funded pensions were promising under high economic growth periods, while
they faced difficulties in an economic downturn. This was also true for a pay-as-you-go
pension.
There have been several factors governing the EPF dissolution during the past 20 years.
Among others, the market rate of return from investment turned quite miserable, falling
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below the nominal rate of 5.5% per year. The annual rate of 5.5% return in nominal terms
has been one of the basic assumptions for the EPFs. The assumption has been crucial in
determining the contribution rebate. In the 1990s in Japan the 5.5% assumption seemed to
force the EPFs to “walk on water.” Consequently, the majority of EPFs began to suffer from
huge amounts of unfunded liabilities, giving a serious impact on the mother company’s rating
in the capital market.

Many mother companies were forced to pay considerable additional money to
compensate for the under-funded portion for the social security equivalent benefit, which in
turn induced a considerable downsizing of their employment and curtailed new investments.

A downward change of the 5.5% assumption into, say, 3.0% will mitigate the future
funding problem for EPFs, while their net pension liabilities accrued from contributions made
in the past automatically jump up fairly.

In 2012, the scandal of AlJ Investment Advisors Co., Ltd. was brought to light. It was very
similar to the Madoff case in the US. Its fairly good investment performance which was
previously reported to 84 EPFs (AlJ customers) turned to be a fraud. The aggregate loss of
their funds amounted to near JPY 200 billion (USD 2.0 billion).

In April 2013, the government submitted a pension reform bill in order to virtually abolish
the EPF system in five years. The parliament passed the bill in June 2013. The EPF existing
pensioners and its active contributors were forced at once not to receive the supplementary
benefits any more upon its contracted-in to social security pension.

-Lesson 3: Even professionals of investment management can be cheated in funded
pensions. There is no sweet deal in pension asset accumulation.

Lesson 4: Thorough disclosure of information and full accountability are crucial to avoid
cheating in funded pensions. They are required to insure the credible
operation, as well.

Once a funded pension system has been established, it would be very difficult for the
government to abolish it. There are two vested interest groups that hinder the abolition. One
is the private financial companies operating these businesses. They will lose huge business
opportunities. The other is the related retired government officials who still have strong
political power. If some current officials in the government dared to oppose the EPF system,
it meant disgracing upon their retired predecessors. In government organizations, those who
could set up more EPFs that consequently offered more executive positions for the coming
retirees to work in EPFs, would be promoted very quickly. In this way, they would be in
important backbone positions in government agencies. Therefore, within the government,
the staff usually will not propose to abolish this unreasonable system. If they do, he/she
won’t be promoted or even be fired.

Yet, on one occasion, some outstanding but exceptional Director of Pension Bureau of
the Ministry of Health and Welfare had a fierce conflict on this matter with his predecessors.
Retired executives have threatened him, saying: if you dared to propose the abolishment of
the system, you would have no future, and you would not get a promotion, and even you
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would be fired. However, he did not give in. For the long-term interest of the public, he was
willing to sacrifice his own and resolutely abolished the EPF system. As a result, in the
personnel adjustment in June 2016, he failed to get promoted to be the vice minister of the
Ministry of Health and Welfare (the highest position in the career of Japanese civil servants)
which he had been supposed to be.

-Lesson 5: Once some pension scheme was established, it is very hard in Japan for the
scheme to be abolished, even if it no longer has due reasons to survive.
Usually there are some stakeholders who have been benefited from the
scheme. They strongly oppose to its abolition.

A proposal of the contracted-out plan is like saying that one of three sons who have been
sending money to support their parents would begin to save for his own, by partly stopping
sending money to his parents. The two remaining sons will be adversely affected or the
income level of their parents will be reduced accordingly.

The PAYG supporting is based on a principle of mutual help, but the funded schemes for
a specific group are essentially for the participants’ own interest. Their underlying
philosophies are totally different, and thus the contracted-out does not seem simple when it
comes to technical matters. Indeed, the current contracted-out plans in Japan are very much
complicated and consequently very hard for most people to understand. Moreover, their
handling costs are quite expensive.

-Lesson 6: No contracted-out plan is promising at all. Rather, an add-on pension plan is
advisable to be implemented.

-Lesson 7: If the handling cost is quite expensive, then any pension scheme is hard to be
maintained.

6.10 Tax-Qualified Pension Plans

The TQPP which was introduced in 1962, used to be one of the two major occupational
pension schemes in Japan. It was an externally funded, tax-favored retirement benefit plan.
It had to be approved by the tax agency. Because there was no minimum participation
requirement, TQPPs were popular among small to medium-size companies.

The TQPP had 10.6 million participants (32% of the KNH enrollees) in March 1997. Its
asset holdings amounted to JPY 22.7 trillion (USD 227 billion) in March 2002.

Policy makers eventually recognized that TQPP regulations were inadequate to protect
employees’ rights to receive benefits. As a result, employers were required to convert
TQPPs to other types of pension plans by March 2012. Some TQPP sponsors switched to
other types of pension plans; most simply terminated their TQPPs, leaving employees
without any occupational pension plan.

-Lesson 8: The tax agency will not be a relevant entity in charge of pensions, since its most

significant job is to collect taxes, and not to handle pension schemes properly.
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6.11 New Defined Benefit Plans

Two kinds of New Defined Benefit Plans—the fund type and the agreement type—were
introduced in April 2002, in order to unify regulations and enhance protection of vested
benefits for participants. Yet, employers are quite reluctant to expand DB plans, since it is
not financially easy for them to make up for the existing or possible excess liabilities.

In March 2015, there were 601 fund-type and 13,282 agreement-type defined benefit
plans in Japan, together covering 7.8 million employees. The aggregate amount of
accumulated assets was about JPY 58 trillion (USD 580 billion) for new defined benefit
plans.

6.12 National Pension Fund

The National Pension Fund (NPF) was established in 1991. It is a voluntary DB pension
for non-employed persons (self-employed, medical doctors, dentists, lawyers, licensed
accountants, tax accountants, etc.) as a top-up on their social security pension.

The qualified persons can participate in the NPF from age 20 to 60, and they have to
receive pension benefit from age 65.

Its participants can contribute up to JPY68,000 (USD 680) per month per person. Their
contribution is qualified to be tax-exempt.

In March 2015, there were 47 prefecture-based NPFs and 25 NPFs for different
professional groups. Its contributors were 450,000 in number, and its beneficiaries were
478,000, while the amount of the NPF funded reserve were JPY 4.19 trillion (USD 419
billion).

The assumed annual rate of return from investment which is required to fix the amount of
contributions was initially set at 5.5% in nominal terms. It was reduced step by step to 1.5%
in 2014, referring to the actual market rate of return. The assumed rate of return at the time
of each new entrance has been maintained for participants, however. The NPF is basically a
contract on a private base.

The NPF has long been faced to a problem of unfunded liabilities, since the actual rate of
return from investment was often lower than the assumed rate of return in the past. For
example, the percentage of funding shortage in the NPF for medical doctors was around
30% as at the end of March 2016. Yet, the NPF has no sponsors like employers in the EPF.

The current pensioners enjoy much more amounts of the benefit than those they have
contributed, partly eating the funded reserve which have been accumulated by current
younger and middle-aged generations. This will incur a probable conflict between
generations.
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Table 6.3 Assumed Rate of Return (A) vs Actual Rate of Return (M)

Fiscal Year A (%) M (%) M-A Fiscal Year A (%) M (%) M-A
1991 5.50 4.41 -1.09 2004 1.75 5.51 3.76
1992 5.50 5.58 0.08 2005 1.75 21.99 20.24
1993 5.50 4.05 -1.45 2006 1.75 4.27 2.52
1994 5.50 0.93 -4.57 2007 1.75 -11.65 -13.40
1995 475 10.00 5.25 2008 1.75 -23.38 -25.13
1996 475 2.22 -2.63 2009 1.75 22.52 20.77
1997 4.75 5.59 0.84 2010 1.75 -1.32 -3.07
1998 4.75 1.82 -2.93 2011 1.75 2.99 1.24
1999 4.75 12.98 8.23 2012 1.75 12.19 10.44
2000 4.00 -11.23 -16.23 2013 1.75 9.26 7.51
2001 4.00 -4.75 -8.75 2014 1.50 13.70 12.20
2002 3.00 -13.35 -16.35 2015 1.50 -2.98 -4.48
2003 3.00 17.63 14.63 Average 3.21 3.56 0.35

Source: The Annual Report of the NPF for Medical Doctors

A reasonable solution will be to reduce the amount of benefits for current pensioners and
the amount of earned entitlements of persons who entered in the NPF before 2000, as well.
This is a very hard task, however, since it will be quite unpopular in a political sense.

The pension bureau in Japanese government has long been active in encouraging the
self-employed to participate in the NPF, while it decided in June 2016 to integrate almost all
NPFs into a single NPF by March 2019. This is a temporal remedy, delaying the inevitable.

-Lesson 9: Government should not do any business where the private sector can do
better. In turn, Government can encourage people to enroll in privately-
managed personal pension plans by giving tax advantages and/or subsidies,
while monitoring them with inspection.

6.13 Defined Contribution Plans
The number of defined contribution plan documents approved by the government has
constantly increased since the plans were first introduced in Japan in October 2001. Still,
as of the end of May 2016, only 5,014 plans had been approved, covering about 23,000
employers. The numbers of participants were 5.8 million in corporate-type defined
contribution plans and around 265,000 in individual-type defined contribution plans,
amounting only to 8.8% of social security enrollees.
In March 2015, the aggregate amount of accumulated assets was only about JPY 10
trillion (USD 100 billion) for defined contribution plans.
Public officials have not been allowed to participate in any individual-type DC plan.5! It is

51 But, since January 2017, they have been allowed to participate in an individual-type DC
plan (iDeCo). In any points of pension design, they no more have any
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because they are regarded as possible insiders in the equity market. Insider trading in the
stock market is severely prohibited in Japan, with ceaseless monitoring by authorities.

15 years have passed since defined contribution plans were introduced in Japan.

Why has the growth of defined contribution plans been so slow? One factor is the
restriction of cash-out only after age 60. Most small and medium-size companies used to
pay lump-sum retirement benefits to early leavers or employees reaching the mandatory
retirement age from their occupational pension plans. The fact that defined contribution
plans are not able to do so makes them far less attractive to workers and employers than the
existing defined benefit plans, which have no such restrictions.

Another factor is the very low maximum imposed on contributions to defined contribution
plans (existing defined benefit plans have no maximums). This limit has led potential service
providers who might promote the arrangements to believe that defined contribution plans are
not a profitable business.

A third factor is that reducing benefits of a defined benefit plan requires the consent of
two-thirds of plan participants. When employers want to introduce a defined contribution plan
by replacing part of their existing defined benefit plan, this requirement becomes a
bottleneck, thereby discouraging them from switching.

A fourth and the most decisive factor is very low (or negative) returns observed in the
domestic capital markets for the past 25 years. The rate of return from investment were quite
volatile, as well.

A fifth factor is expensive handling costs for smaller-amount DC asset holders; handling
costs include a fixed flat-rate portion for all participants and there are economies of scale in
handling DC plans.

As of October 2011, about 60% of plan participants in Japan had incurred a loss of
principal on their accumulated defined contribution assets. This is mainly due to the last two
factors stated above.

*Lesson 10: Development of funded DC plans will likely depend on whether the design
limitation evolve to get smaller or be deleted.

*Lesson 11: Owing to volatility in investment returns, some cohorts can be lucky in
funded pensions, whereas others not.

-Lesson 12: One of bottlenecks in funded pensions is a possible expensive handling
charge.
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Chapter 7

Pension Reform should Not Make a Sharp Turn

Takayama, N. Prof. Dr.
Professor Emeritus at Hitotsubashi University
Distinguished Scholar at RIPPA, Japan

Note by the Translator:

This chapter is a summary of answers of the present author to questions from the
researchers of the Chinese Academy of Labour and Social Security at the panel discussion
meeting on 22 April 2019. Its content comes from the recording by the translator.

7.1 Secrets for Successful Reforms

How to make social security (SS) pensions sustainable was the global core issue of
pension reform in the past three decades. Now most developed countries have basically
solved the problem of sustainability. In his paper titled “How to make SS pension sustainable”
(Chapter 1 in this monograph), the present author has summarized in detail general principles,
four major approaches (reducing benefits, raising normal pension ages, hiking contribution
rates and increasing national output) and five other policy options (increasing transfers from
general revenues, expanding the contribution base, closing coverage gap and broadening the
social pool, system integration) adopted by developed countries up to date. In practice, each
country should decide the appropriate ones from them according to its own situations, so the
priority of each approach would be different across countries. Among all above options, there
are no switching to a funded scheme. Because the funded approach or privatization is not
feasible in both theory and practice, any funded scheme should be abolished and switched
back to the pay as you go system; as for the SS pension reserve funds, having some funded
reserves is better than nothing, but its role is limited.

This chapter focuses on Japanese experience of maintaining the sustainability of the SS
pensions due to the population ageing based on extremely careful design and cautious
implementation. The most important methods have been: Reducing the benefits by automatic
adjustment mechanism, postponing the starting age to actually receive the old-age benefits,
and promoting re-employment of the elderly, other than all kinds of financial methods, such as
vigorously expanding funded occupational pensions and commercial pension insurance, and
increasing SS pension reserve funds.

Japanese SS pension reform for dealing with the sustainability issue is gradual and

parametric. Because the existing system has already been playing a significant role there,
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managing to minimize social conflicts and to make a smooth transition to the new system is
the most important thing for policy makers. Whether the transition can be completed without
any troubles is the core factor for the success of the reform, and so pension reform should not

make a sharp turn.

7.2 Automatic Adjustment Mechanism

Necessity

Since the 1990s, Japan has become the oldest country in the world. SS pension has been
facing great pressure. So the most important reform in Japan is to introduce the automatic
adjustment mechanism. One of its elelIments is that the levels of pension benefits automatically
decline with the increase of life expectancy. The other is that the the levels of pension benefits
automatically decline with the decrease of the number of contributors. Japanese life
expectancy was already very long, and it was expected to be even longer in the future. Japan’s
total population has been decreasing, and the number of working people has been also
decreasing. It was expected that the number of people paying contributions would continue to
decrease in the future.

The proposals of two kinds of automatic adjustment mechanisms according to the
extension of life expectancy and the decrease of the number of contributors were submitted
to the Congress in 2004. It was approved after a very painful and heated debates in Congress.
The general principle had been established. Since then, the benefit cut no longer needs to go
through legal procedures and it can be directly operated. Except some tiny improvements,

Japan will not make any changes on this basic principle.

Would the Benefit Become Too Low in the Future?

SS pension systems need to meet two requirements: sustainability and adequacy. These
two requirements sometimes face a trade off. Now Japan solved the sustainability problem,
but in the future, the benefit level would be very likely to drop to a very poor level. SS pensions
might turn out not to be a reliable one for the people. The UK was the first country ever
encountered such a situation. At that time the British government had managed to increase
the benefit. Sustainability was the most important problem for Japan, so Japan had first to get
this issue settled down by introducing the automatic adjustment mechanism. However, in the
future Japan might come to a point that the benefit level will not be adequate. Then Japan
needs to start to discuss how to raise the level of pension benefits. One possible choice is to
raise the pension age. With shortening of the number of years for receiving the benefit, the
monthly amount of benefits will correspondingly rise, and thus the pension benefit can switch
back to an adequate level again.
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The benefit level is too high now, so the priority should be given to the sustainability issue
by cutting benefits. When the benefits become inadequate in the future, Japan will propose to
extend working years. The increases in the amount of contributions and the shortening of

receiving years will follow, and the level of benefits will correspondingly rise.

Hiking Contribution Rates

Due to aging, Japan has gradually increased its contribution rates so far. In 2004, Japan
decided that after 2017 the total contribution rate was to be 18.3%, split half and half between
employers and employees, and that this contribution rate will remain unchanged until 2104
(nearly for the next 100 years). Therefore, Japan will not discuss the issue of further increasing

her SS contribution rate of pensions in the foreseeable future any more.

7.3 Extremely Arduous Journey on Raising the NPA

The History of Raising the Normal Pension Age

For the sustainability issue, the most important approach in Japan is the automatic
adjustment mechanism introduced in 2004. Before 2004, the major reform approach was
raising the normal pension age (NPA), which was implemented three times in 1954 (from 55
to 60 for men), 1985 (from 55 to 60 for women) and 1994 (from 60 to 65 for both men and
women).

When the Japanese government launched the SS pension system during the world war
IT, the pension age was set as 55 for both men and women. In 1954, the government raised
the pension age for men from 55 to 60 in a phased in manner over 15 years, leaving the
pension age for women unchanged at 55 years old. In the 1950s and 1960s, the working
environment for Japanese women was totally different from that of today. After they got married
or had children, most Japanese women would resign to be full time housewives. Usually, they
would take all the entitled pension rights at a lump-sum basis when they quit the job. Therefore,
at that time the issue of raising women’s pension age was not worth considering.

In 1973, the oil shock broke out and Japan’s high economic growth ended. Japanese
soon realized that the life expectancy would become longer than expected. If her economic
growth slowed down, the aging of population would exert pressure on the sustainability in the
future. At that time, the first thought for policy makers was that if people live longer and longer,
the pension age of 60 years old would be too young. However, this idea has been strongly
opposed by trade unions and all citizens, and the whole country was in a state that even if the
Ministry of Health, Labor and Welfare (MHLW) proposed it, no one would approve of it. In 1980

the MHLW proposed a plan to raise the normal pension age from 60 to 65 for the first time.
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However, it was impossible to get approved. Japan has a serious discussion on pension
reform for every five years, and this proposal was finally passed in 1994.

When it came to 1985, Japan’s labor market had changed greatly. The economic growth
rate had decreased since the 1973 oil shock. If a family still only depended on men’s income,
it would have some difficulties for making a living. Japan has entered an era that a large
number of women have entered the labor market and continue to work even if they get married
and have children. The ideology of equality between men and women has become the
common sense of society, and the five-year difference between men and women in the
pension age violated this basic principle. While cutting the pension age of men from 60 to 55
is against the trend of the times. Therefore, in the 1985 reform, it was approved to raise the
women’s pension age from 55 to 60. The pension age would increase one year in every three
years and the whole process would be completed in 15 years.

The issue of raising men’s pension age was not specifically discussed in the 1985 reform.
But a reform direction was pointed forward in the text of the relevant law: men’s pension age
should be raised to 65. This was just a proposal without any detailed plans about how to raise,
and in its subsidiary clause of the law it was mentioned that the men’s current pension age of
60 would remain unchanged for the time being.

After the World War ll, H K¢ had always been in power, but in 1993, the political regime
changed, and the opposition party became the ruling party and organized a new government.
This change of regime provided an opportunity to raise the pension age. The socialist party,
which had been firmly opposing the reform in the past, became the new ruling party, politically
responsible for the country’s future. It had to solve the problem of sustainability. Then it began
to change their mind and argued that since the life expectancy would rise in the future, it was
unreasonable to keep the pension age at 60, and that Japan really needed to raise it to 65.

Therefore, after becoming the ruling party, the socialist party became a supporter of this
reform. The supporters of the socialist party were the trade union, which shifted from the strong
opponents in the past to the proponents. The supporters of H ¢, were the entrepreneur
alliance, which already shifted to become the proponents on increasing the pension age. Thus,
in 1994, the ruling party and the opposition party finally reached a consensus, and both of
them agreed to raise the pension age to 65.

The implementation of the reform would start in 2000, leaving a six-year adjustment
period in advance. Since 2000, the pension age has been lifted one year for every three years.
In addition, 1994’s reform also decided to raise women’s pension age to 65, but the
implementation time was later than that for men. Finally, by 2030, the pension age for both
men and women will be exactly the same. The transition is gradual. Currently Japan is still in

the transition period.
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In a word, raising the pension age had experienced extremely strong resistance. It takes

50 years from the proposal of the MHLW in 1980 to its final completion in 2030.

Elaborate Explanations and Cautious Implementations

Raising the pension age is the most fiercely opposed by the public amid all kinds of reform
approaches. In order to bring this reform into true, the Japanese government ever made the
proposal again and again, and repeatedly explained why it was necessary. It was really an
arduous journey to finally make the public understand the reason and finally accept this reform.
Moreover, when it comes to the implementation, it must be carried out step by step like walking
on a thin ice, carefully and cautiously. In other words, in order to achieve the success of a
reform, a smooth transition from the current system to the new one is very important.
Otherwise, the reform would not have been successful.

For policy makers, what they see was that in order to maintain the sustainability of SS
pensions, raising the pension age was imperative, and other countries in the world had already
implemented such reform. Japan had the longest life expectancy in the world, so there was
no reason not to implement it. If Japan doesn’t do this, Japan would need to constantly
increase the contribution rate of our children. Isn’t that too harsh for our children? In Japan,
the explanation like this was going on and on all the time.

In 1985, there was no resistance to the reform of raising women’s pension age. This
reform was based on the ideology of equality between men and women. At that time, gender
equality was an important concept widely accepted in the world. But in Japan, there was still
inequality between men and women regarding the pension age, so the government proposed
to raise the women’s pension age from 55 to 60. Because trade unions attached great
importance to the issue of gender equality, and the realization of gender equality was also one
of their ideas, they did not oppose this reform proposal, and this reform did not encounter too
much resistance.

Regarding an increase of NPA from 60 to 65: if the compulsory retirement age was kept
at age 60 and only to raise the pension age to 65, the trade union would absolutely disagree.
The entrepreneur alliance argued that Japan would have to increase the NPA to 65. While the
trade union’s response was that if the pension age had to be raised, the compulsory retirement
age must also be raised concurrently. However, the entrepreneur alliance strongly refused to
increase the compulsory retirement age. As a result, the two parties failed to reach a
consensus.

How did Japan manage to get the reform succeeded in the end? As mentioned above, it
was because there happened a change of political regime. In 1993, the socialist party, which

represents the interests of trade unions, became the ruling party and the new ruling party was
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intensively questioned by the previous ruling party: if the pension age was fixed at 60, how do
you make Japan’s SS pension system sustainable in the future? As the new ruling party had
only opposed the reform emotionally in the past and could not give a reasonable answer, so
when they had to face the sustainability issue, they had to agree with the proposal of the
previous ruling party, and proposed to postpone the start-up of the reform and give the public
sufficient time to get well prepared for the new system. For the previous ruling party, the Liberal
Democratic Party, they kept their original reform idea unchanged when they became the
opposition party. Finally, the reform legislation to raise the pension age was passed.

Raising the pension age is the most unpopular policy. If China wants to raise the NPA, its
reform must be carefully planned and cautiously implemented. Because this policy is difficult
for people to accept, the government has to persuade people repeatedly and explain the
reform contents diligently, in order to help the people understand the reasons behind the policy.

Raising the pension age needs to be in a phased-in manner for meeting the extent of the
people’s ability of adjustment. Sufficient buffer time should be given. In addition, in Japan the
employment subsidies and other supporting policies have been playing significant roles
helping the smooth transition to the new system.

As an oldest country with the longest life expectancy in the world, Japan’s old age
dependency ratio is the highest. In the future, the majority of Japanese will have to actually

begin to receive SS pension benefits from age 67, 68, 70 or even 75.

Careful Policy Design

Japan’s mandatory retirement age was 55 at the beginning, and now it is 60. Japan
usually raises the pension age first and then several years later begin to raise the compulsory
retirement age. At present, the compulsory retirement age of enterprise employees is 60 years
old in almost all cases, but the pension age is 65 years old. There is a five-year gap between
the two. Why does not Japan raise the compulsory retirement age to 65 concurrently?

In order to raise the compulsory retirement age from 60 to 65, Japan needs to get the
consensus of the relevant interest groups. Because no consensus had been reached, this
reform was not implemented. The strongest opponents are the entrepreneur alliance, because
the compulsory retirement system has offered the only chance for them to get rid of employees
with poor performance, without any troubles. In Japan, it is very difficult to fire employees,
even if their performance is very poor. The compulsory retirement system means that “the
entrepreneurs finally can fire those employees with poor performance”, so the entrepreneurs
have strongly opposed to losing this chance. It's uneasy for entrepreneurs to take care of the
employees with poor performance until their mandatory retirement age. They firmly refused to

take care of them for further five years. This is the reason why entrepreneurs oppose to raising
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the compulsory retirement age.

7.4 Retirees’ Reemployment, Earnings-test, and Taxing Benefits

Retirees’ Reemployment

Compulsory retirement means that when employees reach the age 60, they must go
through retirement procedures. After the normal pension age was raised to 65, the vast
majority of the elderly still choose to continue to work until the age 65. However, the
employment pattern of most of them has changed from full-time to part-time, and their wage
has also decreased correspondingly. For excellent employees, generally the employers will let
them immediately start the reemployment procedures in their own enterprises. Work hours for
them will often change to 6 hours instead of 8 hours per day, or 8 hours a day but three days
per week. In short, the employment pattern will change. At the same time, the total amount of
wages will be reduced to half or 60% of the past. There are also many retirees who will find
jobs in other enterprises. In addition, Japan has an “employment subsidy” system. If an
employer employs a person over 60 years old, he/she can receive government subsidies.
Therefore, part of the elderly’s salary comes from the government, which can reduce the real
wage burden of the employer.

In the period that the normal pension age was 60, the labor participation rate of the elderly
in Japan had been declining over time. However, since the normal pension age started to rise
in 2000, the labor participation rate of the elderly has been gradually increasing over years.
People’s physical fitness has been improving. Their health condition has been much better
than that in the past, also benefiting from the progress and improvement of medical care.
Therefore, the vast majority of people have been able to continue to work even after age 60.

It should be noted that Japan is one of the countries with the highest employment rates
of the elderly in the world. About 20% of them continue to work full-time. The proportion of
men exiting the labor market at the age 60 is about 20% - 30%, because their health conditions
are not good enough, or they are very rich and do not need work income, and the third reason
is that they need to take care of their family members. Once the elderly exit labor markets, it
would be extremely difficult to re-enter the labor market. Usually, people would immediately
start reemployment at age 60 without any break.

Pension Contributions During Re-employment
Japan'’s rules for employees to pay SS pension contributions are as follows: those with
work contract for one year or more need to pay them as long as they work more than 30 hours

per week; If the labor contract is less than one year or the working hours are less than 30
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hours per week, no need to pay.

Most of the reemployed elderly are engaged in part-time work, and they no longer pay SS
pension contributions, but those who continue to be a full-time worker will continue to pay
them.

The contributions are split half and half between the employer and the employee.
Employers usually tend to save the labor cost and in general do not want to shoulder the
pension contributions for the reemployed elderly. This is why the old-age re-employees usually

are part-time workers with the working hours less than 30 hours per week.

Earnings-test

For those aged 60+ but less than 65, if the total amount of monthly wage (including bonus)
and their pension benefit exceeds 280,000 JP Yen, the addtional amount of pension benefits
will be halved. For people aged 65+, the upper limit of 280,000 JP Yen is lifted to 470,000 JP
Yen.

As a result, many employers will deliberately lower the reemployed elderly’s wages in
order to make their total amount of wage and pension benefit less than 280,000 JP Yen, and
these re-employees usually have to accept the arrangement. On the other hand, some
employees may give up their jobs because they are dissatisfied with low wages, even though
they have a work will, or they may deliberately shorten their working hours to less than 30
hours for avoiding paying pension contributions.

The present author suggests that the upper limit should be raised to 470,000 JP Yen for
the people aged 60+ but less than 65, and the earnings-test should be abolished for the people
aged 65+. Japan should build a society that help maintain the work will even when the age
increases. This may cause some dissatisfaction among currently young people, but this policy
can also be enjoyed in the future when young people become old. It is fair. Many OECD
countries do not cut their SS pension benefits for the elderly of age 65 and over even they

have wage income.

Taxing Pension Benefits

In principle, all income should be subject to individual income tax system, no matter it is
a pension benefit or work income. For the work income, there applies a special deduction
system. Analogous to it, there is also a special deduction system for SS pension benefits.

When the tax system on pension benefits was first launched, there was a very strong
political opposition. Even today, the H X% is generally reluctant to tax. However, pension
experts point out that there are many very rich people among the elderly, and they advocate

that pension benefits should be taxed, and more taxes should be levied on. That is to say, it
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may be more reasonable for the elderly to pay regular taxes in order to ensure the
sustainability of SS pensions than to increase the contribution rate. On this point, young people
hold their hands in favor. This actually is related to the issue of intergenerational equity.

Now some old people pay taxes on the part of pension benefits after the deduction, but
from the perspective of young people, the proportion of old people paying taxes is still too
small. Compared with young people, the tax burden of old people is still too light in Japan.

People with a higher amount of pension benefits should pay more personal income tax.

7.5 Cutting Benefits and Government’s Contributions as an Employer of Civil Servants

Cutting SS Pension Benefits

In the reform history of Japan’s SS pensions, there happened many times cutting too
generous benefits of certain groups. Sometimes we first calculate the benefit gaps between
the old and the new, and then set a transition period to gradually switch to the new. The length
of the transition period varies from person to person due to the different benefit gaps.

The most typical example is the benefit cut for middle and senior civil servants in 1985.
At that time, the pension benefit for some senior high-ranking officials was about 5 million JP
Yen per year. According to the new rule, it dropped to 3 million JP Yen, with a difference of 2
million JP Yen, a decrease of 40%. This is what had been done in Japan’s pension reform in
1986. So, how could Japan manage to finish such a reform? If the benefit cut were finished
dramatically one-off at once, it would definitely have caused very strong opposition, and the
reform might fail.

At that time, both prices and wages were rising. Therefore, the government made a
guarantee: Keeping the benefit of 5 million JP Yen unchanged in nominal terms, but
suspending their pension indexation until their benefit level would be equal to the level based
on the new rules, ie., when the benefit of 3 million JP Yen would reach to 5 million JP Yen over
time due to the indexation. The transition period was relatively short for those who have a
relatively small gap between the old and the new systems, and they soon reached the level of
the old system; while for those who have a relatively large gap, the transition period is relatively
long, and it would take 30 years for some senior high-ranking officials.

Anyway, for a stable living standard of the elderly, the benefit from SS pensions is the
core source, which is extremely important. Therefore, when cutting the pension benefits,
Japan was very careful. The annual cutting rate should not be too large. After the financial
crisis of 2008, Greece had ever experienced the similar scale of SS pension benefit cuts, but
Greece has to complete it in a very short period.

103



Comparisons of Benefit Decline between Public and Private Pension Systems

In the past, Japan’s SS pension benefit levels of both first and second tiers have been
declining. The amount of benefits in private pensions and occupational pensions has also
dropped a lot. Its rate of decline is larger than that of SS pension benefits.

The occupational pensions belong to private systems, and the benefit cut of occupational
pensions can be implemented as long as a consensus is reached between the employer and
its employees. No need to go through government legal procedures.

Now keeping an enterprise stay in business has become more and more difficult. The top
priority has turned out to be the enterprises’ survival and development. At this situation,
enterprises face a trade-off between the interests of the current staff and the interests of their
retirees. Thus, in order to give the priority to the interests of current employees, enterprises
often have to reduce the pension benefits. As a result, the benefit level of occupational
pensions has been declining significantly, far more than that of SS pensions.

There are two kinds of occupational pensions in Japan now: the new funded DC system
and the traditional book-reserved system, an equivalence of PAYG. Of which, the largest, most
common and most important one is the book-reserved systems paid on a lump-sum basis. In
the past, 95% of enterprises had offered this system, but now it drops to 70%.

In the past, Japan had ever run occupational pensions with funded defined benefit
systems, which were called “/E/EF 434" and “SEMEF454". However, due to their poor
investment performances for a long time, almost all of them had been abolished. Instead, new
funded DC occupational pensions with some tax privilege have been established. However,
because of the previous bitter experience of investment failure of the funded occupational
pensions, enterprises are very cautious about the adoption of this new system. Only one third
of the advantaged enterprises have introduced the new DC system up to date. Therefore, in
total the scale of funded occupational pensions is much smaller than that of the book-reserved
system in Japan. Furthermore, the benefit of traditional book-reserved occupational systems
has been cut by about 50% or 60%, so the role of occupational pensions in Japan has been
becoming smaller and smaller.

In a word, in Japan almost all citizens are covered by SS pensions, and the main income
source for the elderly is SS pension benefits. Compared with the slow decline of SS pension
benefits, the benefit of occupational pensions has declined more sharply, and the number of
people covered is much less than SS pensions. Therefore, Japanese occupational pensions
are not expected to cope with the aging problem.
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Government’s Contributions as an Employer of Civil Servants

The employer of civil servants is the government. It should pay the employer’s contribution
in pension setting.There is a kind of subsidy to the first tier pension (called [EE4F4). All
participants (enterprise employees, civil servants, self-employed, housewives, etc.) are
benefited by this subsidy when they receive the first-tier pension benefit. It comes from general
revenues, but its meaning is entirely different from the employer contributions for civil servants

in the second-tier pension. Their accounting systems are independent.
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Chapter 8

Cost Sharing Schemes in Japanese Social Security Pensions: A Short
Note

Takayama, N. Prof. Dr.
Professor Emeritus at Hitotsubashi University
Distinguished Scholar at RIPPA, Japan

8.1 Introduction®?

Cost sharing among different regions and among different occupations in social security
pensions of China is still halfway on its journey. It is necessary for people concerned to
correctly understand why cost sharing is required, and to finally make a compromise with
concessions, especially from those groups of vested interest.

Japan has ample experiences in executing cost sharing in her pensions. This chapter
explains the essential contents of Japanese experiences. The present author hopes that their
lessons can be helpful to policy makers and researchers of social security in China.

8.2 Cost Sharing among Segmented Social Security Pension Systems

Social security pensions in Japan have two-tier benefits; the flat-rate and the earnings-
related portions. Both benefits are basically financed on a pay-as-you-go basis. Their systems
used to be segmented by different sectors of the population. Under segmented systems of
social security pensions, those with a small or declining number of their participants were most
likely to be quite fragile in their healthy financing. Generally speaking, the more the number of
participants is, the more sustainable the pension system is in the long run.

The First-tier Basic Pensions

In order to have a healthy financing of the first-tier flat-rate benefit, cost sharing among all
the segmented pension systems has launched since 1986 (see Takayama 2018 for more
details).

The guiding principle for this cost sharing is that those who have paid the same amount of
contributions in the past should receive the same monthly amount of pension benefits, as far
as the same cohort is concerned.

The benefits to be shared have been restricted to those of the lowest common multiple (5
/N fE%R) among all the segmented systems. They were (and are) the flat-rate benefits of the
Kokumin-Nenkin (KN: B 4 4) for non-employed persons and farmers, which was
established last in 1961 as the social security pension system in Japan. The benefits have
been renamed as “basic benefits” since its cost-sharing scheme has been introduced.

52 This chapter is a revised and extended version of the first half report presented at the
China-Japan joint workshop on pensions, CASS, Beijing, 27 July 2018.
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The benefits from when to be shared? Each amount of contributions made so far from
1961 by all the other insured persons in the KNH (JE4:4E4:1%F%) and the MAAs (FLiEHL&4E
4x) was more than the amount of contributions made by those of the KN. This enabled people
to regard the KN as if it would have been also applied to the participants of the KNH and the
MAAs since 1961.

In order to carry out this cost-sharing, the central government set up the special account
of basic pensions, and decided to do its fiscal management on a fully pay-as-you-go basis.
Namely, the aggregate annual amount of basic benefits was (and is) to be first estimated which
have been entitled from contributions made since April 1961.%% Then the corresponding
aggregate amount of financial resources was (and is) given. Its financial resources comprise
the supportive grants from each segmented system and the transfer from general revenue.
The transfer from general revenue was initially set to equal one-third of the aggregate annual
amount of basic benefits, and has been lifted to one-half of it since 2009. The remaining cost
has been shared among all the segmented systems through their supportive grants whose
main income source is contributions. The annual amount of their supportive grants has been
in proportion to the head-count ratio of current insured persons of age 20 to 59 in respective
systems (JIAEBHH). 54.55.%6

Through this nation-wide scheme, cost sharing has been fully accomplished among
different occupations (civil servants, private-sector employees, self-employed, and farmers),
among different regions, between men and women, and between growing and declining
companies. It worked out to transfer income (contributions in a practical sense) from salaried
workers to the self-employed persons, from present growing companies to major companies
in the past, and from males to females.

The Second-tier Earnings-related Pensions

Regarding the second-tier earnings-related benefit, all the employment-based pension
schemes have been unified since 2015. The ultimate goal to have nation-wide equal
treatments of pensions between civil servants and private-sector employees was achieved,
then.

Moreover, Japan has a unique scheme of cost sharing of pensions among different regions.
The next section describes this scheme.

53 April 1961 was the starting month of Kokumin-Nenkin.
5 The insured persons include the dependent spouses of both private-sector employees
and civil servants.
%5 Note that this cost-sharing is not based on the ability-to-pay (i:#£141) principle. Honest
income-reporting from the self-employed persons is not probable yet, which makes the
ability-to-pay principle very hard to be introduced among the self-employed ones.
Consequently, lower income groups are forced to bear heavier burdens in this cost-sharing.
% Ex post amounts of the cost-sharing more or less differ from ex ante amounts. The
difference is fully adjusted annually after it has concluded.
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8.3 Cost Sharing in Social Security Pensions among Local Government Officials

Background and Overview

Local governments in Japan currently have a two-tier structure: 1724 cities (77 X H#}) and
47 provinces (#11E S IR). Each city belongs to a respective province.

The comprehensive social security pension systems including all local government
officials date back to 1962. They cover old-age, disability and survivors’ benefits. The benefit
formula for local government officials has been completely the same, regardless of their status
or their cities/provinces.

In contrast, their rates of contribution varied among different financial units at the outset.

The social security pension systems for them had 16 separate financing units: 1) provincial
officials, 2) teachers and employees in local public schools, 3) all police men including those
in the central government, 4) officials in Tokyo metropolitan government, 5) ~ 14) officials in
10 big cities (Yokohama, Osaka, Kyoto, Nagoya, and others; each city has its own financial
unit), 15) officials in special cities (Sendai and several cities in Hokkaido/Aichi provinces), and
16) officials in other cities. These fragmentations were mainly due to historic backgrounds.

The financial performance of each unit was different, depending on its head-count ratio of
contributors over beneficiaries, age distribution of contributors, and the average level of
monthly salaries.

Around the end of 1970s, the gap of contribution rates among different financial units was
not regarded as equitable, since quite the same rule applied to any officials of local
governments when they received pension benefits. Some cost sharing scheme was required
to amend this situation.

Two schemes were mainly considered. One was complete unification of the separate
financial units. This was quite similar to the social security pension system for central
government officials in Japan. The other was a partial cost sharing scheme which allowed a
discretionary decision within each financial unit on how to deal with varing levels of respective
funded reserve.

The final conclusion came in May 1983, when a bill on establishing a partial cost sharing
scheme was passed in the Parliament. Two financial units (teachers/employees in local public
schools, and police men) were exempted from this cost sharing.

In April 1984, the pension fund association for local government officials (PAL: #1535
B AE A 4) was set up to execute this cost sharing.

Since then, the PAL also has been doing investment management of its fund, together
with integrative actuarial revaluation of the pension financing for the covered 14 units
(mentioned above) every five years.

Cost Sharing among Different Regions

On 1st April 1984, each financial unit was mandated to transfer not only 30% of its existing
funded reserve but also 30% of new increases in their reserve every year, thereafter, to the
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PAL.5" In return, any unit has been assured to receive the full amount of compensating money
from the PAL pooling when its own funded reserve becomes exhausted.

At the same time, since 1984 the contribution rate of pensions for program participants in
the 14 financial units (mentioned above) has been unified.
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Chapter 9

The Future of Social Security Pensions in Japan:
A Review of the 2019 Government Actuarial
Report

Takayama, N. Prof. Dr.
Professor Emeritus at Hitotsubashi University
President at RIPPA, Japan

9.1 Introduction3?

In August 2019, the Ministry of Health, Labour and Welfare, Japan, made open the 2019
Government Actuarial Report of Social Security Pensions. The Actuarial Report is published
every five years and the 2019 version was the latest one.

The aim of this short note is to describe the three major findings given by the 2019 report
and then to reconsider the future picture of social security pensions in Japan.

9.2 Three Major Findings from the 2019 Actuarial Report
Unexpected Increases in Replacement Rate for the Past 15 Years

One of the drastic reforms in Japan’s social security pensions was made in 2004. The
core of the 2004 reform was that the contribution rate was to be fixed at a certain level in 2017
and thereafter the pension system would virtually move from a defined benefit one to a defined
contribution one, and that an “automatic balance mechanism” was introduced for the pension
system to have a long-term healthy financing. The automatic balance mechanism would call
for a reduction of the replacement rate step by step from 60% to 50% for the “model” male
employee with his full-time housewife. According to the 2004 Actuarial Report, the anticipated
reduction in the level of pension benefits would be 0.9% every year in real terms from 2005
on. This percentage is to be decided by changes in demographic factors (the number of
contributors and the life expectancy at age 65).

The reality for the past 15 years turned to be contrary to the 2004 anticipation. Japan had
been suffering from deflation for more than a decade until 2013. During deflation, the
automatic balance mechanism was suspended to work. Instead, the benefit indexation to CPI
had been in operation. Moreover, the level of take-home pay for actively working employees
decreased more than the decrease in the CPI in nominal terms for this period. Consequently,
the replacement rate for the “model” male employee with his full-time housewife in the KNH

%8 This chapter is mainly based on Takayama (2020).
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(the social security pension program for private sector employees) was increased from 59%
in 2004 to 62% in 2019.59

This outcome is against the spirit of the 2004 reform. If Japan still preserves the baseline
of the 2004 pension reform, the automatic balance mechanism needs to be redesigned to
apply also in times of deflation, with benefits falling faster than the price level.

Nearly 30% Cut of Basic Pension Benefits Required for Financial Sustainability

The 2019 Actuarial Report made several assumptions on simulation parameters in
projecting the future long-term financial performance of social security pensions in Japan. First,
it followed the demographic assumptions given by the 2017 population projections of National
Institute of Population and Social Security Research: optimistic, medium, and pessimistic.
Take the medium case for example. The total fertility rate will be 1.44 in 2065, while the life
expectancy at birth in 2065 will be 84.95 years for men and 91.35 years for women. Second,
it assumed two cases in the labor force participation rates (LFPR); a higher case in the future
and the other case where they will remain unchanged as those of 2017. Take the former case
for example. The LFPR for those males in their latter sixties will steadily hike to 72% in 2040,
and the LFPR for those females in their latter sixties will go up to 54% by 2040. Third, the
report assumed six cases in the annual rate of economic growth in real terms, ranging from -
0.5% to 0.9%. The case III, for example, assumed 1.2% for the CPI increase, 2.3% for the
wage increase, 4.0% for the rate of return from investment, and 1.6% for the rate of economic
growth, all in nominal terms. Another case VI assumed 0.5% for the CPI increase, 0.9% for
the wage increase, 1.3% for the rate of return from investment, and 0.0% for the rate of
economic growth, all in nominal terms, too.

Using the assumptions stated above, the report checked whether or not social security
pensions will maintain their healthy financing for the next 100 years, and also whether or not
they will continue to pay pension benefits no less than 50% as the replacement rate for the
“‘model” male employee at age 65 with his full-time dependent housewife, provided the current
KNH system being kept unchanged. The result was that for the Case 1 to Case III with a
higher LFPR, the system of social security pensions will meet two requirements above
mentioned, while for the Case VI with the LFPR unchanged, it will not meet them. A higher
LFPR for females and elderly males in the future were found to be a decisive factor in keeping
a healthy financing of social security pensions.

A healthy financing does not always promise an adequate level of pension benefits,
however. The replacement rate of 50% above mentioned is the minimum in the future which
is guaranteed by law for the “model” employee couple who receive combined benefits of the
basic pension (the first-tier) and the earnings-related portion (the second-tier). But, no
minimum guarantee has yet been provided for the level of basic benefits solely. According to
the 2019 report, the monthly amount of combined benefits for the “model” employee couple

%9 |n 2014, the replacement rate was increased up to 63%, then turned to decrease through
the automatic balance mechanism.
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will reduce by 20% in twenty-eight years from JPY220,000 in 2019 to JPY 177,000 in 2047 in
terms of the 2019 wages, whereas the monthly amount of basic benefits per person will reduce
more drastically from JPY65,000 in 2019 to JPY46,000 in 2047, a nearly 30% reduction in
twenty-eight years, as is demonstrated in Table 9.1.5°

Table 9.1 Estimated Changes in the KNH Replacement Rate and
Its Monthly Amount of Benefits at the 2019 Wages

0 The Monthly Amount of Benefits
The Replacement Rate (%) (JPY 1,000)
Fiscal Year 2019 2024 2047 2019 2047
Basic Benefits
(2 Persons Combined) 364 356 26.2 130 91
Earnings-Related Benefits 25.3 24.6 24.6 90 85
Total 61.7 60.2 50.8 220 177

Notes) 1. The replacement rate is for the “model” retired couple at age 65.
2. The medium case is assumed for future demographic figures.
Source) The MHLW, Japan (2019), The 2019 Government Actuarial Report, Case Il

A long-term healthy financing of social security pensions is one of the most important
factor for the sustainable system. Japan used to face difficulties in attaining the financial
sustainability of pensions under the rapid population aging with a fertility decline and the
bubble burst of her economy. The automatic balance mechanism introduced in 2004 was
expected to be effective for social security pensions in Japan to attain their financial
sustainability. The 2019 Actuarial Report shows that it will be “too powerful” to do so, forcing
an unexpected drastic reduction in the level of basic benefits. This will cause another
difficulties in maintaining an adequate amount of pension benefits for self-employed persons
or atypical workers who are qualified to receive basic pensions only in their old age as earned
entitlements based on their contributions.

Note that JPY46,000 is a monthly amount of basic pensions per person before tax and
social security contributions are deducted. It will reduce further after their deductions, falling
to less than JPY40,000. This will be far short of the minimum standard of living for retired
elderly persons in Japan. Incidentally, the mean of basic consumption expenditure on food,
clothing and housing was around JPY 52,000 per month for single retired persons in 2019.

An additional minimum guarantee for the level of basic benefits may be required to avoid
adverse side-effects of the Japan’s automatic balance mechanism.

60 JPY1,000 equals USD9.5 as at 12 October 2020.
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Working Longer

The 2019 report further shows what policy options will have to be implemented for the
current replacement rate (62%) at age 65 of the “model” retired couple to remain unchanged
in the future. It takes up a couple of age 20 as at FY 2019, who began contributing to the KNH
at age 20. It assumes that the qualified maximum contribution years for the basic benefit are
to be extended from current 40 to 45, and that the KNH earnings test for those employees of
age 65 and above is to be abolished. Then, required working years for this couple to enjoy the
replacement rate of 62% turn out to be 45 years and 10 months in Case III, while they are 47
years and 3 months in Case V. Thus, if current younger generations work longer than current
retirees (who participated in the KNH at age 20, working seamlessly for 40 years, and received
the KNH pension benefits from age 65), both generations are entitled to receive the same
monthly amount of pension benefits in real terms.

In Japan, life expectancy has been getting longer and longer since 1947, and will go still
further in the future. Under these circumstances, the level of pension benefits for Japanese
might run down in real terms, if no changes in contributing years nor in the rate of contributions
could take place. Working longer is sure to balance the two competing goals for financial
sustainability and for maintaining adequacy of pension benefits. It is the best policy option that
the Japanese government currently recommends in the 2019 Actuarial Report.

9.3 Discussions on the Normal Pensionable Age

The 2019 Government Actuarial Report did not mention any further increases in the
normal pensionable age (NPA) from current 65. Instead, the government took a basic stance
that it is purely a choice problem by each individual when to begin receiving old-age benefits
of social security pensions.

The backgrounds underlying this basic stance are mainly following three facts. First, it is
politically quite difficult for the government to actually implement any increases in the NPA,
which is extremely unpopular. Second, any increases in the NPA will bring little improvements
in financial sustainability in the long run under a fixed rate of pension contributions with an
automatic balance mechanism. Third, unfavorable effects of any increased NPA are seen only
among current and future pension contributors, while current pension beneficiaries stay
undamaged. This might exacerbate the conflicts between generations.

Today, Japanese people can choose the age when they begin to receive benefits of social
security pensions at their own initiative between 60 to 70, with reductions or increments in the
monthly amounts of benefits. From FY 2022, the upper limit of their choice is to be expanded
to age 75.

If some employee continues to work until age 70, postponing his/her receipt of pension
benefits by 5 years from age 65, then he/she becomes eligible for the increased monthly
amount of benefits by 42% (the rate of increment is 0.7% for each month). Postponing by 10
years from age 65 promises an increase of 84% in the monthly amount of pension benefits.
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All these increases of benefits are given, provided that the current earnings test is to be
abolished for employees of age 65 or above.®'

Japanese government seems to currently prefer giving such greater incentives for these
postponements than to any further increases in the NPA, together with strengthening policies
for employment expansion for those in their latter sixties.®?

9.4 Concluding Remarks

As stated above, the future of social security pensions in Japan will decisively depend on
1) future demography, 2) the level of real economic growth, 3) what changes in pension
programs will take place, 4) how long each individual will make pension contributions, and 5)
each individual's choice when to start receiving pension benefits.3

In particular, working longer is a trump card for younger generations to attain the long-
term healthy financing of social security pensions, together with enjoying an adequate amount
of their benefits after retirement. It is absolutely necessary for pension policy makers to couple
with employment policy authorities in order to actualize working longer, and to induce a higher
LFPR for females.
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61 The abolition of the existing earnings test for those of age 65 or above is not realized yet.
It is one of policy challenges in the near future.
62 Any increases in the NPA can be a matter of policy options in Japan after the automatic
balance mechanism fulfills its mission of financial sustainability by reducing the current, too
generous replacement rate.
63 The first two serious factors are related to social and economic challenges for Japan
herself. They are almost beyond a control of pension policy authorities.
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Chapter 10

How Do Japanese Learn Lessons from Experiences of Other Counties in
Designing Social Security Pensions?

Takayama, N. Prof. Dr.
Professor Emeritus at Hitotsubashi University
President at RIPPA, Japan

10.1 Introduction®

This chapter demonstrates the Japanese way on how to learn from experiences of other
countries in designing/reforming social security pensions. Before going into discussion, it
makes a brief sketch on distributional aspects of the postwar Japanese economy under rapid
growth, with referring to the emergence of a “redistributive state,” highlights major reforms of
Japanese social security pensions during the period of diminished expectations, and focuses
motivations for mutual help, selfless reformers with foresight, and the current role of social
security pension benefits.

10.2 The High-speed Growth Period
In the high-speed growth period, wages and salaries of Japanese employees climbed
upward every year by a considerable amount in real terms, while income gaps got widened
between cities and rural areas, between salaried workers and farmers, and within salaried
workers among different industries.
In due course, however, the market mechanism began to operate to diminish these
income gaps, as is depicted in the left side of Figure 10.1.%°

64 This chapter is a slightly revised and extended version of my report on “How Japan Has
Handled Old-age Income Security?” presented at the Opening Ceremony of the Center of
Social Welfare and Governance Research, Zhejiang University, Hangzhou, 19 May 2018.
The set-up of a new research center, headed by Professor Wenjiong He, was to
commemorate the 40 years’ anniversary of China open-reform policy. By chance, Year 2018
is also the 40 years’ anniversary of the China-Japan Treaty of Peace and Friendship. It is a
sincere hope of the present author that the new institute will soon grow to become a center
of excellence (COE) as a prestigious and influential organization not only in China but also in
the rest of the world. There are several requirements for the COE. Among others, the
following five are essential; 1) foresight and outstanding leadership of Director, 2) high-
quality research output of international standard, 3) international engagements: net-working
and active collaboration, 4) significant contributions to the evidence-based policy formation,
and 5) neat dissemination of research activities.

8 The increase in Gini coefficient after around 1980 reflected the population aging, since the
within-age income gap got widened as ages went up in Japan.
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Figure 10.1  Gini Coefficient of Household Income in Japan
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It is mainly due to a rapid urbanization, a drift of population from rural to urban areas,
another drift from declining industries to growing ones, and increasing establishments of
production bases in local areas. This move was intensified by the tightening labor market.
The so-called Kuznets’ inverted U-shape hypothesis held good in Japan.

10.3 Emergence of A “Redistribution State” 66

Retired persons were left behind, enjoying few dividends from economic growth,
however. The market mechanism was found to be helpless in this point. The elderly were
then regarded as pitiful. There were loud and intense voices for a drastic increase in social
security old-age pension benefits.

In 1973, Prime Minister Kakuei Tanaka (H 9 f4%) announced that “Here comes the
First Year for Welfare Society (t&#l:7t4); we have decided to realize it by partially
transferring money from naturally increased massive tax revenues and social security
contributions owing to the ongoing rapid economic growth.”

The Tanaka administration enormously lifted the replacement rate of social security
pension benefits, introduced an automatic benefit-indexation to CPI, and enforced a drastic

cut of user charges (co-payments) of social security health care services down to JPY zero
for the retired elderly.

66 Regarding Section 10.3, Section 10.4, Section 10.6 and Section 10.7 in this chapter, more detailed
explanations were given by Takayama (2018).
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10.4 The Period of Diminished Expectations

The 1973 first oil crisis bitterly destroyed the rosy picture for future Japan. The period of
diminished expectations started. Policy makers were forced to take an opposite turn to
reduce the increasing social security benefits and to increase the rates of tax and social
security contributions, as well. These were reforms with pains and tears, quite unpopular to
the general public. Repeated challenges took place, but often went in vain.

Japanese had a weakness in dealing with the long-term problem. Sooner or later,
however, a majority of people were forced to realize that a crisis in social security would
come very shortly to them. Once they understood the gravity of the problem (for example,
falling into a current account deficit), they reluctantly accepted political compromises which
were required to overcome the problem.

Never-ending reforms have been carried out to contain spiraling social security costs (by
reducing the level of pension benefits and pulling up the normal pensionable age) due to a
population aging. Moreover, segmented social security pension systems were integrated
step by step to avoid bankruptcy for some financially-weak segments. At the same time, the
pension gap between civil servants and private-sector employees was completely deleted.

The latest overhaul of the social security pension system was made in 2004. It has fixed
the contribution rate unchanged for the next 100 years, thereby making the system to
virtually move from a pay-as-you-go defined-benefit plan to a pay-as-you-go “defined-
contribution” one. A new indexation formula that takes demographic factors into account was
introduced as an automatic balance mechanism, as well. It was expected to bring a negative
adjustment every year in real terms to pension benefits.

It is well known that working longer with higher productivity provides the most decisive
solution to cope with a population aging. Giving greater incentives to work longer is currently
the major policy concern in pension issues.

10.5 Motivations for Mutual Help

Social security is a system of mutual help. Cost sharing within social security requires a
sense of unity or togetherness among its participants. That sense varies depending on
different degrees of common interest and risk sharing.

Usually, families are the strongest body bound by common interest. Each company will
work as the second-strongest entity pursuing the common benefits. Neighbors or regions
come next. Religious groups can play some roles on giving alms or dedications to someone
in need. The last resort is the nation. Without any compulsory actions, the nation remains the
least potent in executing mutual help.

Through the process of industrialization, the role of families has been weakened.
Instead, there has been a growing demand for the nation to redistribute income for old-age
income security.

In mandating this redistribution, some words are necessary for the nation to induce
people to arrive at an agreement. Each country has its respective words for this inducement.
Examples are:

« "Solidarity” for Germany and France
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+ "Partnership” for the United Kingdom

+ "We are the No. 1 in the world” for the United States

+ "We are all Japanese” for Japan

How about China? Is it “All men are brothers (WUifE2 PN, 455 ei s« fL+)?

10.6 Selfless Reformers with Foresight

The history of pension reforms in Japan implies that challenges sooner or later make a
person well qualified to solve them. Mr. Kiyoshi Murakami (£ = &, a researcher) and Mr.
Shin-ichiro Yamaguchi ([l 1 #7—EE, an administrative official) were typical examples. Both
of them were selfless men of deep insight with a strong sense of responsibility for future
generations, working out the practical pension reform plans with foresight and full
persuasiveness.

The Late Mr. Kiyoshi Murakami The Late Mr. Shin-ichiro Yamaguchi

Japanese are quite happy and proud to have such outstanding reformers of pensions.

The present author firmly believes that China has her own pre-eminent persons who give
the right solutions to the existing problematic system of pensions. Be wise enough to
distinguish such exceptional figures from not a few pretentious experts with no discerning
eyes who often talk loudly for the sake of some specific group.

10.7 Current Role of Social Security Pension Benefits

Social security pension benefits are currently the major income source in old age,
especially for low- and middle-income groups in Japan, as is shown in Figure 10.2.
Moreover, Figure 10.3 indicates that Japanese elderly households are slightly better off than
young ones. These outcomes reflect repeated reforms based on painstaking efforts with
wisdom.
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Figure 10.2 Percent of Aged Receiving Social Security Benefits,
by Importance Relative to Income in Japan
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Figure 10.3 Average Household Annual Income per Capita by Age in Japan
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Note that the hard core of income in old age is social security pension benefits financed
by a pay-as-you-go defined-benefit (or notional defined-contribution) program, and not by a
funded plan. In almost all developed countries, situations make little difference.

Taking this stylized fact into account, how do you think of someone in China if he/she
proposes that governments should allow people to choose any tier’s pension scheme
voluntarily from public to private ones?

This proposal seems very similar to the contracted-out from social security, which Japan
once introduced and abolished later. The proposal is like saying that one of three sons who
have been sending money to support their parents would begin to save for his own, by
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stopping sending money to his parents. The two remaining sons will be adversely affected or
the income level of their parents will be reduced accordingly.

The pay-as-you-go defined-benefit supporting is based on a principle of mutual help, but
any opting-out funded schemes are essentially for their participants’ own interest for “cream
skimming.”%”

A behavior for seemingly cream skimming in pensions will often bring the opposite
outcome; any funded pension plan will turn, sooner or later, to be quite risky in securing old-
age income, as Takayama (2017a, 2017b) demonstrated.

10.8 Lessons from Experiences of Other Countries
It is quite important to learn lessons from experiences of other countries. Japan has
been very careful for doing it. If some reforms are necessary, related matters are first
intensively studied in detail country to country by government officials and non-government
researchers, as well. Then, policy makers cautiously examine what reforms in other
countries can most fit the ongoing Japanese context, since pensions reflect the history,
culture and philosophies of people living in respective countries. In comparing policy options,
policy makers place greatest significance on higher feasibility, and do not stick to introduce
cutting-edge or front-line measures.®® Modifications and refinements for promising options to
match the Japanese setting are seen any time.
Typical examples are:
Non-contributory sunset pensions for the elderly
Early benefit maturation
Cost-sharing in basic pensions
Establishment of the women’s pension right
Demography-related benefit indexation
Remember that Japanese seldom used any policy measure as it was which was
borrowed from other counties or proposed by foreign advisers. Foreign advisers and/or
experts from international organizations are most likely to have only superficial knowledge
on the Japanese context, yet hurry themselves to press their favorite. Research staff in
international organizations are not the smartest, in general. They usually are second-ranking
experts in their mother country.
Can you imagine that the most honorable Chinese economist Jinglian Wu (X245 E# 2 fifi)
would have served for more than 20 years as a staff member of some international
organization? The answer by the present author is absolutely “No”.°

67 Cream skimming is one of basic technical terms in economics. See the website below.
https://en.wikipedia.org/wiki/Cream_skimming

68 Sun Yat-sen ($2H'1LI) is said to have made a retrospective review of the 1894-95 Sino-
Japanese War that China bought up state-of-the-art warships which few Chinese knew how
to build and navigate, and that hired foreign advisers turned utterly useless in the pinch,
while Japanese sea forces made full use of non cutting-edge warships for themselves which
were improved by home-grown skills.

8 |n Japanese eyes, Dr. Jinglian Wu seems to have been one of the most distinguished
Chinese figures with penetrating intellect to think for themselves, confidently planning China
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Incidentally, in October 2017 at Beijing, the present author praised Robert Holzmann
as a Pope in charge of pension issues among international organizations since he was the
first World Bank official who made formal and affirmative statements on incorrect arguments
and the incorrect assumptions involved in funded pensions. But the present author did not
say “He is a Pope of pensions in academia.” The present author hopes his word-restriction
of October 2017 will tell its own story in China. If Robert Holzmann wants to be called as a
father or mother of notional defined-contribution plans, he should have promoted them as
the World Bank section director of social protection when he committed to the Liaoning
experiment of fulfilling empty account in 2001. 7°

Finally again, the present author strongly believes that Chinese policy makers will soon
regain their self-confidence in re-building the basic framework of their social security
pensions in the right direction by their own judgment.
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open-reform policy as the principal economist.

70 Robert Holzmann was really an excellent operator in international organizations. But,
Chinese pension experts should have known what Robert Holzmann did in Liaoning in 2001.
Robert Holzmann still seems to say that the failure in the Liaoning experiment might be
mainly due to insufficient “implementation” capabilities of Chinese administration, and not
due to the idea of the 1994 World Bank report on Averting the Old Age Crisis, thereby
escaping from his commitment-responsibility for people in Liaoning. If the present author
were a Chinese in charge of making policies on the pension program in China, he would
have never had invited Robert Holzmann again as a pension-adviser.
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A Tribute to the Late Mr. Kiyoshi Murakami
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PartIII Other Related Topics

Chapter 11

A Report on Sweden’s Tax and Social Insurance Contribution
Collecting System
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Chapter 12

Cost Sharing among Different Ages/Regions/Occupations in
Japanese Social Security Healthcare

Takayama, N. Prof. Dr.
Professor Emeritus at Hitotsubashi University
President at RIPPA, Japan

12.1 Introduction?

Cost sharing in Japanese social security healthcare has been growing and its current size
is quite massive. It is executed by pooled insurance contributions and statutory transfers from
general revenue. Due to dragged-out slowdown of her economy along with a rapid population
aging, a resulting persistent budget deficit has forced the central government to severely
contain an increasing amount of transfers from general revenue to healthcare. Consequently,
cost sharing by pooled contributions, especially by the supportive grants from actively working
generations to retired persons, plays an increasing role.

This chapter presents cost sharing in Japanese social security healthcare, with
highlighting their backgrounds and underlying philosophies. Before going into detailed
discussions of them, Section 12.2 explains the outline of healthcare system in Japan, and
points out its several unique features. Section 12.3 focuses the substantial differences of
medical expenses by age. Section 12.4 and Section 12.5 clarify how to share the medical cost
for elderly persons. Section 12.6 provides a brief outline of the Kokuho ([E f&) scheme
organized on a community basis and deals with its cost sharing between rich and poor regions.
Section 12.7 takes up varying insurance contributions among different provinces for the Kyokai
(##2) scheme of employees in SMEs. Section 12.8 concludes this chapter.

12.2 Outline of Healthcare Insurance System??

The Japanese insurance system of social security healthcare has the universal coverage.
Currently it is broadly composed of the following five schemes, covering different sectors of
the population by age and by occupation:

A: the scheme for the “Old-old” (those aged 75 and over: ##1E#n3)
B: the schemes for those of age 74 or younger
B1: for regular employees

2 This chapter is a revised and extended version of my report presented at the China-Japan
joint workshop on pensions, Beijing, 27 July 2018.

3 |kegami-Campbell (1995), Ikegami et al. (2011), lwabuchi (2013), Ministry of Health,
Labour and Welfare (2013, 2014, 2016, 2017c, 2018a, 2018b) make an overview of the
Japanese system.

132



civil servants (Kyosai: L)
employees in large firms (Kumiai: $15)
employees in SMEs (Kyokai: %)
B2: for non-regular employees, self-employed, pensioners, and others (Kokuho: [E{%)

Individuals have no choice of the schemes. The participation in the first Old-old scheme is
exceptionally on an individual basis. The schemes for regular employees are based on
employment, while the last scheme (Kokuho) is organized on a community basis. Dependent
persons are covered by respective schemes which their breadwinner participates in.”* 7> The
first and the last schemes (Old-old and Kokuho) are financially managed on a provincial basis
(BB B BLAL). 76

Poor persons’’ are exempted from participating in any schemes above mentioned, and
their medical costs are wholly covered by public assistance (ZEiE{##: EREELED).

There are several unique features in the current Japanese healthcare insurance system.
Among others,

1) at retirement, regular employees are usually obliged to move from their schemes
(Kyosai, Kumiai, or Kyokai) to the last one (Kokuho).”® The Kokuho has no choice but just
mandate the retirees to participate in its scheme;

2) the social security coverage of medical care service and its reimbursement to providers
are the same for all the programs;

3) each patient in Japan enjoys free access to any medical service providers at any time,
purchasing most available medical treatment at a publicly determined price through social
insurance program for healthcare;

4) the copayment (user charges) is basically 30% of medical costs, while special
reductions are given to older people of age 70 or over and infants less than 6 years old (Table
1).7%:80 Moreover, a very generous ceiling on copayment is implemented, and any amount

74 Dependent persons do not directly pay their own insurance contributions. Instead, their
breadwinner pays them based on his/her salary (Kyosai, Kumiai, and Kyokai) or on his/her
annual income, number of household members, etc. (Kokuho). Dependent persons have
their own health insurance card individually.

> Dependent persons in China are to be all covered by a community-based scheme. This is
a big difference between China and Japan. See Katayama (2018).

76 Japan currently has 1724 cities (fiir#) and 47 provinces (#5i&/F%) in 2019. Each city
belongs to the respective province.

"7 Their number was 1.7 million; 1.4% of the total population in 2014.

8 |In China, retired employees remain in the same scheme as before in many cases.

9 To be more accurate, prior to the start of compulsory education. The copayment for infants is
virtually reduced a great deal or even to a nil, due to special political considerations by almost all
municipalities.

80 The copayment in China is quite different from that in Japan. Chinese people are asked to
first pay 100% of the medical expenses up to the stipulated amount in many cases, and after
these deductible expenses, a copayment rate ranging from 3% to 40% is applied. Moreover,
there is the upper ceiling above which Chinese patients are again forced to pay 100% of
their medical expenses. Each deductible amount and each upper ceiling vary between the
inpatient and the outpatient, and the copayment rate depends on the different ratings of
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that exceeds the fixed monthly threshold is to be reimbursed in order to ensure that the
financial burden on the patient does not become too heavy. The system is called “Refund of
High Medical Expenses (/=%E/%#% 2| ).” Its standard case for a middle-wage earner®' is
presented in Figure 12.1;

Table 12.1 Copayment by Age

Age Copayment (%)
0-5 20

6-69 30

70-74 202
75+ 102

a: 30% exceptionally for those households with annual income of JPY 5.2 million or higher (for single
households, annual income for JPY 3.83 million or higher).

Figure 12.1 Ceiling on Copayment for Middle-income Earners

«—— Monthly Medical Expenses: JPY 1 million —»

<« Copayment —»

Refund: JPY 300,000 — JPY 87,430 = JPY 212,570

Individual Ceiling: JPY 80,100 + (JPY 1,000,000 — JPY 267,000) X 1%
= JPY 87,430

Note: Figure 12.1 takes up a case of JYP 1 million for the amount of monthly medical expenses. The
amounts of JPY 80,100 and JPY 267,000 together with the percentage of 1% are all given by
the legislation concerned. The middle income is defined as the annual income between JPY
3.7 million and JPY 7.7 million. The exchange rate as at 10 September 2019: RMB1 Yuan =
JPY15.1

hospitals and/or where the hospital is located or whether the hospital is administered by the
corresponding local government. These Chinese system looks like a private insurance one.
81 There are five different minimum amounts of copayment above which the reimbursement
is available. They are set by respective income classes.
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Figure12.2 Copayment in Practice

Annual Income of household (JPY)

11.6 million +

7.7 - 11.6 million
\ e 3.7 - 7.7 million
\ = = less than 3.7 million

1
200 — ‘
\ -==-zero taxable income

10.0

0.0
0 50 100 150 200
Monthly Medical Expences
(JPY 10,000)

Source: Ministry of Health, Labour and Welfare, Japan (2018c).

Note: less than age 70.  Case: 30% copayment rate

Figure 12.2 depicts varying institutional percentages of the copayment among different
income groups. In fact, the effective copayment rate on the national health expenditure basis
was about 11.6% on average in 2015.82

5) in contrast to the benefit side, each program for healthcare adopts a different financing
method. Generally speaking, schemes covering low-income persons as their major part
receive statutory transfers from general revenue of the central and/or local governments, 8384
and first Old-old scheme additionally receive supportive grants from all the other schemes
whose major income source is the insurance contribution paid by their enrollees (and their
employers).

There are following two principles in paying medical expenses.

1) The Old-old and Kokuho schemes are not responsible for higher average ages of their
participants. Differences in average annual medical costs due to different age
distribution have thus to be adjusted for equity consideration.

2) Persons with the same level of income should pay the same amount of contributions,
regardless of regions, provided that the age-adjusted medical costs per person remain
same. Differences in the average income level among different regions are another
structural factor to be adjusted for achieving horizontal equity.

Reimbursement to healthcare providers is principally based on fee-for-service schedule
(Hi3k @ #41)) that is uniform among different healthcare schemes. The amount of aggregate
annual healthcare expenditure in 2016 was 7.8% of GDP, which is relatively low among major

82 See MHLW (2018c) for more details.

83 |n addition, schemes without employers’ insurance contributions receive statutory
transfers from general revenue.

84 In 2018, transfers from the central government to social security healthcare totaled up to
JPY 11.6 trillion, which was almost the same as the amount to social security pensions (JPY
11.7 trillion).
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old countries.®> Due to the rapidly aging population, however, it will further increase steadily
until around 2040.

12.3 Substantial Differences of Medical Expenses by Age

Figure 12.3 gives annual medical expenses per person by age in 2015. It shows that they
very much varied among different age groups. For example, they were JPY 159,000 for those
less than 15 years old, JPY 120,000 for those between 15 and 44, JPY 285,000 for those 45
and 64, and JPY 742,000 for those 65 and above. For the old-old persons aged 75 and above,
they were JPY 929,000, about 7.7 times the expenses of those between 15 and 44 years old.

Elderly people are heavy users of medical care services, and consequently in 2015, 59%
of aggregate medical expenses were incurred on the people aged 65 and above,? while their
share of the total population was 27%.

On the other hand, the average annual income is relatively low for participants in the Old-
old scheme, as is indicated in Table 12.2, and thus the Old-old scheme can hardly be
maintained independently. Some cost sharing is required among different age groups.

Figure 12.3 Annual Medical Expenses per Person by Age in 2015
(Age)
100~ 117.7
95~-99 117.2
90~94 110.7
85~89
80~84
75~79
70~74
6569
60~64
55~59
50~54
45~49
40~-44
35~39
30~34
25~29
20~-24
15~19
10~14

0 20 40 60 80 100 120 140
(IPY 10,000)

Source: Ministry of Health, Labour and Welfare, Japan (2017b)

8 See Honkawa Data Tribune (2019).
8 The aggregate amount of medical expenses for the Old-old was JPY 15.1 trillion in 2015,
amounting to 35.7% of the total expenses. Its share has been steadily increasing.
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Table 12.2 Basic Statistics by Healthcare Scheme in 2015

Schemes
Kyosai Kumiai Kyokai | Kokuho Old-old

No. of participants (1,000) 8,774 29.136 | 37,165 | 31,822 | 16,237
(share, %) (6.9) (23.0) (29.3) (25.1) (12.8)
Participation Rate (%) (Age 65-74) 1.5 3.1 6.4 38.7 —
Average Age 33.1 34.6 36.9 51.9 82.3
Annual Medical Expenses per Person 157 154 174 352 952
(JPY 1,000)
A A Il

verage Annual Income 637 | 552 | 3.79 1.4 0.8
(JPY million)
Transfer from General Revenue 0% 0% 16.4% 41% 33%
Rate of Insurance Contributions (%) 9.24 9.03 10.0 — —
Average Annual Contributions 271 221 187.0 139 67
(JPY 1,000)
A te A | Medical E

geregate Annual edical Expenses 137 | 449 | 641 | 1146 | 15.21
(JPY trillion)
Aggregate Annual Copayments 030 | 098 | 142 | 199 | 119
(JPY trillion) ]
Aggreg.at.e Public Transfers - . 1.92 4.27 7.04
(JPY trillion) i i
Aggreg-at.e Supportive Grants Paid 0.58 1.84 1.98 1.34 A 5.85
(JPY trillion)
A te | Contributi R ired

ggreg-a.e nsurance Contributions Require: 219 6.80 799 289 113
(JPY trillion)

Source: Ministry of Health, Labour and Welfare, Japan (2017b)

Notes: (1) Average annual income for employment—based scheme is calculated by excluding
salaries more than the upper limit. Average income and contributions for Kokuho are
exceptionally on a household basis. (2) Transfers from general revenue includes
transfers from local governments, as well. (3) Rates of contributions are combined
ones for the employees’ portion and their employers’ portion. (4) Annual contributions
are the employees’ portion only for Kyosai, Kumiai and Kyokai. (5) The aggregate
supportive grants for Kokuho is a net amount subtracting JPY 390 billion (received for
the young-old) from JPY 1.73 trillion (paid to Old-old).

12.4 Cost Sharing for the Old-old of Age 75 and over
In 1983, a cost sharing scheme was established for the elderly. Several reforms were
carried out thereafter, and the latest overhaul was seen in 2008.

Basic Framework

The main contents of the current Old-old scheme are as follows.

The old-old (age 75 and over) pay a lower share of their medical costs; their copayment
(FBF£4H) is basically 10% as described above,®” and additionally their insurance
contributions (&% £}) are set only to finance 10% of the remaining aggregate costs (Figure
12.4).

87 Their effective copayment rate in practice was 7.8% in 2015. Some experts assert that the
basic rate of copayment for them should be lifted up to 20% as that for those of age 70 to 74.
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Figure 12.4 Cost Sharing in the Old-old Scheme

Supportive Public
Grants Transfers
(40%) (50%)

Contributions
(10%)

Note: Copayments are excluded.

The major part of aggregate medical costs for the Old-old are financed by statutory
public transfers from general revenue (A% £1#H; 50%) and the supportive grants (3<#%4)
from all the other schemes of younger groups (40%) as is demonstrated in Figure 12.4.88.89
Public transfers come from both the central government and local governments. Their
respective shares are 2:1. Among local governments, provinces and their cities share the
transfers equally on an aggregate basis.

The supportive grants are first divided into two parts by the head count ratio between all
employment-based schemes and Kokuho.®® Then, among the employment-based schemes,
each share is decided to be proportional to respective aggregate amounts of salaries. The
ability-to-pay principle is completely applied within the employment-based schemes in
sharing the supportive grants. The average income of participants in Kokuho are lower than
that of participants in any employment-based schemes as is shown in Table 12.2, however.
Kokuho is forced to bear heavier burdens by the first per-head principle on cost sharing.®’

Insurance Contributions

Contributions by participants in the Old-old scheme are composed of two portions: a flat-
rate amount and an income-related portion (which is proportional to income).®? Each share on
an aggregate basis is normally 50:50 where the average income of the old-old in the province

88 To be precise, statutory public transfers are 47%, due to no public transfers to old-old
persons who enjoy a higher level of income as actively working employees. Supportive
grants are lifted up to 43%, then.

89 Statutory public transfers are perfect testimony to a government commitment, and a
reflection of generous thought to low-income earners. On the other hand, the supportive
grants are for reducing the share of insurance contributions. Note further that public transfers
are financed not only by income taxes, real-estate taxes, and VAT, but also government
debts in current Japan. That is, healthcare costs for the elderly are partly covered by deficit
bonds, which is putting off their burden on to future generations.

9 |n calculating each head count ratio, the number of dependent persons is taken into
account.

91 Moreover, the average income of Kokuho participants vary by province. Under the per-
head principle, the Kokuho groups in poorer provinces are further forced to bear much
heavier burdens than those in richer provinces.

92 Contributions are individually deducted from social security pension benefits of each
participant in the Old-old scheme before he/she receives pension benefits.
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concerned equals the national average. Any province with a higher average income has a
share of more than 50% for the income-related portion. Elderly persons with lower income are
applied to the reduced amount for the flat-rate portion. The reductions are 70%, 50% and 20%
depending on the level of income.®3 %* Their gap is covered by additional public transfers.%
The upper ceiling has been set up for the annual amount of combined contributions, and the
latest annual ceiling is JPY 620,000 in 2019 (Figure 12.5).%

Contributions Figure 12.5 Insurance Contributions in 2019

(JPY 10,000)
A

62

Income-related Portion

Flat-rate Portion

153 168 224 270 Annual Pension Benefits
(JPY 10,000)

There remains a considerable gap (1.5 times) among different provinces in annual
medical expenditures per person for the Old-old even after the difference in the age structure
is adjusted, as is presented in Table 12.3.%7 Still more, even when annual medical
expenditures per person is same, municipalities with richer participants could levy a lower
rate of contributions on each participant. Currently there is no social pooling of insurance
contributions between rich and poor provinces in the Old-old scheme.

93 There remains a transitory reduction of 85% in 2019.

9 Those persons with reduced contributions are 8.26 million in number, amounting around
52% of the total participants of Old-old in 2015. Due to these reductions, the share of the
flat-rate portion was pulled down from normal 50% to actual 37% on average, and no
province had a share more than 50% for that portion.

9 These reductions (JPY 270 billion in total) together with other factors cut down the share
of contributions from 10% (above mentioned) to around 7% in practice in 2015.

9% The annual ceiling is set for persons with the annual amount of pension benefits of JPY
8.64 million or more in 2019.

7 This gap can be used to give great incentives to those provinces with higher medical costs per
person for containing them, by imposing higher amounts of contributions and copayment. The gap
in the annual flat-rate contribution per person was 1.8 times (JPY 29,700 vs JPY 16,900) between
provinces and the gap in the rate of insurance contributions was 1.6 times (11.47% vs 7.15% of
taxable income) among them.
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Table 12.3 Gap of Age-adjusted Annual Medical Expenses per Person by Province in
2015: The Old-old Scheme (Top 3 and Bottom 3)

Province Rank Medical Expenses (JPY million)
Kochi (%) 1 1.15 (1.23)
Fukuoka (f# i) 2 1.14 (1.22)
Nagasaki (F:IIFr) 3 1.09 (1.17)
National Average 0.93 (1.00)
Aomori (F#k) 45 0.80 (0.86)
lwate (5 F) 46 0.75 (0.81)
Niigata (#i%) 47 0.75 (0.81)

Note: Figures in () indicate each ratio to the national average.
Source: MHLW (2017d)

Adjusting Income Gap among Regions

Equal footing can be attained through a following adjustment mechanism, as is
illustrated in Figure 12.6.

Let us consider a two-province case; one is rich and the other is poor in terms of
average annual income (M1 and Mz), where M1<Mo2. Provided that all other things are equal
(the amount of age-adjusted annual medical expenses per person, the amount of flat-rate
contributions per person, the amount of income-related contributions per person), the rates
of income-related contributions (r1 and r2) differ between the province 1 and the province 2,
where r1>r2. That is, the poor province 1 has to levy a heavier burden.

Figure 12.6 Income-gap Adjustment
JPY)

g2

g1

Income- /
related —
I \1'2 I

Contributions

per Person

Flat-rate ) >
Contributions M M Mo income
per Person

Source: Komatsu (2008)
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If equal footing is required, then both provinces should have an equal rate of income-
related contributions. The equal rate of income-related contributions can be calculated as
follows. Let M be the average annual income of the two provinces combined, then r is equal
to the average rate of income-related contributions as a whole. We then have g1 and gz as
differences of the amounts of income-related contributions per person between before and
after required adjustments. If some adjustment fund is set up, and it collects the supportive
money (g2 multiplied by its number of persons P2) from the rich province 2, while giving
subsides (g1 multiplied by the number of persons P+1) to the poor province 1, then an income-
gap adjustment is completed.%

Japan currently has a different way of equal footing from the example stated above.
7.5% of the aggregate medical expenses (copayment excluded) are currently transferred
from general revenue of the central government to each province. This adjusting money is
called as the general subsidy (#F#% 22 {4 4), which is one component of public transfers
given in Figure 12.4.%° Using this general subsidy, the income-gap among different
provinces is partly adjusted.

Its adjustment mechanism is as follows. Let us take three provinces, where their average
annual incomes are denoted as M1, M2, and Ms. If M3 = M (the national average), then no
adjustment is done, and the original subsidy of 7.5% remains unchanged for the province 3.
If M1 = 0.8xM, then the poor province 1 can levy 80% of the income-related insurance
contributions C1 (which is calculated as if its average income were equal to M), and the gap
is made up for an additional general subsidy. Consequently, the province 1 finally receives
the original 7.5% subsidy plus 20% of C1 as the general subsidy. On the other hand, the
province 2 is rich and their income is given as M2 = 1.3xM. Then, the province 2 is asked to
levy 130% of Cz (calculated as if its average income were equal to M), and its general
subsidy is reduced in turn. The province 2 finally receives the original 7.5% subsidy minus
30% of Cz2 as the general subsidy.

Currently all provinces receive more or less the general subsidy from the central
government, and only a part of the general subsidy is used to adjust income gaps between
rich and poor provinces.

12.5 Cost Sharing for the Young-old of Age 65-74

As for those elderly of age 65-74 (Rl k%), around 80% of them currently participate
in Kokuho. The majority of them are retired persons who moved from employment-based
programs. The amount of medical costs per person for this age-group is relatively expensive,

% |n this case, g1xP1 is not always equal to g2xP2. Consequently, the adjustment fund has to
hold its own reserves or to receive transfers from general revenue.

9 There is another subsidy from the central government, called “the special subsidy (75!
A2 F142).” Itis for helping provinces suffering from natural disasters and other specific
difficulties, and currently is 0.83% of the aggregate medical expenses (copayment
excluded). The other components of public transfers are all proportional to the medical
expenses.
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as is shown in Figure 12.3. If no scheme of cost sharing for them had been implemented,
then Kokuho would have faced serious financial difficulties.

The special cost sharing method was invented in 1984, and its latest revision was done
in 2008. The current method is depicted in Figure 12.7. The basic idea is that each
healthcare scheme has to share the medical expenses as if its participation rate’® of the
young-old is equal to the national average. Let us denote each participation rate by r;,,
where r1<rz,and r is its national average. Further let us denote each amount of annual
medical expenses per person for the young-old and each number of participants of age less
than 75 by E; and P; respectively. Then the amount of grants paid in the cost sharing
scheme is given by E1xP1x(r—r1), whereas the amount of grants received is given by
E2xP2x(r2—r).101

Through this kind of the cost-sharing arrangement, Kokuho receives a massive amount
of grants from all the employment-based schemes. Table 12.4 presents cost sharing for the
young-old in practice in 2018. It shows that Kokuho received the grant amounting annually to
JPY 3.6 trillion. It was a little more than its aggregate amount of insurance contributions,
equivalent to around one fourth of its total revenue. In other words, cost sharing for the
young-old operates as another method of income transfer from actively-working younger
persons to retired older ones, though Japan has no independent healthcare scheme for
them.

Figure 12.7 Cost Sharing for the Young-old

i<_E1><P1_>E 54_E2XP2_>E

100 The participation rate for each scheme is defined as the number of participants of age
65-74 divided by the total number of participants of age less than 75.

101 Using E, as a base for cost sharing may have no incentives to containing higher
medical expenses of Kokuho.
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Table 12.4 Grants Paid and Received for the Young-old in 2018

Scheme Annual Amount (JPY trillion)
Kyosai (3£7) 0.5 (paid)
Kumiai (f15) 1.5 (paid)
Kyokai (12%) 1.5 (paid)
Kokuho ([Elf%) 3.6 (received)

Note: Figures are based on the budget for fiscal Year 2018.

Through cost sharing in the Old-old scheme and a special arrangement for the young-old
above explained, social security programs for healthcare are becoming very similar to those
for pensions, in that the basic feature of the program is income redistribution from younger
and middle-aged to older people.

12.6 Cost Sharing in the Kokuho Scheme

Overview of Kokuho

Kokuho dates back to 1961 when all the remaining others than participants in the
employment-based healthcare insurance programs were mandated to enroll in the community
(city)-based program. It includes self-employed persons, farmers, independent workers, non-
regular employees, the unemployed, and retired persons.'%? Their average age is relatively
high, and thus their average medical cost per person is relatively high, as well. Still more, their
average level of income is relatively low. Incidentally a little less than 30% of Kokuho
households had no taxable income in 2015 (see Table 12.5).

192 The maijor part of the Kokuho participants has changed dramatically for the past 50
years. In 1965, farmers and the self-employed people were 68% in number, while in 2015 its
share dropped to 17%. In turn, non-regular employees and persons with no occupation
(including pensioners) were 34% and 44% respectively in number in 2015.
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Table 12.5 Income Distribution of the Kokuho Households in 2015

Annual Taxable Income Household Share
(JPY 10,000) (%)
0 28.4
1~99 28.2
100~199 22.9
200+ 20.5
Total 100.0

Average Income: JPY 1.40 million
Number of persons per household: 1.66

Note: Annual taxable income is calculated by deducting JPY 330,000 from annual
earnings. Here, annual earnings are obtained by subtracting business
expenses from its returns, or by subtracting the statutory deduction from public
pension benefits.

Source: MHLW, The 2015 Facts and Figures of Kokuho (| B Heffp E i)

The insurer of Kokuho is each city. In 2015, the small-size Kokuho insurers of less than
3,000 participants were 471 in number, one fourth of the total (1716). Their fragmented
financial condition was quite unstable. Furthermore, even within each province, there were
considerably huge gaps among their cities in the annual medical expenses per person (the
maximum 2.6 times within Hokkaido province), the average level of annual income (the
maximum 22.4 times within Hokkaido province), and the average amount of insurance
contributions (the maximum 3.6 times within Nagano province).

In 2018, a new cost sharing scheme within each province launched. That is, the main
body for Kokuho financial managements of healthcare services moved from cities to their
province. Each province is responsible to pay all the medical expenses to medical-service
providers, while it collects the required money ([Ef& ¥ #11+4) from its member cities.
Each amount of the required money is decided by the province and is levied on its member
cities.

Money Flow of Kokuho

The chart of current money flow is demonstrated in Figure 12.8. Insured persons of
Kokuho receive medical services in kind from medical-service providers by directly paying
the copayment A (F2# & #157) to them. 103

103 Participants can receive cash payments, as well, such as the refund of high medical
expenses (742 ), lump-sum allowance for childbirth/child-nursing (HiEEE IE—FF4r)
and others. These cash payment is not illustrated in Figure 12.8.
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Figure 12.8 Money Flow of Kokuho
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The copayment by patients is basically 30% of the total medical cost. However, a
reduction applies to the specified age-groups, and there is an upper limit in copayments.
Consequently, the effective copayment rate was 17.3% of the aggregate medical expenses
in 2015.

Medical-service providers send the bills of the remaining medical cost to the Federation
of Kokuho ([EIf&# 4 23)1%4 and receive the reimbursements K after the professional checks
and approvals from the Federation of Kokuho.

As is explained above, the current main body for Kokuho financial managements is each
province where its special account (5512 5f) for Kokuho works as a social pool for paying
the reimbursements K to medical-service providers through the Federation of Kokuho, and
for paying the supportive grants J to the Old-old scheme through the Adjustment Fund (3<#A

).

104 The federation of Kokuho is set up on a province basis.
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Figure 12.9 Cost Sharing in the Kokuho Scheme
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Note: Copayments are excluded.

Figure 12.9 demonstrates the financial sources of the special account for Kokuho at the
province level together with their respective shares. Its major source is the supportive grants (fi
i fineg 221 42) for the Young-old of age 65 to 74 which come from the employment-based
healthcare schemes (I in Figure 12.8), as is already described in Section 12.5 in this chapter.
The remaining sources are public transfers, subsidies'®® and insurance contributions, and the
share of public transfers is statutorily set to equal 50% of those sources.

Public transfers are made up of the following 4 components.

1)

3)

4)

The basic transfer from the central government (&3 [E# £ 1). It was initially 20% of
the aggregate medical expenses. It was once increased up to 40% of the aggregate
expenses (copayments excluded). But, due to embarrassed state finances, together
with a new introduction of transfers from local governments, it was decreased step by
step to 32% of them (both copayments and supportive grants excluded) from 2012
on.

The general grant from the central government for partly adjusting the income-gap
among different provinces (1% 22 {1 4%). Its standard rate is 7% of the aggregate
medical expenses (two components excluded, as mentioned above). Rich provinces
receive less than 7% of them, whereas poor provinces do more than 7%.

The special grant from the central government (47 5I5H#& 22 {1 4) for helping
provinces/cities which suffer from natural disasters and other specific difficulties. As a
whole, it is 2% of the aggregate medical expenses of Kokuho (two components
excluded, as mentioned above).

The grant from its own province (#5:E /i A4). Its share is 9% of the aggregate
medical expenses (two components excluded, as mentioned above).

105 Subsidies are mainly for reducing the share of insurance contributions.
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The first 3 components are shown as G in Figure 12.8, while the 4th component is
denoted as H in the same Figure.

Regarding subsidies, Kokuho receives following 5 kinds of them.

5) The compensating grants for reduced contributions (£&FEHEE 5)) toward low
income persons. 75% of them are subsidized by the province and the remaining 25%
by the city. They are shown as D and E in Figure 12.8.

6) The subsidizing grants for paying high medical expenses above JPY 800,000 per
month per person (/&5 %8 =& 2 £ $H4:).1 The central government and the province
share each 25% of them, and the remaining part (50%) is paid by insurance
contributions. The grants are included in G and H shown in Figure 12.8. 1%7

7) The subsidy for supporting insurers of Kokuho ({#§%# 3 4%47), which corresponds to
the varying number of low income persons. The central government shares 50% of
its subsidy (shown as C in Figure 12.8), while the remaining 50% is shared half and
half by the province and the city (both included in D and E respectively in Figure
12.8).

8) The stabilization grant (}4 B2 &1t 3 4% 57) from the central government for helping to
level off the average amount of contributions among different cities.'%® This grant is
included in C in Figure 12.8.

9) The subsidy (PR 25 7) 3% 57) from the central government for encouraging local
governments to make medical expenses more reasonable and to promote a healthier
life there. This subsidy is included in G in Figure 12.8.

Owing to the implemented massive amounts of supportive grants, public transfers and
subsidies, the share of the insurance contributions is reduced to 24% of the aggregate
annual medical expenditures (copayments excluded), as is shown in Table 12.6.
Nevertheless, burdens of insurance contributions in Kokuho are still heavier than those in
the employment-based schemes. %

106 There is an additional subsidy for paying much higher medical expenses more than JPY
4.2 million per month per person. This subsidy comes from the central government.

197 China has a unique system for managing high medical expenses in the community-
based scheme. Itis a joint venture of the community and private insurance companies.

198 There is an additional money transfer, though not legislated by statute, coming from
many cities (which is included in E in Figure 12.8). This transfer is to make up for the deficit
of the special account of Kokuho at the city level, arising mainly from hesitating to levy
higher insurance contributions and/or a lower collection rate of contributions. The aggregate
annual amount of this transfer was JPY 300 billion in 2015, which decreased the amount of
contributions from JPY 3.0 trillion to JPY 2.7 trillion.

109 |n 2015 the average rate of contributions for Kokuho was 9.8%, whereas that for Kumiai
was 5.7% (employers portions excluded).
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Table 12.6 Financial Sources of Kokuho in the 2019 Annual Budget

Source Amounts Share
(JPY trillion) (%)

Supportive Grants (Ri#iE#IRE R (TE) 3.49 31.8
Basic Transfer (EXEE&IE) 2.29 20.8
General Grant (F@BRAER(TE) 0.64 5.8
Special Grant ($FBIFAEER (&) 0.18 1.6
Grant from Province (FBERFEBZEAE) 0.64 5.8
Grant for Reduced Contributions ({RE&FIEER) 0.44 4.0
Subsidy for High Expenses (S#EEEE&IEE) 0.19 1.7
Subsidy for Supporting Insurers (fREEEX1E) 0.26 2.4
Stabilization Grant (MABZRE{LZIE) 0.10 0.9
Subsidy for Encouraging Insurers ({REEEBHXIE) 0.09 0.8
Insurance Contributions ({RE&%}) 2.67 24.3
Total (#31) 10.99 100.0

Note: Copayments are excluded.

Allocation of the Required Money: Cost Sharing among Regions

The aggregate amount of required money for each province ([Ef£ZF 2 #fF4:) is given
by deducting supportive grants for the Young-old, public transfers and subsidies from the
aggregate amount of annual medical expenses (copayments excluded), and by adding the
supportive grant to the Old-old scheme. This amount is allocated into its member cities by
each province. Each member city has to pay exactly the same amount of the allocated
money to its province. In allocating this money, age gap and income gap are both taken into
consideration. This section explains how these gaps are currently adjusted in the Kokuho
scheme.

(1) Adjusting Age Gap

Age gap is seen between provinces and also within provinces. Age gap between
provinces is adjusted through cost sharing for the Young-old (7115 53 based on their
respective participation rates, as is described in Section 12.5 of this chapter.

Age gap within provinces is adjusted as follows. Take City A for example, and let N; and
M; indicate each number of Kokuho participants in its city and each national-average
amount of annual medical expenses per person by 5-year age groups i respectively, then
the total sum of (M; X N;) divided by the total number N of Kokuho participants in City A
means the amount of annual medical expenses per person in that city, provided that medical
expenses per person of City A by age were equal to the national average. The age-adjusted
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index is given by Y /[sum of (M; X N;)/N], where Y demotes the actual amount of annual
medical expenses per person in City A.1"0

If this index is more than 1, the age-adjusted medical expenses are relatively higher than
the national average. Using this index, cost sharing among cities is executed.

(2) Adjusting Income Gap

There are mainly two policy measures for the authorities to adjust income gap.'" One is
the general grant from the central government (&8 5% 22 £ 432), and the other is the
required money levied on its member cities by each province ([E{fH £ 4).

The adjustment mechanism of the former is essentially the same as that of the Old-old
scheme, as already explained in Section 12.4 of this chapter. If Province P has its average
annual income being equal to the national average, then it receives the standard 7% of its
aggregated medical expenses as the general grant. If Province Q is rich, enjoying a higher
income level, then its general grant is reduced to less than 7%. If Province R is poor, having
its average income less than the national average, then it receives more than 7% as its
general grant, which enables Province R to set the share of income-related insurance
contributions to less than 50%.

All the statements above assume that the age-adjusted annual medical expenses per
person in Provinces P, Q and R is same. If this amount is different among these provinces,
then the general grant is further adjusted, being proportional to the age-adjusted index
above explained in Section 12.6 of this chapter.

Allocation of required money to the member cities ([Ef& 3111+ 4x) is sophisticated.
In allocating it, the money is divided into two parts; one is proportional to the head-count
ratio (AN%%#), and the other is an income-proportional portion (F743%)."12 There is a
guideline that the standard shares of them are 50:50, provided that the average income of
the region is equal to the national average. Any city with a higher (lower) level of average
income is asked to have a share of more (less) than 50% for the income-proportional
portion.

Take Province P for example which has 3 member cities, A, B, and C. Let assume that
the amount of age-adjusted annual medical expenses per person of Province P (and its cities
A, B, and C) is equal to the national average, and that each number of participants and the
amount of average annual income in member cities are given as presented in Table 12.7. The
amount of the average annual income per person in Province P is assumed to be equal to
the national average (JPY 10,000), and the aggregate amount of required money for this
province is assumed as JPY 100,000. Then, each share of two portions is 50:50 on the
province basis, and each allocated amount is shown in Table 12.7.

10 In practice, the age-adjusted index is calculated as its moving average of the latest three
years.

111 Another measure is the subsidy for supporting insurers (k% <#24).

"2 |n practice, the head-count ratio can be combined with the per-household portion, and
the income-proportional portion can be matched with the real-estate-related one.
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Table 12.7 Allocation of Required Money: Example 1

Required M A te Al t
i Number of | Average income |Index of Medical equired Money ggrfega € Amoun Income Ratio
City Participant UPY) E per Person (JPY) of Required Money (JPY)
articipants xpenses Portion 1 Portion2 | Portion 1 | Portion 2 Total Portion 1 | Portion2 | Total
A 50 10,000 1.0 500 500 25,000 25,000 50,000 0.050 0.050 0.100
875
B 20 17,500 1.0 500 10,000 17,500 27,500 0.0286 0.050 0.0786
(500 x 1.75)
250
Cc 30 5,000 1.0 500 15,000 7,500 22,500 0.100 0.050 0.150
(500 % 0.5)
Total 100 10,000 1.0 — — 50,000 50,000 100,000 — — 0.100

Note: It is assumed that the amount of age-adjusted annual medical expenses per person and the level of
annual income for Province P are both the same as their national averages. Portion 1 indicates the part
by the head-count ratio, and portion 2 means the income-proportional one. Figures highlighted in blue
are the assumed ones.

Table 12.7 implies that without the income-proportional portion, the poor city C would

have been forced to pay quite heavier burdens due to the portion by the head-count ratio

only, though the head-count principle will equalize the burdens per person among cities in
Province P. With the combined income-proportional portion, the relative burdens of City C
are reduced, although its burdens still remain relatively heavy. Anyway, the income-

proportional portion operates as a gap-decreasing factor, and enables each rate of insurance

contributions (the income-proportional portion) of the member cities to be same if all their

indexes of age-adjusted annual medical expenses per person remain same. '3

Table 12.8 Allocation of Required Money: Example 2

Required M A te A t .
) Number of | Average income |Index of Medical equired Money ggrfega e Amoun Income Ratio
City Participant OPY) E per Person (JPY) of Required Money (JPY)
articipants xpenses Portion 1 Portion 2 | Portion 1 | Portion 2 Total Portion1 | Portion2 | Total
D 50 10,000 0.8 400 400 20,000 20,000 40,000 0.04 0.04 0.08
E 50 10,000 1.2 600 600 30,000 30,000 60,000 0.06 0.06 0.12
Total 100 10,000 1.0 — — 50,000 50,000 100,000 — — 0.10

Note: It is assumed that the average level of annual income in Province Q and its member cities D and E is
all equal to the national average, and that each number of participants for D and E is also equal. The
index of annual medical expenses per person is given as age-adjusted, and is assumed to be different
between D and E as 0.8 vs 1.2. Figures highlighted in blue are the assumed ones.

Table 12.8 demonstrates another allocation of required money in the case that the
indexes of age-adjusted annual medical expenses per person vary among different cities.
Table 12.8 takes up Province Q which has two member cities, D and E. D and E have the
only difference in levels of the index of medical expenses, assuming all other things being
equal. It is shown that the required money for the member cities is proportional to the varying
index of medical expenses, and this holds true for both portions. In short, a guiding principle
is that if the average level of income is same for the two cities concerned within a certain
province, the required money per person levied is proportional to the age-adjusted average
medical expenses per person of each city."'* The different level of the age-adjusted medical

~

113 This adjustment is done by the general grant from the central government (3% 5z 1+

).

14 There are some rooms, though exceptional, for provinces not to set the required money
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expenses per person remains untouched in cost sharing. It is a matter of each insurer, and
insurers are encouraged to have more cost-effective healthcare services by other policy
measures.

Offer of the Standard Contributions

When a province gives the formal notice of each annual amount of the required money
to its member cities, it offers the standard insurance contributions to them, as well, as a pro
forma amount. The comparative list of them together with the index of age-adjusted medical
expenses per person and the average income can visualize their differences among member
cities, and thereby promote their leveling within its province. This leveling is preferred after
the unit of social pooling was scaled up to each province.

The base for calculating the standard insurance contributions is given by deducting two
subsidies'® (for supporting insurers (f&f# 3 1%) and for encouraging insurers (FRFRE 53 1)
X 1%)) from the required money, and adding the expenses for implementing health programs
(PRfE=23£).18 In calculating standard contributions, each province takes into account the
standard collection rate of contributions for respective cities.’"”

Insurance Contributions''®

Each insurer (city) decides the actual contribution rate, referring to the standard one
given by its province, with taking into account the compensating grants for reduced
contributions ({REREHEIF ).

Furthermore, some cities are able to have a lower rate in practice if they can enjoy
special non-statutory transfers from general revenue of its own city, and/or they have a
higher collection rate of contributions.

Contributions for Kokuho are generally composed of following four portions: (a) income-
related (FT#3#), (b) the real-estate-related (& P£#%), (c) per-person (%), and (d) per-
household (*F4:%E() portions. The former two portions are an ability-to-pay part,
while the latter two are a part on benefit principle.119.120.121

completely proportional to the indexes of medical expenses for their member cities.

115 There is one more deduction: a subsidy to care for intractable diseases such as mental
and children-related ones.

116 Their examples are consciousness building, health guidance and encouraging medical
consultation by using receipts and others.

17 The standard collection rate of contributions for Kokuho was 83.3% in 2015 on average.
In other words, around 17% of the total Kokuho households remained delinquent in paying
insurance contributions in the same year.

118 An overwhelming majority (87%) of cities have adopted the insurance “tax” for the legal
term, instead of the insurance “contributions” in 2016.

119 Smaller cities usually have the real-estate-related portion, while larger ones do not
necessarily have this portion. Some cities, though minor in number, do not have the per-
household portion.

120 |n the employment-based healthcare schemes of Japan, there is only an income-related
portion, and no other portions such as those on benefit principle.

121 In China, the community-based system has a flat-rate per-person portion only, with no
other portions.
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Reduced contributions are levied on persons with lower income. Reductions only apply
to the per-person and per-household portions. The rates of reduction are 70%, 50% and
20% depending on the level of income. 122

The upper ceiling for the annual amount of contributions per household are JPY800,000
in 2019, and this ceiling has been updated every year. The proportion of those households
who are applied to this upper ceiling will gradually reach to 1.5% of the total Kokuho
households in number.

In total, around 40% of the Kokuho households were exempted from paying the income-
related portion due to their very low or zero taxable income in 2015. Only 15% paid the real-
estate-related portion, and a little more than 50% were permitted to pay a reduced
contribution levied on benefit principle.

12.7 Insurance Contributions in the Kyokai Scheme

The current scheme for employees in SMEs is Kyokai (1#4), which is financially
managed by a nationwide non-public organization, while the rate of its insurance
contributions is set on a provincial basis. Its former scheme was called as Seikan (BU’& : B
I AR FEARRR) which was managed by the central government and had only one unified
rate of insurance contributions. The shift of the scheme to Kyokai took place in 2008.123

Kyokai receives statutory transfers from general revenue. They currently amount to
16.4% of the aggregate annual medical expenses (copayments excluded). The main reason
for these statutory transfers is the participants’ lower level of income, compared with that for
Kumiai or Kyosai participants as is presented in Table 12.2.'>* Age gap and income gap
among different provinces are adjusted through transfers from general revenue, as well.'?®

The rate of insurance contributions differs between provinces, reflecting varying indexes
of age-adjusted annual medical expenses per person (see Table 12.9) and different levels of
salaries on average.'?®

122 In 2019, the respective thresholds of annual earnings for reductions of 70%, 50% and
20% are JPY 330,000, JPY 330,000 + (JPY 280,000xN), and JPY 330,000 + (JPY
510,000)xN, where N is the number of household members. Recently around 40% of
Kokuho participants pay reduced contributions.

123 This shift is in line with the policy that each province, which holds jurisdiction over
establishing a system that provides high quality medical care, is to actively work through
diminishing the gap in medical expenses per person between provinces.

124 The overwhelming majority around 81% of business establishments participating Kyokai
were those with 10 employees or less in 2017.

125 On the other hand, Kyokai pays a substantial amount of supportive grants to the Old-old
schemes and to Kokuho (for the young-old). In 2017, it amounted to 36.7% of its aggregated
annual expenditures.

126 See Hokkaido Branch (2014), p.4 and pp.11-13 for more details.
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Table 12.9 Gap of Contributions by Provinces in 2018:
The Kyokai Scheme (Top 3 and Bottom 3)

Province Rank Rate of Contributions (%)
Saga (&) 1 10.61
Tokushima (f#/5) 2 10.28
Oita (k%)) 3 10.26
Shizuoka (& (i) 45 9.77
Nagano (&%) 46 9.71
Niigata (#Ti%) 47 9.63

Source: Kyokai (2018) “Table of Contributions” (& A/ X 12018 £ERIE¥IZER] )

12.8 Concluding Remarks

Overall, thanks to full-fledged cost sharing among different ages, regions and
occupations, together with free access to any medical service providers and a very generous
refund system for high medical expenses, Japanese are under a distinctively egalitarian
scheme of social security healthcare.'?” Yet, her aggregate annual amount of medical
expenses as a ratio to GDP is relatively low among major old countries in the world.

Age gap and income gap are two major structural factors to be adjusted in cost sharing
of social security healthcare. At the same time, a majority of Japanese take it for granted that
gaps in medical expenses per person have to be reflected to varying amounts of
copayments and relevant rates of insurance contributions among different healthcare
schemes.

Cost sharing of social security healthcare is massively done in Japan through pooled
insurance contributions (supportive grants) and public transfers. By and large, it is executed
on a provincial basis.

Due to persistent ongoing aging of her population, its cost sharing will further grow in the
future. How to make it to be compatible with a cost-effective system still remains. Never-
ending reforms will continue in Japan.128.129

127" As far as social security system of healthcare, pensions and long-term care are
concerned, Japan looks like a country under a profound socialism. Generally speaking,
Japan is sustaining a society of mutual trust between people, and almost all Japanese
government officials are clean, winning a sense of trust from a majority of people.

128 Among others, halving the gap in medical expenses among regions is one of top
priorities in current healthcare policies. Also the gender gap in medical expenses will be
additionally taken into account in allocating the general grant from the central government (3
wHE sz A4) in Kokuho.

129 Social security long-term care and medical assistance (in public assistance) in Japan will
face more serious financial problems.
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Chapter 13

Pension Design:

QA and Discussions with Some Chinese Pension Experts

Note by the Translator:

There are numerous QA and discussions between Professor Takayama and Chinese
experts, scholars and graduate students in various occasions, such as seminars, symposiums,
dinner tables and so on from September 13, 2016 to November 25-26, 2019. All the content
of this chapter comes from recordings, emails, etc. during above period.

In total, there are 19 major seminars, invited presentations and symposiums during the
above period. Among them, the panel discussions held in the Chinese Academy of Labour
and Social Security of the Ministry of Human Resources and Social Security on the afternoon
of April 22, 2019 has been separately arranged into Chapter 7 of this book, so this chapter
does not include that part. The titles or some QAs seem to repeat previous chapters, but the
actual contents are basically not restated. Professor Takayama often gave explanations by
different perspectives according to the questions and added new contents more. In a very few
occasions, the translator has kept several reiterations there in order to make readers feel the
atmospheres of those discussions vividly. Furthermore, important things should be highlighted
and repeated.

The order of contents has not exactly followed the order of the original conversations, but
to some extent is re-organized by the translator according to the contents, and subtitles are
added by the translator. In the following paragraphs, the name of questioners or speakers
from Chinese are not showed, all just simply referred to as “Chinese”. When another Chinese
member spoke immediately after the previous one, another paragraph separately begins with
the name of “Chinese”.

The Success of Pension Reform Depends on Whether a Country Has Selfless and
Visionary Pension Experts

Chinese: what is the most important factor to ensure the success of pension reforms in
Japan?

Takayama: It should be the outstanding pension system designers with a strong sense
of responsibility in Japan who have designed a farsighted, convincing and practical proposals
for Japan at every critical point of reform. For pension reform, the public usually can’t figure
out what the future will be like and what to do. The government needs these outstanding
experts to design the reform, and explain clearly what the pension situation will be in the next
five years, or 10 years or more, and how the reform can be effective, so as to change the mind
of the public.

Chinese (in May 2018): What are the most important objectives for SS pension reform?

Takayama: Because of the different initial conditions of each country, the priorities of their
policy objective are different. In some countries, the adequacy is the most important, while in
others, the long-term sustainability is the most important.

In Japan, in the process of maintaining the SS pension system, the long-term
sustainability has always been regarded as the first importance. Therefore, facing the aging,
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if we want to keep the system survival, we must maintain its financial sustainability for a long
term. While, now, Japan’s focus is shifting to the adequacy.

For China’s SS pension system, the task of expanding coverage is still relatively heavy,
and Japan has basically no such problem. In addition, as far as | know, the implementation
also needs to be improved, and good implementation is necessary for SS pensions.

What is the most important issue for China? Priorities need to be decided according to
the importance of the issues. | don’t exactly know what is the motive of China’s SS pension
system reform nor what is the most important policy objective? Can the government’s policy
objectives on pensions be recognized correctly by the people? If we don’t know these, it's
useless to put forward a series of reform proposals.

Adequacy of a SS Pension

Chinese: What are the objectives of a SS pension system?

Takayama: Generally, when a pension economist refers to the word of “adequacy’, it is
about the issue of benefit level for the middle class. Based on the general principles of pension
economics, building a SS pension system is to solve the consumption smoothing problem of
the middle class, not to solve the poverty prevention problem of low-income groups. Though
the content of poverty prevention is designed as a part of the public pension system, however,
this part is not a typical representative content of a SS pension system. In addition, the problem
of poverty prevention can also be solved by a minimum living protection system. It is not
necessary to establish a SS pension system for it.

Therefore, the SS pension system is a system established to ensure the stability of the
middle class’ living. These people are the majority of the society. If their stable living could be
ensured, the government can avoid riots caused by them because of their hard livings. This is
the starting point for the establishment of this system. The high-income class does not need
the government’s care. They can take good care of themselves, so they are not the major
target of concern for the SS pension system.

The next step, we need to consider what kind of financing model is feasible. The public
generally is more likely prefer an earnings-related scheme by contributions to a flat rate plan
all financed by taxes.

Chinese: How much benefit would be adequate for a SS pension?

Takayama: It varies from country to country. There is no fixed number to say how much
it must be. Because the history of pension in each country is different, it is a level that most
people of a country agree on. For example, the share of SS pensions among total pension
systems in the UK and Canada is relatively low, while it is much higher in Japan, Germany,
France and Italy. Now the replacement rate of SS pension for a standard family (an employee
with 40-year career and a full-time housewife who don’t work) in Japan is 50%. It is up to
Chinese about how much China’s SS pension should be.

Shares of PAYG SS Pensions and Funded Private Pensions

Chinese: For the whole pension system of a country, what should be the respective share
between the PAYG SS pension and the funded private pension?

Takayama: In developed countries, the level of protection provided by the PAYG SS
pension system is not just to guarantee the minimum living standard of all the elderly who will
not die of hunger, but to be higher and have a decent and stable living. The spirit of PAYG SS
pension system is that the whole society helps each other. It's not like the funded pension,
where its participants only care about themselves individually.
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Any businesses can become good or bad, and any industries can be prosperous or
shrinking over time. The elderly retired from currently declining enterprises will be supported
by the young people in growing enterprises. A PAYG pension is a system of mutual help across
regions, enterprises and generations. The extent of such mutual assistance depends on the
extent to which the citizens of the country would like to have. Countries like the United States
pay more attention to individual’s freedom than the mutual help of the whole society, so the
share of PAYG SS pension is relatively lower than other countries of mutual help with a higher
priority. In short, it depends on how much people in respective countries think they should help
each other.

Chinese: How about the idea of abolishing China’s existing earnings-related SS pension,
and only having a universal flat-rate pension financed by general revenue?

Takayama: The purpose of earnings-related SS pension system is for achieving
consumption smoothing. Participants usually would have better feeling when their benefits
come from their own contributions rather than from other one else. So most developed
countries have an earnings-related SS pension.

Chinese: The SS pension systems in most developed countries are two-tier, including
the poverty prevention supported by tax, and the consumption smoothing based on the
contributions which usually are split half between employees and employers and the more
contributions the more benefits, even though there is some redistribution element involved.
Therefore, the earnings-related system can provide a well-balanced mechanism for both the
incentive to contribute more and the redistribution of income.

Takayama: Most of the elderly in Japan can receive two tiers of SS pension; 20% of them
have only the first tier SS pension and this proportion will decline further in the future.

The proportion of agricultural labor force is 5% to 10%, and some of them also do part-
time other jobs. One reason for the relatively high proportion of the elderly with only the first
tier pension is that, in 1960s or 1970s, the proportion of the people who participated only in
the first level pension system was relatively higher. Now, Japanese have longer life
expectancy, so these people are still alive. Aimost 100% of the elderly aged 90 or over are
covered by only the first tier pension. While, today, among the new pensioners of 65 years old,
the share who can get only the first tier pension is about 5-10%.

Chinese: Is it OK to change the social pooling part of China’s earnings-related pensions
for urban workers into a NDC?

Takayama: No. Sweden’s NDC is accompanied by a minimum pension system, while
China does not. If China also changes to a NDC, then does China want to become a country
that lacks the spirit of mutual help?

Chinese: How can we improve the benefit level of urban and rural resident pensions?

Takayama: The main source of China’s fiscal revenue is indirect tax. Thus, the tax burden
of low-income people is relatively higher than that of high-income people. The indirect tax they
pay can be regarded as a contribution to the SS pension system, so as to improve the benefit
level of urban and rural resident pensions.

Funded Pension is Only an Issue for Upper Middle or High income Earners. The Most
Decisive Approach for Dealing with the Ageing Problem is to Work Longer

Chinese: In European countries, the benefit level of SS pension has declined due to the
aging. Many countries rely on the expansion of funded pension as compensation. Japan is the
country with the most serious ageing problem. Does Japan have the problem of insufficient
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benefits of SS pension? Through Professor Takayama’s speech, we know that Japan’s funded
pension system is relatively weak, so what measures will Japan adopt to solve this problem?

Takayama: During the period of high economic growth, Japan felt that the elderly was
too poor, so it had greatly increased the benefit level for many times, resulting in the problem
that the level of pension benefit is too high. When facing the financial difficulties of SS pension,
we have made great efforts to gradually reduce the benefit level, but the current pension
benefit level, according to my understanding, is still too generous and too high, and there is
still some room for further reduction. This is one approach we used. Another possible measure
is to increase the contribution rate. While, now the contribution rate of SS pension has reached
the highest level, and there is no room for further increase.

For compensating the benefit decline of SS pensions, we encourage the middle and high-
income people to voluntarily participate in funded pensions for they can afford the risk of the
capital market to some extent.

As for the measures to deal with the financial difficulties of SS pension due to aging, a
funded pension will not perform better than a PAYG system.

Rather, working longer with higher productivity is the only way out and the most important
measure. We encourage workers to work for more years from the existing 40 years to 45 years,
50 years or more. I'm 72 years old and still working.

This is my understanding of the corresponding measures taken by Japan so far.

Portability of Occupational Pensions
(The following QA are mainly from HE#=HFERAOMMEILCIE, "REHFFEE: AKX

rZLIZ”, 2016 £ 9 A 13 A, AOFSIVE, JL3T, Chapter 6 in this book)

Chinese: With the increasing mobility of Japan’s labor market, many young people are
no longer working in the same firm for a very long career as their parents. Will the amount of
the lump-sum retirement benefit be reduced?

Takayama: Indeed, as you said, young people change jobs more frequently than their
forefathers. If it goes on like this, their lump-sum retirement benefit could be much less. The
lump-sum retirement benefit is a DB occupational pension, not portable when employees
change jobs. It is necessary to solve the portability problem for these people, but under the
DB system, it is very difficult. In fact, there is no progress. At present, they are only suggested
to participate in the enterprise’s DC plan, because the DC pension is portable when they
change jobs.

Chinese: In the past, the number of participants was relatively small in French funded
occupational pension system, so they made some changes to allow flexible withdrawal before
the retirement age. Japan’s DC plan is developing slowly. Is it possible to change it?

Takayama: Japan now allows people to withdrawal DC pension before the retirement
age. It is necessary to make up the tax that was originally exempted.

Chinese: How to think tax preference for DC pensions?

Takayama: Raising the tax exemption limit can be a way to promote the development of
DC.

Chinese: in October 2015, Japan merged the SS pension of civil servants into the SS
pension of enterprise employees. How did their occupational pension change?

Takayama: Before October 2015, the SS pension of civil servants (J5iF#4>) and the SS

pension of enterprise employees (/&%) were independent each other. Now it has been
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merged, and the contribution and benefit rules become the same. However, the lump-sum
retirement pensions remain independent each other.

Chinese: What's the difference between the new DB and the previous DB of the
occupational pension in Japan?

Takayama: Because EPF and TQPP systems were abolished, the new DB was used to
take over the funds that still exist in these two systems. Compared with the EPF, the new DB
no longer has the function of “ft47”in the EPF system, and has nothing to do with the
government’s PAYG pension, leaving only as a supplementary pension. Compared with TQPP

system, it overcomes the problem that TQPP cannot guarantee the entitlements.

Could Funded DC Perform Better than Funded DB?

Chinese: China has just started to build occupational pensions, and Japan has a long
history of it, so it is very enlightening to listen to your speech today. In particular, the pension
system must be well designed at the beginning, otherwise it will be difficult to sustain. Most of
Japan’s occupational pension system (/E4: 4444 )was DB, which set the benefit level in
advance, so the government had to bear this commitment all the time, and it was difficult to
adjust or reduce the benefit level. China has not decided whether it should be DB or DC in
designing occupational pension. Therefore, | would like to ask which one should be used for
an occupational pension, DB or DC?

Takayama: Japan’s occupational pension (/&4 4455 4>) was indeed a DB, and it failed.
So if you use DC, can you avoid the failure? | don’t think so. Japan’s DB run well in the period
of high economic growth. Its failure came from the decline of the rate of return accompanying
with the end of the high economic growth. This situation also applies to China. Japan’s high
economic growth lasted for 30 years, and China’s high economic growth cannot continue
forever either.

| don’t think that it could avoid failure if it was a DC after Japan enters a period of low
economic growth. The success of a funded pension system needs 50 or 70 years of high
economic growth. In this case, people can receive the expected pension benefits when they
retire. If high economic growth stops in the middle, it will get into trouble. But no one can
guarantee a high economic growth for 70-year. As soon as we enter a period of low growth,
the rate of return on investment will decline. Even if Japan run well with DC at the early period,
it failed inevitably.

The lesson of Japan is that it is very dangerous to choose to run SS pension on a funded
basis. It doesn’t matter if the additional funded part on the top of the SS pension is operated.
This additional part is only for a part of the people, that is, the middle and high income groups.
Failure doesn’t matter much. However, it is very dangerous to use a funded system to operate
the SS pension which is supposed guarantee the basic living of the people.

Chinese: What do you think of the negative rate of return in the current capital market?

Takayama: Wages and prices have been falling in nominal terms in Japan in the past 20
years. The interest rate is basically zero.

Chinese: Yes, | know that the interest rate in Japan has always been zero. While the
financial industry somehow can do with a zero-interest rate. But if the interest rate turns to
negative, the story will be different. Countries with negative interest rates, such as Sweden,
Japan and the European Union, are now under great pressure. The response from the
financial industry is that we will bankruptcy if the situation of negative interest rates lasts more
than 3-5 years.

Chinese: The reform of SS pension in Japan in 2004 has ensured the financial
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sustainability, but it will also lead to the decline of the replacement rate of SS pension in the
future. So, does Japan consider to make up for the decline of SS pension benefit by
encouraging the development of occupational pension?

Takayama: Yes, Japan is also considering to expand occupational pensions to make up
for the decline of SS pension benefit level in the future. In particular, Japan is easing the
restrictions on funded DC pensions and attempting to make the DC system operate more
easily and smoothly.

Funded DC is Small in Japan

Chinese: Compared with Europe and the United States, the development of occupational
pension in Japan lags behind and expands slowly. Is it because the SS pension benefit is too
generous, or are there other reasons?

Takayama: Japan’s SS pension benefit had been very generous for a period. Another
reason is that Japanese enterprises provide a quite amount of lump-sum retirement benefit
which is a kind of occupational pension, but it is not included in the European and American
statistics. It is not operated on a funded basis, but by a book reserved manner, which is an
equivalent to a PAYG system.

For Japanese, there are two main sources of income after retirement: one is the lifetime
benefit from the SS pension, the other is this lump-sum retirement benefit. The scale of DC
occupational pension similar to those in Europe and America, is relatively small in Japan.

Because the lump-sum retirement benefit is on a PAYG basis, inevitably there are
problems when population aging. Therefore, in recent years, although the DC plan has the
same problems, yet we have established the DC plan to provide the middle and high-income
people with a different way to deal with the problem of decline of SS pension benefit. | think
the government’s response will be to gradually improve the DC plan by easing various
restrictions.

In the international comparison, Japan’s replacement rate of SS pension is not very high,
which is not as high as Japanese think, and the scale of funded occupational pension and
private pension are also small. These two characteristics are pointed out by the OECD.
However, for Japanese, the coverage rate of the lump-sum retirement pension is 75%. In
major OECD countries, such as the United States and the United Kingdom, the coverage rate
of their occupational pension is no more than 50%. These countries are proud to claim that
their occupational pension system is well developed (although | have some doubts), but if you
look at the coverage of their system, you can see that the countries with high coverage rate
are no more than 50%, and the remaining 50% or more enterprises do not have any
occupational pensions, while 75% of enterprises in Japan have occupational pension called
“the lump-sum retirement benefit”. Therefore, the conclusion that “Japan’s occupational
pension is underdeveloped” given by European and American people is wrong, because they
do not know that Japan has a lump-sum pension system. Japan’s lump-sum pension system
is very important and is a substitute for DC occupational pension.

The European and American people don’t know this situation, because they do not have
a Japanese style’s lump-sum retirement benefit system. They do not understand and do not
want to understand the thing which does not exist in their own countries. However, they
arbitrarily believe that the elderly in Japan might live in poor. In fact, | think Japan'’s elderly as
a whole live in rich in the world owing to their pension benefits.
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Raising the Retirement and Pension Age Separately

Chinese: China is considering raising the retirement age, but encountering a lot of
resistance. Is there any resistance to raising the retirement age in Japan? How to deal with it?

Takayama: When Japan first established the SS pension system in 1942, the mandatory
retirement age was 55. When we wanted to raise the pension age to 60 and keep the
mandatory retirement age unchanged, we encountered strong opposition from the trade union
because the two ages were inconsistent. So we set a 20-year transition period from 1954 to
1973 and provided a huge amount of re-employment subsidies to employers, encouraging
them to extend the mandatory retirement age for their employees from 55 to 56, 57, .... This
subsidy policy is only for small and medium-sized enterprises, but not for large enterprises. In
the 1970s, the compulsory retirement age gradually rose to 60. Later, when we raised the
pension age from 60 to 65 leaving the mandatory retirement age unchanged, we also used
this re-employment subsidy system. Now the compulsory retirement age in Japan is still 60.

Large enterprises have high added value, high profits, high wages and relatively more
gifted employees. Usually, the outstanding employees of large enterprises will be re-employed
by their original employers after retirement, and these employers have no difficulty to pay
wages for these re-employees. Most of other retirees will move to small and medium-sized
enterprises, so there are no subsidies for large enterprises.

Age Ceiling for Contribution to SS Pensions

Takayama: The age ceiling for contribution to SS pensions in Japan is 70 years old (as
at 2020). | am already over age 70, still working and receiving salary. | no longer pay SS
pension contributions. But I'm still paying in SS medical insurance and nursing insurance.

How to Use the Lump-sum Retirement Benefit

Takayama: The lump-sum retirement benefit that employees receive from their
employers upon retirement is usually equivalent to 10-12 years of SS pension income, which
is basically tax-free in Japan. Civil servants also have this benefit financed by general
revenues. The lump-sum retirement benefit | received was 30 million yen (about 1.8 million
yuan RMB). It is equivalent to 2.5 times of the annual salary before retirement.

Chinese: How do the Japanese usually use these benefits? Will they buy a lifetime
annuity?

Takayama: Usually they buy some low-cost, low-risk financial products. For annuity
products, at most, they will buy some 5-year or 10-year annuity with the cost at about 1%.
They are often financed by a relatively small part of their total amount of the lump-sum
retirement benefit. Aimost no people go to commercial insurance companies to buy high-cost
lifetime annuity.

Chinese (a graduate student asked): If you only buy an annuity product for 5 or 10 years,
the income of the elderly will be significantly reduced after it expires. Then will the elderly
become short in money in the rest of their life?

Takayama: Young people may not realize (while | am 72 years old, so | know) that for the
elderly, it takes physical strength to spend money. For example, when people reach the age
80, their willing to go shopping and other activities will decline. They have less need for clothes,
less appetite, and spend more money for medical care and nursing. While in Japan, SS health
insurance and long-term nursing insurance also take care of these expenses. In fact, with the
increase of age, the elderly spend less money.

They basically keep the expenses of daily life within their usual income, and at the same
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time, they set aside part of the lump-sum retirement benefit to pay extra services needed at
the final stage of their lives. While they also start to withdraw this asset for daily living when
need.

Lifetime annuity in commercial pension insurance and life insurance company is a kind of
business for profits. Over 90% of Japanese buy life insurance, but it is an accidental death
insurance for protecting their families. AlImost no one buy insurance for their own interests.

In Japan, there is a kind of trust fund linked to the market rate of return. The advantage
is that the cost is very low, because its investment behavior is very passive. People usually
invest the lump-sum retirement benefit in these products.

Chinese: This message is very important to China! China’s occupational pension and the
commercial pension insurance all limit the way to receive life annuity.

Commercial Pension Insurance

Chinese: China is fostering commercial pension insurance. What do you think of this
system?

Takayama: For the middle and low-income people, the SS pension is the most important.

Chinese: What do you think of this reform direction?

Takayama: For the policy makers, the most important thing is to ensure the sustainability
of SS pension. It is very important to establish a mutual help system of the whole society
before providing voluntary occupational pension and commercial pension insurance. As for
the current China’s pension system, the most important task seems to transform the personal
accounts in the SS pension system into a PAYG system to ensure the basic living of all people.

Some people seem having their special preference for funding, then just ask them to
invest their own money rather than to manage to invest other people’s money to the capital
market.

Personal Accounts of SS Pensions

Chinese: When Liaoning started to fill up the empty personal accounts of SS pensions,
the central government’s policy was that Liaoning was responsible for 20% and the central
government was responsible for 80%. However, this model failed to apply to other provinces,
for the central government had no extra resources. We are considering three options to deal
with this problem. What's Prof. Takayama’s comment on these three options?

The first option is to maintain the funded DC, because the government should keep its
promise. Two reasons have made the accounts turn to empty: the government has to use
these contributions to pay the benefits for the existing pensioners, and we did not know where
and how to invest. At the beginning, the funds became the bank’s “agreement deposit” at a
very low interest rate; later they are used for the payment for the existing pensioners in the
name of “borrowing”.

The government had worked hard to keep its promise. Given that the “old people” and
‘middle people” did not pay contributions in the past, which are a historical debt, the
government decided to sell state-owned assets in Liaoning to fill up the empty accounts due
to the historical debt. However, Liaoning does not have much valuable state-owned assets,
so the central government proposed to use 10% of the national state-owned assets to solve
this problem. This method was used symbolically several times, but almost stopped later.
Today, the government-owned assets of the whole country have grown greatly and are still
growing. So can we use the current state-owned assets to make up for the empty accounts at
the past prices and maintain the funded DC?
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The second option is to abolish it. However, the government cannot bully the weak and
small citizens. It must return the money which is supposed to be in the personal accounts back
to people before abolishing it.

The third option is to switch half of them to PAYG and leave another half of them as funded
DC, because the government should not change policies randomly.

Takayama: Another way for persuading policy makers to give up the funded SS pension
can be: “times have changed.” The global trend of pension reform today has been quite
different from that in the late 1990s.

No matter how great a person is, he will inevitably make some mistakes. The quickest
way to solve this problem is that the original top decision makers themselves tell the current
top officials at a small inside meeting that: we now recognize that funded DC is wrong. Please
do not get stuck because of caring of my position, just abolish it and go ahead.

Canada and Australia’s Pension Funds

Chinese: The performance of investment of Canadian SS pension reserve funds is the
best in the world. Now half of the expenditure of SS pension benefits comes from contributions
and half from the return of SS pension reserve funds. It means the contribution burden from
the young people got reduced by half. Their success comes from long-term investments.
Professor Takayama has ever said that the financial crisis happens every 10 or 20 years, in
this case, if | make a long-term investment in a period of 30 or 40 years, the performance
should be fine. Just like the sea waves, if the middle ship spans 3 waves, our big ship spans
10 waves, then no problem.

Chinese: There are two types of pension funds: reserve funds and funds for individual
accounts. The success of the former for a period cannot ensure the success of the latter.

Chinese: | agree. Chile’s personal accounts failed. The National Council for Social
Security Fund of China now has become capable of running funds successfully. But the
situation may change in the future if the scale of funds becomes larger. Furthermore, the
market may change again if the United States and Japan start to join the market. So | respect
Prof. Takayama’s advice very much. Here | compromise again. My opinion is that currently we
keep the National Council for Social Security Fund go on because it is small, only a small part
of the total pension funds, and performing well now.

Chinese: While, the domestic market is not the same as the international market. The
domestic market is guaranteed. If we go to the international market, the risk will become much
greater. European countries are also small countries. The Netherlands is doing well and
growing rapidly. However, when France entered, it suffered losses.

Takayama: There have been many failures in the investment of the SS pension reserve
funds in Japan. Once a huge fund is there, it naturally will lead to the formation of interest
groups and squandering on the use of funds. In Japan, they had ever frittered the SS pension
reserve funds in places with low productivity and build many unused facilities, and then
consequently the relevant politicians will receive “political contributions” from the beneficiaries
of these projects. Politicians usually tend to fritter the funds according to their own preferences,
rather than for the benefit of the elderly. Japan had experienced such kind of lessons a lot.

The success of pension fund investment in Canada and Australia is because they have
completely excluded the interference of politicians. If China can establish an investment
mechanism free from political interference, it should also gain certain benefits. The question
is: can this be done?

Chinese: Canada has told us two principles ensuring the success of the investment: to
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exclude political interference and to employ the highest level professionals in this field. The
probability that China can rule out political interference will be smaller, but we cannot say that
it is impossible. We hope that Prof. Takayama will pay long-term attention to China’s pension
reform in the future, come to China more often and contribute more wisdom.

Takayama (in another meeting): The success of pension fund of Australia comes from its
high economic growth for over 20 years in the past. We don’t know whether the good
performance can last for the next 50 years, and success would be difficult if the growth rate of
economy declines in the future. Also, Australia would have been successful even if the system
were on a PAYG basis rather than on a funded basis.

National Pooling of SS Pensions

Chinese: China is now starting from the 3% of adjustment fund system for promoting the
national pooling. How long did it take for Japan to achieve national pooling?

Takayama: I'm very glad to hear that China has taken the first step towards national
pooling.

National Pooling of KN

Takayama: Japan expanded the coverage of KN ([EX4F4) to all participants of SS
pension system in 1986.

In Japan, the director of the Pension Bureau of the Ministry of health and welfare
(equivalent to the director of the Pension Department of the Ministry of Human Resources and
Social Security) is virtually responsible for reforming the pension system. In 1981, the new
director (Shin-ichiro Yamaguchi) took office. Since 1982, he began to solve the financial
problem of KN.

During the 1950s and 1960s, with the rapid urbanization in Japan, more and more young
people from rural areas went to work in cities, and became the participants of enterprise
pension (J5&4:4-4: KNH) and civil service pension. Their contributions were not used to support
their parents. Then, the KN, which covered the parents of migrant workers, was facing the risk
of deficit, and the serious worry from the public grew rapidly.

Yamaguchi’s solution is to expand the coverage of KN to the whole society, and let KNH
and civil service pension help KN. At first, many people were reluctant to help KN, but migrant
workers hoped that their contributions would be first received by their parents in rural areas.

The reform proposal was submitted to Congress in 1984 and got passed after discussion.
The new system would be implemented in 1986, two years later. Japan did not use the
adjustment fund system for a transition like China, so it was directly in place in one step.

Director Yamaguchi, who designed the above reform plan, suffered from cancer during
his term of office. He regarded the KN reform in 1986 as his last mission in his life, and
continued to give various instructions to his staff in his hospital bed. But he died before he
could see the Congress vote. At the meeting of Congress vote, Mr. Yamaguchi’s family took
part with his portrait, so that meeting was very unusual from the previous ones. His portrait
was overwhelming on the scene. As a result, all the members who attended the meeting voted
“approval’ for it, and several members who had always opposed it chose to be absent from
the meeting, in order to avoid being accused by the public of lacking normal human feeling.

The Prime Minister, 7 & 5 5., participated the funeral of Mr. Yamaguchi and said “Mr.
Yamaguchi is the mirror of all civil servants”. Later, Mr. Yamaguchi’'s family set up the
“Yamaguchi Shin-ichiro Award” to reward those who have made outstanding contributions in
the field of pension research.
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Chinese: This story should be used to make a movie.

National Pooling of Earnings-related SS Pensions

Takayama: The National Pooling reform about earnings-related SS pensions was to
merge the independent systems of KNH and civil servants into one. In the past, the
replacement rate of civil servants’ pension was very high, which had been envied by enterprise
employees. However, after the bubble burst in the early 1990s, Japan’s economic growth rate
declined, then wages declined, land prices and stock prices also fell.

Consequently, people’s expectations on the future of Japan’s economy have changed.
Employees in enterprises stopped expecting to achieve the same level of pension benefits as
civil servants in the future, which cannot be realized at all. While in reality, civil servants had
still been receiving a very high pension benefit. Therefore, enterprise employees again
launched a serious inquiry: “are the contributions of civil servants to the society worthy of this
benefit?”

The conclusion is: indeed, as the elite of the country, civil servants had played an excellent
leadership and made outstanding contributions to Japan’s high economic growth in the past.
But now, Japan has been stuck in low economic growth because the civil servants have few
new ideas in their work and has lost its leadership in leading economic growth. Therefore, civil
servants no longer seem to make any special contributions to the country. In addition, there
were some corruption incidents, and civil servants even have not worked well sometimes.
Consequently, the reason that civil servants deserve receiving high pension benefit had not
existed any more. Therefore, enterprise employees demand that the pension benefits of civil
servants should be reduced to the same level as that of enterprise employees.

The SS pension system of civil servants and enterprise employees had been operated
independently. At that time, the system of civil servants did not have the problem of fiscal
deficit. The unification of the two systems only came from the demand of enterprise employees.
The legislation was almost passed in 2007, but due to the power change of the government,
it really was passed in Congress in 2013, and the year of implementation was set as 2015.

The jealousy on the special preferential benefit for civil servants had been intensified
since 2000. Finally, the two systems got unified. Now there is no difference in the contribution
and benefit rules.

In short, Japan’s SS pension system is on a PAYG basis. Therefore, the higher the pooling
level, the more sustainable the finance.

Everyone can Benefit from the “Principle of Fairness” in the Long Run

Chinese: In the mid-1990s, when the pooling level of SS pensions was upgraded from
each enterprise to local governments, we encountered the problem that enterprises with good
benefits resisted joining in. We worked extremely hard and finally got the task finished. We
have encountered similar problems again upon raising the pooling level from local
governments to the central government. Advanced provinces and cities with low contribution
rates strongly resist to support backward areas.

Takayama: To persuade the advanced areas to help the backward areas, we can use the
“principle of fairness”: for the insured of the same cohort, if they had paid the same amount of
premium in the past, they should be entitled to receive the same amount of pension benefit
now.

People who used to work in advanced areas or past growing industries should not be
affected by the fact that this area has become a difficult area or their industry has become a
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declining industry. The SS pension system is related to a person’s basic living’s stability for 60
years or even nearly 100 years in his entire life course from the beginning of paying
contributions to the end of his life. In such a long period of time, it is inevitable and often
unpredictable that there will be ups and downs among regions and industries. In the long run,
national pooling will be the most conducive to the stability of the system, and every insured
person and every insured area can benefit from this fair and unified system.

The History of Japanese SS Pensions Setup

Takayama: Japan did not establish SS pensions for all people from the beginning, but
started from where they were able to start. The first SS pension was the military pension (1875),
about 10 years later it was the civil servants pension, then the ship’s crew pension, and finally
the enterprise pension (1942). These were all earnings-related pensions which were
expanded bit by bit according to the occupation category, and belong to the second tier in
OECD classification.

At that time, there was no flat-rate pension. Others, such as farmers and self-employees,
et al., had been without any SS pension for a long time. Therefore, in 1961, the government
wanted to turn Japan into a country where all citizens can enjoy SS pension, and created the
slogan of “all citizens enjoy pension”. At the same time, in the field of SS medical insurance, it
also created the term of “all citizens enjoy insurance”, covering farmers and all other groups.

The historical background of these policies was as follows. Japanese economy went great
backwards in 1945. So the reconstruction began, and in 1955, 10 years later, it returned to the
pre-war level. Japan’s politics situation was very turbulent in 1960. Japan and the United
States signed the “US Japan Security Treaty”. The public’s opinions were in fierce controversy.
In the chaos, some people even lost their lives. In 1960, the prime minister was changed from
FREN to M H B AL

The new Prime Minister Ikeda proposed that “from now on, the Japanese should turn their
attention from politics to economy, and their living should become rich aimed to double their
income in 10 years, called “income doubling” plan.” In fact, it did not take 10 years for Japan
to achieve this goal. If the economic growth rate is 10% annually, then its economy will double
in seven years.

The steady growth of economy made the general revenue get increased year by year.
Because the main source of tax in Japan is income tax, not value-added tax. Then, the
government had more and more spare revenues, and consequently decided to use the newly
increased revenues to establish “[H [& & 4E 4" and “[H [ B {25 also based on the expectation
of future economic growth. KN started with a system in which individuals need to pay a monthly
premium of 100 JP yen. It seemed very low.

For the KN, the big difficulty is how much contribution should be charged at that time, for
it was the most important to let everyone pay. The minimum contribution years were 25 before
age 60, and the normal age to claim benefit is 65 years old. Earlier claim from age 60 is allowed
just with a reduced benefit. With the help of general revenues, KN system started at a lower
premium. The benefit level was consequently relatively low. But the most important thing was
to set up the system first.

At that time, there existed a lot of people whose maximum contribution years would be
less than 25 years at age 60. Therefore, an exceptional transitional policy was introduced. For
those who were 50 years old in 1961 and their actual contribution years were 10 years before
age 60, they were specially entitled to claim the benefits of KN. People of age 40 in 1961 were
also entitled to claim the special benefits after 20 years of contribution.
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Old Age Well-being Pension: Do not Let Anyone Left Behind

Takayama: For people that their maximum number of possible contribution years could
not reach 10 years before age 60, for example, who were already 59 years old in 1961, “old
age well-being pension benefit (& linf&Ef-4-4)" was transiently established for them, which
were entirely financed by general revenues with a means-test. This special benefit can be
received from age 70. Its benefit level was very low at the beginning, 1000 JP yen per month,
but it made the poor old people feel that they could have some pocket money to buy something
for their grandchildren. The elderly prefer to have a sense that they are needed. This system
enables them to receive thanks from their grandchildren in a happy mood. Therefore, they are
very grateful and feel that the government has really done a good job.

Owing to the rapid economic growth, the level of this special benefit was increased. In
1973, it rose to 5000 JP yen per month. These people have reached about over 100 years old
now, and the number of beneficiaries has been decreasing year by year, close to zero now.
This system only needs a certain amount of financial expenditure at the initial stage and was
not a too heavy burden for the government.

Only Japan has this type’s unique system; South Korea or China do not have it. It would
be very good if China could have such a system, but it is a matter of political will.

Raising Benefits of KN

Takayama: The benefit level of the KN is calculated based on the following rules: the
government assumed to run the system on a funded basis at the beginning, so the benefit
level is calculated according to the rate of return of 5.5% with 25 years’ contribution. In the first
10 years since the establishment of the KN in 1961, only contributions were collected and
accumulated, but no benefit was paid, because the minimum contribution years were
transiently set to be 10 years. Almost all the contributions had been invested.

1971 was the first year for KN began to pay benefit. Due to the low level of contribution,
the level of benefit was also low. However, the benefit level of KN should not be lower than
that of “old age well-being pension benefit” which is a system with non-contribution. Therefore,
the public continuously asked the government to increase subsidies, and proposed that the
benefit level of KN should be the same as that of enterprise retirees. In 1966, the slogan of
“10,000 yen pension” per month for a couple was put forward.

Later, with the momentum of high economic growth, the level of benefit continued to
improve significantly several times. By 1973, the monthly benefit for a couple of KN had
reached 50,000 yen. There was no exact financial foundation for this 50,000 yen, but the
figures are good-looking and easy to understand. This reform was done by Prime Minister
Tanaka, thinking that Japan has been a rich country in which one of its symbols should be: the
benefit of SS pension should guarantee a decent living of all the elderly.

Chinese: When Japan first proposed the policy of “providing farmers with the same level
of pension benefit as enterprise employees”, did academic circles not predict that this idea
was unrealistic?

Takayama: It was in a period of high economic growth, and the government had abundant
general revenues. We felt that low-income groups should also enjoy the fruits of high economic
growth, and wanted to take care of low-income groups, so there was no strong opposition in
academic circles.

Chinese: Are SS pension systems used as a means of redistribution?

Takayama: In the period of high economic growth, the wages of the working population
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increased by 10% every year, and their income level was increasing rapidly. However, some
of the elderly were isolated and had little connection with this income growth. So the political
argument was: “the elderly are so poor that they should enjoy some of the fruits of economic
growth”.

A New Idea to Rescue the Safety Net for KN Participants

In Japan in the past, the group left behind in the rapid economic growth was the elderly.
Therefore, for protecting the elderly and letting the elderly share the fruits of economic growth,
the slogan of “10,000 yen annuity” and “50,000 yen annuity” was put forward.

At that time, people who participated in KN could begin to receive benefits after 10 or 20
years’ contributions, so the number of beneficiaries has increased sharply since 1971, and the
level of benefit increased rapidly, but the number of KN contributors decreased, because a
large number of young people moved from rural areas to urban areas to work in enterprises.
Therefore, we soon realized that this system would soon turn into a deficit. The government
immediately started to fix the sustainability issue at once, otherwise, the public might become
to refuse paying contributions anymore because of too much worries about its bankruptcy.

In the early 1980s, the sustainability of KN was a big issue in Japanese society. At that
time, the new director of pension bureau, Mr. Yamaguchi, had just taken office, and Japan’s
high economic growth was over and the era of fiscal surplus of the government was over. It
was impossible to use general revenues to help further. However, it is necessary to find out
resources. Director Yamaguchi has put forward a new idea: to use part of the contribution from
wage/salary earners to support KN.

Cutting Benefit of KN

Takayama: The current benefit level of KN is 65,000 yen per month per person. Assuming
that the economy does not grow, wages and prices remain unchanged, under the automatic
balance mechanism launched in 2004, it will drop to about 40,000 yen in the next 30 years.
The current benéefit level is based on the assumption that a person contributes from 20 to 60
years old (40 years of contribution). If the number of contribution years is increased to 45
years, the benefit can be increased. Therefore, what we are discussing now is to extend the
contribution years, even to 70 years old, to mitigate the problem of benefit cut.

Japan’s pension finance is tested every five years, and the next round will be carried out
next year in 2019. The government also has been trying its best to persuade the people to
improve their benefit level by delaying retirement and/or increasing contribution years in order
to keep the benefit remain the same as before. The government did not say that all people
must delay their retirement to age 65 or 70, but just showed various options. The government
has not forced people to do so, because some people are unable to extend their employment
or contribution years, so they have no choice but to accept the decline of benefit. However,
these people are minority, and most of them can delay retirement. The government’s policies
are formulated according to the situation of the majority, while the situation of the minority can
be solved by other means.

No Regrets on the Introduction of Automatic Adjustment Mechanism

Chinese: Does Japan have any regrets about the introduction of the automatic
adjustment mechanism?

Takayama: In the late 1990s, with the rapid development of aging in Japan, the anxiety
about sustainabilities of the SS pension system was growing. In 2001, KNH turned into a deficit.
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How to resolve the national anxiety and make the pension system sustainable? All kinds of
ways have been considered. In the end, the only thing left is to use the automatic balance
mechanism to reduce the benefit.

Politically, a small number of people are firmly opposed to this method, and the debates
had been widely reported in the news and media. Finally, as a basic principle, automatic
balance mechanism is understood by most people. Although there would be a problem if the
benefit level will fall too much in the future, but at present, the pension benefit is too high and
can be reduced. In short, we need to solve the problem of sustainability first, and the most
important thing is to start implementing this policy. The nominal amount of benefit would not
drop for the time being, but the real benefit will drop in the next 30 years.

We have no regrets about the introduction of the automatic balance mechanism. This is
a policy adopted on the basis of the consensus of Japanese pension experts, and it is an
important policy to ensure the sustainability of Japan’s SS pension. As a result, the rank of the
political importance of pension sustainability in Japan have been greatly reduced, and medical
care and long-term care have become major problems.

The Only Fault was the Wrong Prediction on Future, but It Is Inevitable

Chinese: Japan has adopted an automatic adjustment mechanism because the pension
benefits are too generous. Has Japan ever reflected on raising the pension benefits too high?

Takayama: During the period of high economic growth, everyone had had a rosy picture
on Japan’s future. Few people predicted that the stock price would drop to 1/5 of its highest
level, CPI would fall, nominal wages would fall, real interest rate would become zero. A family
used to have two children, while, suddenly, people have become reluctant to have children. If
we had predicted these changes, the pension benefits would not have been adjusted so high.
At that time, no one had ever predicted these unexpected changes. We always have assumed
that the high economic growth would continue in the future.

Considering that some social groups (the retired elderly) were left behind, they were in a
miserable situation, and ignoring them was not a correct attitude for a healthy society, so we
raised the pension benefits. Moreover, the government’s fiscal revenue had been growing
rapidly, and it always had a lot surplus. So there were no opponents. These were the jobs we
should and must do. Now, we have recognized that the level of benefit was raised too high,
but in the historical process at that time, raising the benefit was reasonable. The only fault was
the wrong prediction about the future.

The change of Japanese mentality began in the 1980s and 1990s. Marked by volatilities
of price, bubble collapse and so on, these entirely unusual events had made Japan clearly
enter another era. We understood that we can’t do what we used to do.

Although people’s expectation of the future was wrong at that time, while human’s ability
to predict the future was basically at this level, which could not be better. In fact, we still can’t
exactly predict what would be like after the next 50 years in Japan. Although we need to be
cautious in policy-making, yet there will be many unpredictable aspects. In the case that we
can’t predict the future precisely in advance, what we can do is to adjust ourselves in time
along with the changes of the environment and to adapt to the new environment.

So does China. Although China has been enjoying high economic growth, it is impossible
to know what will happen in 30 or 50 years. At the end of the 1960s, did China predict that 50
years later China would be the same as it is today? | don’t think so. Can we accurately predict
what China will look like in the next 50 years? Therefore, the only way is to adjust the system
along with the new situation of each era.
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Intergenerational Equity

Chinese: During the process of aging, under the PAYG system, we need to increase the
contribution rate or contribution years of the younger generation for getting the same amount
of pension benefit as the older generation. Is this result unfair to the younger generation?

Takayama: The contribution rate of Japan’s SS pension was relatively low at the
beginning, and then gradually increased. Nowadays, people aged 80+ have paid very little
pension contributions during their working period, but their benefit level is relatively high. The
generation after that paid more contributions and received less benefits than the previous
generation. Now, recognizing that the benefit was too generous, various reforms related to the
benefit cutting were implemented. Then, the consequence is that the current elderly paid least
contributions but receives the highest pension; the younger generation will pay the highest
premium and receive the least benefit.

From this point of view, intergenerational relations are very unfair. So how can we
persuade the people to understand and accept this reality? Indeed, the premium paid in the
past by the senior citizens was very small, while they are enjoying high benefit. However, one
important point is that their wages were low. Furthermore, in those severe times, they had ever
worked hard and managed to pay the premium despite their low wages, at the same time,
using their own pocket money they also had looked after their parents and grandparents who
had little pension income, which should also be their contributions to the society. This is an
explanation by the perspective of contribution. By the perspective of benefit, the young people
today will live longer than the old people in the future, and they will receive benefit for more
years than the old people. Given that the number of years of receiving benefit has increased,
it is reasonable to reduce the amount of benefit each month.

There is also another way for old people to refute this kind of “dissatisfaction” from young
people. Currently young people can live a very stable and rich life, go to college, get a high
salary, and enjoy all kinds of fun in life. On the other hand, current older people had
experienced the pain due to the war and the tragedy of life, finally somehow have managed
to keep ourselves alive up today. They paid less and receive more in formal pensions, and
current young ones pay more and receive less in formal pensions. Do you think that it is unfair
between generations and that current elderly ones have taken advantage of the young? Would
you like to change the life course with the current elderly?

If possible, the current elderly would love to change it, because the life of the current
young is much happier than the current old. Are young ones willing to live through that hard
times the old people had been through? If we consider equity issue by a broader stance, will
you still say it’'s unfair? Today’s young people’s life is much better than that of the old people
in the past. Why do you just select the pension benefit only when comparing the
intergenerational unfairness? The comparison should be based on a much broader
perspective.

On the issue of intergenerational equity, this is the theme of the large-scale research
project that | had headed for 15 years since 2000. There are more than 1000 papers on the
website of this project, including many English papers. If you are interested in, you can go
there to search for and download them from the website below:

http://takayama-online.net/pie/stage3/Japanese/
http://takayama-online.net/pie/stage3/English/
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How to Find out the Solution?

Takayama (in July, 2018): My study on China’s pension reform began in 2002. At that
time, | spent one day per week for a whole year to study China’s situation of pension in Asian
Development Bank Institute at Tokyo, and published a paper. Since then, due to full
involvement in designing Japan’s pension reform plan of 2004, my opportunity to study China
had been lost.

My research on China’s pension has always been prudent and cautious. When | studied
the Japanese system, | have always been thinking about: Why did such a system be designed
at the beginning? Because of what it became like this, what are the motives behind various
ideas, and what kind of negotiation process it experienced for reaching the final consensus?
The changes of Japan’s pension system directly reflect the history, cultural and social
conditions of Japan.

China’s pension system’s changes are expected to be similar. What are the Chinese
people’s world outlook and values? What kind of history course have you experienced? What
is the position of the pension system in this country? If we don’t know these, it's hard to say
that China’s pension reform should be like this or like that? My understanding on Chinese
culture and world outlook is still very poor, so it’'s hard for me to say what to do and how to do.

| have been doing research on how Japan’s pension has developed for more than 30
years. | have known well about Japanese world outlook and values, the way of mutual
compromise, the historical background and reasons for each change, and the theory and
philosophies behind discussions. Because my pension research career is relatively long, | can
sort out these issues clearly.

However, the papers written by pension experts often lack the explanation of the changes
of background and philosophy. What kind of theory was based on when a new policy was
launched? In fact, | don’t understand why China directly adopted the system suggested by the
world bank in 1997? Why did the distinguished and outstanding Premier &#%t agree? No
one wrote these things out.

There have been various opinions and a lot of discussions including some fierce debates
before every pension reform policy was implemented in Japan. Also there have been detailed
explanations on each reform plan. When we all understood the causes and consequences on
the basis of full discussions, we then compromised with each other, agreed to a certain reform
proposal, and move forward step by step.

The idea that the funded SS pension can cope with the aging is a complete lie. It is an
unmoral behavior for the pension specialists to test a new system in other countries, which
was refused to be used by their mother countries. This system is specially served for the
interest of financial sector, not for the interests of the participants, and entirely cannot be a
measure to deal with aging. But why China has established such a system? If Chinese can
write down the background and basis of the policies in detail, | can understand where the
problem lies.

Chinese: | admire your sincere heartfelt words very much. China’s decision-making
mechanism is totally different from that of Japan, therefore it is easy to make mistakes because
of the lack of sufficient discussions and democratic decision-making procedures. Under such
conditions, we should furthermore study the international experience of pension reform well
and deliver the correct information to China.

Takayama: | went too far.

Chinese: Not at all.
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Appendix B

List of Conferences and Penal Discussions on China’s Pension
Reform Author Participated
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