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Japan’s Pension System: Challenges and 
Implications

T he fundamental purpose of the 
pension system is to help people 
secure income during retirement 

and their senior years. There are many 
ways to achieve that goal. For example, 
the World Bank has provided the concept 
of multi-pillar pension systems (Table 1). 
How to combine these pillars is up to each 
country, and there will therefore be a va-
riety of patterns based on historical and 
indigenous circumstances.

While one should not look for “one 
size fits all” answers, there are always 
some things to learn from developments 
in other countries. As described in the 
next section, Japan’s pension system con-
sists of multi-pillars, as recommended 
by the World Bank.  Nonetheless, Japan 
has encountered a number of problems. 
Some have been resolved, some not, and 
Japan is now facing new challenges, relat-
ed to demographic, economic and societal 
changes. Asian countries, in some way or 
another, will face many of the same chal-
lenges as their populations age and their 
economies mature.
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Diversity of Pension 
Systems

Japan’s Pension 
System

The Japan pension system consists of the 
public pension system and private-sector 
pension plans (Figure 1). The public pen-
sion system is part of Japan’s social secu-
rity system and consists of the National 
Pension Insurance (NPI) and Employees’ 
Pension Insurance (EPI). Participation in 
the public pension system is mandatory. 
NPI is the basic income portion that cov-
ers everybody. EPI is the income replace-
ment portion that covers public and pri-
vate sector employees.

Private pension plans consist of two 
types. One is the defined benefit (DB) type 
and the other is the defined contribution 
(DC) type. Private pension plans are vol-
untary in nature, and employers are not 
required to offer these pension plans. Pub-
lic employees are covered by DB plans.

National Pension Funds (NPFs) and 
individual DC plans are individual pen-
sion plans. NPFs are for the self-employed 
and individual DC plans are for most of 
the working-age population, including 
non-working spouses. Eligible individuals 
can join at their discretion.

Applying the World Bank multi-pil-
lar concept, the Japanese pension system 
incorporates the elements of Pillar 0 (part 
of National Pension Insurance), Pillar 1 
(part of NPI and EPI) and Pillar 3 (DB and 
DC plans).

The public pension system should 
aim at covering everybody. In Japan that 
goal was achieved in 1985.

Often, pension plans based on the 
workplace are introduced first. In Japan’s 
case, a mandatory pension plan for pri-
vate company workers was introduced in 
1942. This later became today’s EPI, and 
the pension plan for government employ-
ees and private school teachers was estab-
lished in the 1950s. In 1961, the NPI for 
self-employed people was introduced. All 
workers were now covered, realising uni-
versal coverage. However, those pension 
plans were separate from each other and 
the pension system as a whole was not 
well integrated. Thus, the Basic Pension 
was introduced in 1985. The NPI became 

Challenges for the 
Public Pension System: 
How to Enhance 
Sustainability

Achieving universal coverage
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Table 1: Multi-Pillar Pension Concept

Characteristics Funding

Pillar 0

Basic or social pension, at least social assistance, universal or 
means-tested
Participation: Universal or residual
Major target: Lifetime poor

Budget/general rev-
enues

Pillar 1
Public pension plan, DB or notional DC
Participation: Mandatory
Major target: Formal sector

Contributions, per-
haps with financial 
reserves

Pillar 2

Occupational or personal pension plans
Fully funded DB or fully funded DC
Participation: Mandatory
Major target: Formal sector

Financial assets

Pillar 3

Occupational or personal pension plans
Partially or fully funded DB or funded DC
Participation: Voluntary
Major target: Formal and informal sector

Financial assets

Pillar 4

Access to informal (e.g. family support), other social program 
(e.g. health) and other individual financial and nonfinancial as-
sets (e.g. home ownership)
Participation: Voluntary
Major target: Informal sector and lifetime poor

Financial and non-fi-
nancial assets

Note: DC=defined contribution, DB=defined benefit
Source:  Robert Hozmann, Richard Hinz and Mark Dorfman, “Pension Systems and Reform Conceptual Framework,”  

SP Discussion Paper No. 0824, World Bank, June 2008.

Figure 1: Japan’s Pension System
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Note: (1) Blue areas are voluntary pension plans.
 (2) NPF=National Pension Fund
Source: Ministry of Health, Labour and Welfare (MHLW), Nomura Institute of Capital Markets Research (NICMR).

the Basic Pension and part of EPI and the 
government employee pension also were 
included in the Basic Pension. The partic-
ipation of non-working spouses also be-
came compulsory. In theory, everybody 
regardless of working status now was 
covered by a common system, the Basic 
Pension. In 2015, the salary-related por-
tion of the government employee pension 

The ageing of the Japanese popula-
tion has been more rapid than projected. 
To strengthen public pension funding, 
the public pension premium has had to 
be raised repeatedly. However, this has 

Rapid ageing and sustainability of the 
public pension system

meant increasing the burden on the work-
ing generation, which cannot be contin-
ued forever. Sustainability thus became 
the biggest challenge for the Japan’s pub-
lic pension system.

Besides raising the premium, policy 
measures to improve funding prospects 
and enhance the sustainability of the pub-
lic pension system include raising the re-
tirement age, reducing the benefit level, 
and finding other sources of funding. Rais-
ing the retirement age has been adopted 
by a number of developed countries. To 
give people sufficient time to prepare 
for such changes to the public pension 
scheme, the changes must be introduced 
gradually over a long period of time. In Ja-
pan’s case, the seriousness of the nation’s 
low fertility rate was recognised in the 
early 1990s, and the decision to gradual-
ly raise the retirement age from 60 to 65 
years old was made.  Japan is still in the 
midst of raising the minimum retirement 
age, which is now scheduled to reach 65 in 
2025 for men and 2030 for women.

In 2004, Japan implemented a com-
prehensive public pension reform. This 
reform included (1) gradually raising the 
premium from 13.58% to 18.3% between 
2005 and 2017, after which it would re-
main fixed at the higher level , (2) intro-
ducing an automatic benefit control mech-
anism called the “macroeconomic slide” 
when the mechanism was ready for use, 
(3) keeping the income replacement ratio 
(percent of average public pension benefit 
to average worker’s income) above 50%, 
(4) financing half of basic pension income 
from general government revenues, and 
(5) conducting funding reviews every five 
years to secure the sustainability of the 
public pension system for the next 100 
years.

In 2012, Japan also decided to raise 
its consumption tax from 5% to 8% and 
eventually to 10% and to use the addi-
tional revenue for strengthening its social 
security system.  The consumption tax 
rate was raised to 8% in April 2014, and 
the increase to 10% is now scheduled for 
October 2019.

Automatic benefit control mechanism

The automatic control mechanism 
(the macroeconomic slide) is a fairly com-
plex method of reducing the purchasing 
power of the public pension benefit over a 
long period of time. Basically, public pen-
sion benefits are increased based on the 
wage increase for new benefit recipients 
and on the consumer price increase for re-
tirees. When the automatic control is ap-
plied, benefit increases will be diminished 

was integrated into the EPI.
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Table 2: Basic Features of DC Plans

Employer-employee 
agreement

Employer and employees must agree to adopt DC plans. A DC plan of-
ten replaces part of existing retirement benefits, which could be a DB 
plan and/or retirement lump sum arrangement.

Automatic enrollment
Basically, all eligible employees become participants.  Recently, how-
ever, plan features closer to elective deferral are gaining popularity.

Employer contributions 
first

Employer contributes to the accounts.  Employees can contribute as 
well up to the contribution limit prescribed by DC Law.

Investment education 
requirement

Employers are required to provide investment education to participants. 
They typically hire a plan administrator. The plan administrator also 
selects the investment products for the plan, which are typically bank 
deposits, insurance products (GICs) and various types of mutual funds.

Investment decision by 
participants

Participants can choose from the plan’s pre-selected products when 
investing their account assets.

Pension portability
When participants change jobs or leave the job market, they can roll-
over their DC account assets to corporate or individual DC accounts.

No early withdrawals
There are strict restrictions on withdrawals before 60 years of age. 
Once participants reach 60, they can withdraw assets in lump sum and/
or in installments.

Source: NICMR

ly difficult for employers to keep provid-
ing DB plans. Companies could no longer 
bear the cost of underfunded current and 
future pension obligations. In 2001, the DC 
Law was enacted, and corporate DC plans 
and individual DC plans were introduced. 
At the same time, DB plan reform was 
implemented to strengthen participants’ 
rights to receive benefits.

Since their introduction, the num-
ber of DC plans and participants has been 
growing steadily. As of September 2018, 
more than 32,000 companies have ad-
opted DC plans, which have 6.85 million 
participants. However, this growth in DC 
plan participants has not been sufficient 
to offset the concurrent decline in partic-
ipants in DB plans. As a result, the overall 
number of corporate pension plan partici-
pants has not grown (Figure 2).

J A P A N

by the “slide adjustment rate,” which is cal-
culated by the Ministry of Health, Labour 
and Welfare (MHLW) based on the life 
expectancy and fertility rate. For exam-
ple, if the consumer prices rise 2.0% and 
the slide adjustment rate is 0.9%, the pen-
sion benefit will be increase by only 1.1% 
instead of 2.0% for that year. The same 
exercise will be repeated until the demo-
graphic imbalance between the working 
generation and retirees is resolved.

To date, the macroeconomic slide 
has been fully applied only once, in fiscal 
2015. It was decided that the nominal ben-
efit amount should not be decreased unless 
wages or consumer prices decrease. Accord-
ingly, for example, if the consumer price in-
crease is only 0.5% and the slide adjustment 
rate is 0.9%, the benefit will be kept at the 
same level (0% increase/decrease) instead 
of reducing it by the 0.4% difference be-
tween the rise in consumer prices and the 
slide adjustment rate. The law was revised 
in 2016 to record the forgone adjustments 
and apply them when possible.

It is never easy to decrease the pub-
lic pension benefit level. One could say that 
the macroeconomic slide was devised to 
implement the decrease without consum-
ing unnecessary political capital by mak-
ing the decrease automatic. No one could 
foresee that the Japanese economy would 
suffer from low growth and deflation af-
ter the 2004 reform. It remains to be seen 
whether the benefit adjustment mecha-
nism will be able to resolve the public pen-
sion stability issue over the long run.

A more urgent issue, however, is how 
individuals and households should make 
up for the scheduled decrease in the pub-
lic pension benefit. In short, people should 
prepare more for old-age financial indepen-
dence by utilizing private pension plans.

Challenges for the 
Private Pension 
System: How to Expand 
Coverage

In Japan, DB plans were once the 
only type of private pension plans avail-
able. During the 1990s, however, the pro-
longed economic downturn and slumping 
domestic stock market made it increasing-

Historical development of private 
pension plans

Figure 2: Number of Participants in Corporate Pension Plans
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Features of DC plans

Employers do not have to worry 
about pension underfunding with DC 
plans. Employees can clearly see their own 
assets in DC individual accounts, and their 
account assets are portable when they 
change employers. Although future pen-
sion benefits are no longer guaranteed, the 
other features of DC plans are valuable for 
employees. Also, in the extreme situation 
of a corporate bankruptcy, DC individual 
account assets are unaffected, and partic-
ipants need not worry about the pension 
benefit reduction that could occur with DB 
plans. Basic features of Japanese corporate 
DC plans are as shown in Table 2.

Japan’s DC plans are in many ways 
similar to 401(k) plans in the United States.  
One big difference, however, is the contri-
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As mentioned above, individual DC 
plans were introduced at the same time as 
corporate DC plans. Individual DC plans 
were targeted at self-employed people 
and company employees without corpo-
rate pension plans. However, the share of 
non-regular employment had risen from 
15% in 1984 to 37% in 2017. Employers 
generally offer neither DB plans nor DC 
plans to non-regular workers. To make 
private pension plans available to all pri-
vate-sector workers, it became increasing-
ly important to expand the eligibility of 
individual DC plans.

In 2016, the DC Law was revised to 
expand eligibility for individual DC plans 
to virtually the entire working population. 
As of January 2017, company employees 
with corporate pension plans, govern-
ment employees, and even non-working 
spouses have been eligible to join DC 
plans at their discretion. The number of 
participants in individual DC plans has 
more than tripled in the 20 months from 
306,000 at the end of 2016 to more than 1 
million in August 2018. However, consid-
ering the fact that the number of potential 
participants is more than 60 million, there 
remains tremendous room for growth in 
the total number of individual DC plan 
participants.

Expanding the eligibility of individual 
DC plans

Pension Funds and the 
Capital Markets

Investment management of GPIF

 Pension plans are major players in 

the capital markets. They make long-term 
diversified investments, which can con-
tribute substantially to the growth of the 
asset management industry.

Public pension funds tend to be 
larger than private pension funds in asset 
size. Japan’s Government Pension Invest-
ment Fund (GPIF) is the largest pension 
fund in the world. Its assets under man-
agement totaled JPY 161 trillion (around 
USD 1.5 trillion) at the end of June 2018. 
Public pension funds in such Asian coun-
tries as South Korea, China, Singapore 
and Malaysia are among the world’s top 
20 pension funds according to Pensions & 
Investments.

GPIF’s policy asset mix used to be 
quite conservative, with 67% of assets 
invested in domestic bonds. However, 
the rate of return used as the assump-
tion for the public pension funding re-
views was as high as 3-4%. An expert 
committee recommended GPIF enhance 
portfolio diversification, and in 2014 the 
policy asset mix was changed to 35% in 
domestic bonds, 15% in foreign bonds, 
25% in domestic stocks, and 25% in for-
eign stocks. The actual allocation was 
shifted accordingly (Figure 3). Due to 
GPIF’s size, 76% of its assets are invest-
ed passively, but the indexes it employs 
have become more diverse. It now can 
also allocate as much as 5% of its assets 
to investments in alternative assets, 
such as private equity, real estate and 
infrastructure.

GPIF became a signatory of UN 
PRI (Principles of Responsible Invest-
ment) in September 2015. Being a long-
term and mainly passive investor, com-
mitment to ESG investments also makes 

DB plan management

Pension fund asset allocation used 
to be subject to a numerical regulation 
known as the 5:3:3:2 rule, which re-
quired more than 50% of a fund’s assets 
be invested in domestic bonds while lim-
iting allocations to stocks and overseas 
assets to under 30% each and property 
investments to under 20%. In addition, 
pension fund management was restrict-
ed to trust banks and insurance compa-
nies. In the early 1990s, investment advi-
sory companies were gradually allowed 
to enter Japan’s pension fund manage-
ment business. The 5:3:3:2 was gradually 
relaxed and eventually abolished alto-
gether.

Such deregulatory measures led 
to the diversification of asset managers 
and investments in Japan. Investment 
management companies’ share of the 
DB pension fund market has risen from 
zero to 27%, with insurance companies 
holding on to a 25% market share and 
trust banks 48% as of March 2017. In ad-
dition, the share of general accounts (in-
surance products) in pension fund port-
folios fell sharply in the late 1990s. DB 
assets under management totaled 78.7 
trillion at the end of March 2018. They 
are invested in various assets including 

Short-term assets
8.6%

Domestic bonds
25.3%

Domestic stocks
25.7%

Foreign
bonds
14.8%

Foreign stocks
25.7%

Figure 3: Asset Allocation of GPIF

Note: As of September 2018
Source: GPIF, NICMR

bution limit. In short, it is quite low. The 
annual contribution limit for corporate 
DC plan is 660,000 yen per participant at 
most (around USD 6,000). In the case of 
US 401(k) plan, it is USD 56,000 per partic-
ipant. This low contribution limit makes it 
difficult for many Japanese companies to 
set an optimal contribution rate, knowing 
that they will not be able to actually con-
tribute the full amount for participants 
with relatively high salaries. It is often 
pointed out that the contribution limits 
need to be raised in order to further ex-
pand the adoption of corporate DC plans.

sense for the GPIF, which describes 
itself as a “super long-term investor” 
and “universal owner.” Strengthening 
its governance structure was another 
important change necessitated by the 
GPIF’s investment portfolio becoming 
more sophisticated. A governing body 
with a collegial structure was intro-
duced in October 2017.
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Hedge funds 5.3%

Other investments 6.5%

Short‐term funds 5.4%

Domestic bonds
24.5%

Domestic stocks
11.7%

Foreign
stocks
13.9%

Insurance
general

accounts
17.5%

Foreign
bonds
15.2%

Note: As of March 2017
Source: Pension Fund Association, NICMR

Figure 4: Aggregate Asset Allocation of DB Plans

Domestic bond funds 5.5%

Foreign bond funds 3.9%
Others 1.0%

Deposits 34.7%

Insurance 
products

16.8%

Domestic
stock funds

14.2%

Foreign stock funds 8.1%

Balanced
funds
15.8%

Note: As of March 2018
Source: Association of DC Plan Administrators, NICMR

Figure 5: Aggregate Asset Allocation of DC Plans

enhanced financial education programs, 
but they have yet to produce any signif-
icant change in the aggregate DC asset 
allocation. Therefore, an amendment to 
the DC Law in 2016 introduced the “Jap-
anese version of a DC default investment 
fund.” In DC plans, if participants do not 
specify their investment choice, contribu-
tions are allocated to the predesignated 
default fund, depending on the plan’s ad-
ministrative arrangements. If the default 
fund is subject to price fluctuations, plan 
sponsors could take the blame when the 
value of the default fund falls below the 
initial invested amount. As a result, such 
contributions usually were placed in time 
deposits. The introduction of the default 
investment product addressed this prob-
lem by regarding the plan participants 
as having instructed the administrator to 
make the investment as long as certain 

Concluding Remarks

The role of the public pension system 
is to provide a broad, if not universal, 
coverage. This goal has generally been 
achieved in Japan. However, Japan is 
ageing rapidly and it will be increasing-
ly important to clarify the role of public 
pension system—will it be to provide ba-
sic income after retirement or to provide 
some sort of income replacement.  Japa-
nese EPI contains both elements, which 
could cause confusion about what should 
be prioritised in discussions about the 
reform agenda for enhancing system sus-
tainability.

The importance of strengthen-
ing private pension plans is shared by 
many countries. And DC plans rather 
than DB plans will play a major role. 
Trickier issues for DC plans include 
how to enhance coverage and provide 
support for participants’ investment 
decisions. It seems that defaulting 

procedures were followed and conditions 
were met. Participants can opt out at any 
time.

One could say that applying the 
findings from behavioral finance is a 
global trend in DC plan design. Automatic 
enrollment is one feature and to default 
participant investments in such broadly 
diversified products as balanced mutual 
funds or target date funds is another. In 
Japan’s case, while investment education 
and experience in long-term investment 
via DC plans could play an important 
role in enhancing the financial literacy 
of people, it may not be powerful enough 
to make participants actually take action 
and additional nudging may be needed.

The shift from DB to DC may affect 
the nature of pension funds as institu-
tional investors to some extent because, 
in many DC plans, the final investment 
decision is made by participants rather 
than investment professionals. However, 
if the main trend is for DC contributions 
to be placed in default funds, the bulk of 
DC assets will end up being managed by 
default fund managers, who should be as 
sophisticated and professional as DB plan 
managers.

As shown in Table 2, DC plan partic-
ipants direct their own individual account 
asset management. They are offered in-
vestment education and opportunities to 
achieve long-term asset formation con-
sisting of a diversified portfolio of mutual 
funds. 

However, the data shows that cash 
deposits and insurance products account 
for more than half of the outstanding bal-
ance of corporate DC plans, unlike other 
pension funds (Figure 5). In other words, 
DC plan participants are heavily weighted 
toward low-risk, low-return assets.

Measures have been taken to ad-
just such investment behavior, including 

DC plan investments and the introduc-
tion of the DC default fund arrangement

both traditional and alternative assets 
(Figure 4).
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people into participation in broadly 
diversified investments is becoming 
the globally accepted arrangement for 
resolving these issues.

Pension systems are based on long-
term commitments, and system stability is 
therefore very important. However, when 
changes are needed, early action is cru-
cial to enabling more people to become 
better prepared for the changes affecting 
their old-age pension income. In addition, 
while pension systems are unique to each 
country, many common issues exist, such 
as ageing populations. It is therefore ben-
eficial to monitor pension system–relat-
ed developments in other countries and 
learn from other countries’ experiences. 
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