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Abstract

In Japan, where the population is aging and the birthrate is declining, the pension re-
placement rate of public pension system is scheduled to be reduced by “macroeconomic
slide.” Thus the role of the private pension system increases, and the sustainability of the
private pension system itself becomes more important. Although defined contribution (DC)
plans, a kind of private pension, have been steadily spreading since their introduction in
2001, they still have issues that need to be addressed. The DC contribution limit should be
fundamentally revised in a way that allows individuals to enjoy equal opportunities to con-
tribute regardless of their work style or workplace pension system. From the perspective of
tax theory and finance, the transition of the private pension tax system to the “EET type” is
also an important issue. In addition, it is important that more individuals participate in the
DC plan and make effective use of it. Drastic measures such as an automatic enrollment sys-
tem may be worth considering for further expansion. Moreover, it should be kept in mind
that the management and administration of the DC plan are carried out by private sector
companies and thus they must be sustainable as a business.
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I. Introduction

Traditionally, the public pension, typically with a pay-as-you-go feature, has played the
central role of a nation’s pension system, and the financing of the social security system in-
cluding public pension, is generally discussed as part of the national government finance. In
Japan, the public pension is basically financed by the social insurance premium, and thus
pension benefits are calculated based on premiums paid. If the social insurance method is
applied thoroughly, the funding issue of the special account for the public pension can be
separated from that of the general account of the national government. But in reality, the so-
cial insurance premium alone cannot cover the public pension benefit payment and fund
transfer from the general account is needed. Specifically, one-half of the national pension

* This article is based on a study first published in the Financial Review 150, pp.46-75, Akiko Nomura, 2022, “Sustainability
of the Pension Systems and the Role of Private Pensions” written in Japanese.
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(basic pension) benefits are funded by the transfer from the general account’. Social securi-
ty-related expenditures already have a significant presence in general account expenditures:
in the 2021 budget, social security-related expenditures accounted for 35.8 trillion yen, or
one-third of the 106.6 trillion yen expenditures. Of this, public pensions accounted for 12.7
trillion yen, 35% of social security benefit-related expenses, and 12% of general account ex-
penditures.

Thus, the sustainability of national government finance and the sustainability of the pub-
lic pension system are inseparable’. And it goes without saying that the sustainability of the
public pension system is extremely important. In Japan, where the birthrate is falling and the
population is aging, the 2004 public pension reform introduced a benefit control measure
called “macroeconomic slide” in order to increase its sustainability. The aim, in short, was
to increase the sustainability of the system by reducing the adequacy of pension benefits.
However, the purpose of the pension system is to help people secure income in their old age.
Even if the public pension system is successfully sustained by macroeconomic slide, the
significance of the system may be undermined if the adequacy of pension benefits keeps re-
ceding. Therefore, the importance of private pensions, which complement public pensions
and increase the adequacy, increases. As the role of private pensions goes beyond providing
supplementary benefits and more people secure their retirement income through both public
and private pensions, the sustainability of private pensions themselves becomes ever more
important.

This paper assumes that the sustainability of public pensions is secured by the 2004 re-
form and focuses on the sustainability of private pensions. It discusses factors needed for
their sustainability, challenges they face and possible revisions. Such discussion will enable
us to consider the sustainability of the entire pension system including both public and pri-
vate pensions.

Il. Sustainability of Pension System
I1-1. Evaluation Criteria and Sustainability of Pension Plans

Elements for the sustainability of the pension system are discussed below.
The concept of pension systems released by the World Bank in 1994’ consisted of three

' A proposal to fully fund the national pension (basic pension) with the consumption tax and shift a portion of the public pen-
sion to a funded system was mentioned by candidate Taro Kono during the policy debate in the September 2021 Liberal Dem-
ocratic Party presidential election. This idea was formerly included in a proposal made by bipartisan lawmakers including Mr.
Kono himself in December 2008. See Aso (2013) for an economic analysis of the introduction of the funded system to public
pensions. Aso (2013) also points out that social insurance premiums (taxes on wages) and taxes on consumption are a matter of
the difference in the timing of payments and are equivalent in a lifetime (changing the source of funds to the consumption tax
is not an essential solution to the problem).

? Domar condition is often applied as stabilization conditions for fiscal sustainability. However, Yoshino and Miyamoto (2021)
pointed out that the Domar condition focuses only on the supply of government bonds and does not consider the demand side,
and they derived a fiscal stabilization condition that replaced the Domar condition by constructing a model in which the inter-
est rate and purchase amount of government bonds are determined from the supply and demand.

* World Bank Group (1994)



Policy Research Institute, Ministry of Finance, Japan, Public Policy Review, Vol.19, No.3, September 2023 3

Table 1: Five Pillars of Pension Plans

Non-contributory, universal coverage

Provide basic pension or social assistance

Mandatory participation

Public pension plan, publicly managed (DB or notional DC)
Mandatory participation

Pillar 2 = Occupational or personal pension plans

Fully funded DB or fully funded DC

Voluntary participation

Pillar 3 = Occupational or personal pension plans

Fully funded DB or fully funded DC

= Access to informal support (family), other formal social programs
Pillar 4 (healthcare)

Other individual financial and nonfinancial assets (home ownership)

Source: Nomura Institute of Capital Markets Research, based on Holzmann and Hinz (2005),
pp-80-83.

Pillar 0

Pillar 1

pillars in the form of public pension, occupational pension plans and personal savings plans.
Later in 2005 and 2008, the World Bank released a concept that classified the pension sys-
tem into five pillars from Pillar 0 to Pillar 4 (Table 1)*. A multi-pillar approach combining
those pillars according to the situation of each country is considered desirable. Pillars 0 and
1 are often provided by government programs or public pensions and Pillars 2 and 3 can be
provided through private pensions.

The appropriate combination varies from country to country, but the main evaluation
criteria for pension systems are adequacy, affordability, sustainability, equity, predictability,
and robustness (Table 2)’. Also, secondary evaluation criteria include contribution to
growth, minimizing distortions in the labor market, and contribution to increased savings.
Pillars 2 and 3 have a clear linkage between contributions, investment performance and ben-
efits and could contribute to the development of the financial markets. It can also lead to the
improvement of individual financial literacy.

The Mercer CFA Institute Global Pension Index is also helpful to see what information
can be referenced in pension sustainability assessments’. The index can be used for compar-
ing pension systems in countries around the world and has been available since 2009. It sets
3 sub-indices for adequacy, sustainability and integrity, and gives a weight of 40% for ade-
quacy, 35% for sustainability and 25% for integrity to calculate the overall index. The indi-
cators included in each sub-index is as follows.

- Adequacy: benefits, system design, savings, government support, home ownership,

* Holzmann and Hinz (2005)

* Holzmann et al. (2008)

¢ Mercer (2020). It is co-developed by Mercer and the Monash Centre for Financial Studies and sponsored by the CFA Insti-
tute since 2020. It covers pension systems in 37 countries and covers more than 64% of the world’s population. The scores
ranged from 40.8 in Thailand to 82.6 in the Netherlands. Japan had the index value of 48.5 and a grade of D. D is described as
“a system that has some desirable features, but also has major weakness and/or omissions that need to be addressed. Without
these improvements, its efficacy and sustainability are in doubt.”
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Table 2: Evaluation Criteria of Pension Plans

Provides benefits sufficient to prevent old age poverty at a country-specific
absolute level to the full breadth of the population

Provide a reliable means to smooth lifetime consumption for the vast majority
of the population

Adequacy

System within the financing capacity of individuals and the society
Affordability - System that does not unduly displace other social or economic imperatives or
have untenable fiscal consequences

Financially sound and can be maintained over a foreseeable horizon under a
broad set of reasonable assumptions

Provides the income redistribution from the lifetime rich to the lifetime poor
consistent with the societal preferences in a way that does not tax the rest of
the society external to the system

Provides the same benefit for the same contribution

Sustainability

Equity

Benefit formula is specified by law and not subject to the discretion of
policymakers or administrators

DB formula is designed to insulate individuals from inflation, DC investment
policy can insulate the beneficiary from material effects from asset price
adjustments

Benefit is automatically indexed during retirement

System has the capacity to withstand major shocks coming from economic,
demographic and political volatility

Source: Nomura Institute of Capital Markets Research, based on Holzmann, Hinz and Dorfman (2008),
p.8.

Predictability

Robustness

growth assets

- Sustainability: pension coverage, total assets, demography, public expenditure, gov-
ernment debt, economic growth

- Integrity: regulation, governance, protection, communication, operating costs

The sustainability sub-index reflects various factors that affect the sustainability of pen-
sion plans. Although some elements such as the old age dependency ratio and population
aging cannot be easily changed, such elements as the age at which pension benefit payments
begins, opportunities for phased retirement, and the labor participation rate of the elderly
can be influenced by government policy. In addition, the level of advanced funding is partic-
ularly important when the ratio of active workers is declining. The pension contribution rate,
the level of pension assets and the coverage of private pension plans are reflected. Long-
term real growth rates are also important because they affect long-term employment, savings
rates and investment returns. Given the key role of public pensions in various countries, the
level of government debt and public pension expenditure are also considered to be an im-
portant factor.

This paper discusses the sustainability (stable existence) of private pensions in Japan.
Although examining the sustainability of the public pension system is an important subject
of research, the official public pension funding review is conducted once every 5 years for
that purpose. If the “macroeconomic slide” introduced by the 2004 public pension reform
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ultimately succeeds, the public pension system is regarded as sustainable.

On the other hand, if the macroeconomic slide is successful, the real value of public
pension benefits to individuals (households) will steadily decline over the adjustment peri-
od. Thus, from an individual’s point of view, having the macroeconomic slide succeed and
the public pension system sustainable is not sufficient. Even if the system is sustainable, the
fundamental purpose of the pension system is not achieved unless the old age income of in-
dividuals is secured. Private pensions can complement public pensions. Therefore, only
when private pensions are fully utilized by people and are sustainable can we say that the
Japanese pension system is truly functioning.

1I-2.  Focus on Private Pensions and Defined Contribution (DC) Plans

There are two types of private pensions, defined benefit (DB) plans and defined contri-
bution (DC) plans. This paper focuses on DC plans. A shift from DB to DC is observed
worldwide with some differences in degree and features. OECD (2019) notes the following
long-term trends in pension reform’:

- OECD countries have implemented reforms over the past 50 years to improve the
financial sustainability of pension systems in the face of an aging population. Some
reforms changed the nature of the system, while others changed parameters. These
include making pensions individual-based or strengthening the link with income.
Generational differences in entitlements and benefit levels may occur.

OECD countries established and expanded pay-as-you-go DB plans in the 20" cen-
tury. The rapid population growth and rapid economic growth at that time enhanced
the pay-as-you-go internal rate of return. The benefits were also attractive because
they were available to seniors who did not contribute. At the same time, funded oc-
cupational DB pensions expanded in many countries. Since the 1980s, there has
been a shift from the pay-as-you-go DB plans to private pensions, pre-funding and
DC plans, with the population aging. Some countries have chosen to shift to a No-
tional DC (NDC).

The mechanism to adjust pension system parameters automatically based on chang-
es in relevant indicators (e.g., life expectancy, other demographic-related indicators,
and reserve balance) has been introduced in many countries. Half of the OECD
countries have automatic adjustment mechanisms. They include funded DC, NDC,
benefit adjustments based on life expectancy, and benefit adjustments based on fis-
cal balance, demographics, and wage-related ratios.

Reforms have resulted in lower average pension replacement rates. While there is a
1% drop for retirees today (born in 1956) compared to those born in 1940, individu-
als who begin working today (born in 1996) are affected significantly by the chang-
es, with an average decline of 5.8% compared to those born in 1940 (OECD aver-

" OECD (2019), pp. 37-45



6 NOMURA Akiko / Public Policy Review

age).

In the Japanese private pension system, a shift from DB to DC has also been observed,
especially in the number of participants. While the number of DB participants has been de-
creasing and leveling off, the number of DC participants has continued to increase since the
introduction of the DC in 2001. Until the 1990s, there were 2 types of DB plans in Japan:
Employees’ Pension Funds and Tax Qualified Pension Plans. The Defined Contribution Pen-
sion Law of 2001 introduced the corporate DC plan and individual DC plan (now called
iDeCo). The Defined Benefit Corporate Pension Law was also enacted®. As shown in Fig. 1,
the number of DB participants decreased, and the number of DC participants increased in
the 2000s. As of March 2021, there were 7.50 million corporate DC participants, 1.94 mil-
lion iDeCo participants and 9.46 million DB participants’.

Figure 1: Number of participants in private pensions
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Note: Participants in more than one plans are not adjusted.
Source: Nomura Institute of Capital Markets Research, based on Ministry of
Health, Labour and Welfare Pension Bureau, “Implementation Status of Defined
Contribution Pensions as of March 31, 2021,” and Trust Companies Association
of Japan, “Overview of Corporate Pension (Defined Benefit Type) as of March 31,
2021.”

¥ Tax Qualified Pension Plans were abolished in 2012. Employees’ Pension Funds were revised in 2013 to stop new establish-
ment and promote transfer to other types of pension plans or termination.

° Ministry of Health, Labour and Welfare Pension Bureau, “Implementation Status of Defined Contribution Pensions as of
March 31, 2021,” and Trust Companies Association of Japan, “Overview of Corporate Pension (Defined Benefit Type) as of
March 31, 2021.”
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I1-3. Issues for the Sustainability of Private Pensions

[I-3-1. Economic Analysis of the Transition to Funded DC Plans

Economic analyses of the shift of pension systems from pay-as-you-go DB to funded
DC have been conducted by Feldstein and Liebman (2002), Campbell and Feldstein (2001),
and others. From the late 1990s to the early 2000s, when these studies were compiled, there
was active discussion in the United States on a system reform plan to shift part of the Social
Security system to a funded DC system and privatize it in order to strengthen its finances.
Feldstein and Liebman (2002) also discussed the transition from pay-as-you-go DB public
pensions to funded DC private pensions and its implications in many countries™. In the first
place, while it is difficult to identify external diseconomies that would justify government
intervention in the old-age income security (i.e., providing public pension), typical argu-
ments point out that (1) paternalism against individual myopia, (2) prevention of free riding
on the welfare system, and (3) income redistribution based on lifetime income as the benefit
of such intervention. Many countries have adopted a traditional pay-as-you-go DB, but have
shifted to a system closer to funded private pensions and DC plans. The basic motivation is
to provide a higher standard of living for both working and retired generations with a lower
contribution rate with the help of the cumulative return on investment of national savings.
When investment-based social security programs are considered from an economic point of
view, they are similar to the private DC plans, except that the government mandates contri-
butions. The impact on national savings is determined by household and government re-
sponses. The net effect will be zero if individuals are rational life-cycle savers, while nation-
al savings will rise in a world where some individuals are shortsighted and do not save.
Even the critics of investment-based social security acknowledge that savings improvement
may be possible. One of the advantages of the individual account system is that it reduces
the potential risk of the assets being used to fund increases in government spending or tax
cuts. Some argue that the individual account system brings innovation in products, manage-
ment and services, and that it also fosters a sense of ownership over account assets.

In the 2000s, with the advance of longevity and the shift to DC, studies on income secu-
rity after retirement became active. Clark and Mitchell ed. (2005) and its sequel, Mitchell
and Shea ed. (2016), pointed out the need for a paradigm shift in the pension system in re-
sponse to changes such as an aging population, an increase in life expectancy, a decline in
labor force growth rate and changes in employment practices™. They pointed out that the
following four factors will be important for the construction of the pension system paradigm
in the next 30 years: (1) trust in pension regulations, (2) the importance of striking a moder-
ate balance between policy objectives concerning the tax policy and labor policy, (3) the im-
portance of recognizing that different constituencies have different expectations for pen-

' Feldstein and Liebman (2002)
" Clark and Mitchell (2005)
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sions, and (4) the need for retirement policy champions and political leadership™.

These elements can be applicable regardless of country or region. In addition, although
there are two different paths, one being replacing a portion of the public pension with the
pay-as-you-go DB feature with a private DC feature (privatization of the public pension),
and the other being expanding the private DC plans as a supplementary system with reduc-
tion in the role of pay-as-you-go public DB pension, the final form of pension systems will
likely have many features in common.

I1-3-2.  Economic Analysis of Taxation on Savings

Mirrlees Review, an analysis of the tax system in the open economy of the 21* century,
covered how savings should be taxed. A private pension is a savings with the purpose of se-
curing income in old age. Therefore, the theory of the private pension tax system can be re-
garded as part of the theory of the tax system for savings.

Based on Mirrlees et al. (2011), major issues can be summarized as follows".

The comprehensive income tax covers all income as the tax base, including labor in-
come and income from savings such as interest and dividends, and they are equally treated
as taxable. On the other hand, income from savings is not taxed until it is spent or consumed
under the expenditure tax or consumption tax regime. A crucial difference between these
two tax theories is the way in which savings are taxed. This is also an important point in en-
suring fairness in taxation for individuals with different annual income patterns but the same
lifetime income.

Based on the perspective of tax neutrality, the treatment of savings in the comprehensive
income tax is problematic. Income from savings can be broken down into normal returns,
which are the difference between current and future consumption, and excess returns arising
from additional risk-taking, etc. Taxation on the former creates a situation in which current
consumption is more favorable than future consumption. That is, it undermines the neutrali-
ty of taxes with respect to intertemporal consumption. For example, if a young person saves
for the purpose of consumption in retirement rather than current consumption, a comprehen-
sive tax on the normal returns of such savings could create significant differences (distor-
tions) due to the effect of compounding over a long period of time.

On the other hand, the expenditure tax, which is levied only on income when spent, is
neutral to consumption between different points in time. With E for Exempt and T for Tax, it
is also called the EET method. There is also a TEE method that reverses the timing of T.
EET and TEE have equal effects if all other conditions are equal and with regards to normal
returns. However, this relationship breaks down when income tax rates are progressive. In
addition, more complex tax operations are required if neutrality is sought with respect to the
excess returns as well.

In this paper, we discuss the EET-type private pension tax system. In many countries in-

2 Klein (2005).
" See Mirrlees et al. (2011), pp. 283-317.
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cluding Japan, comprehensive income tax is the basic concept. And EET-type tax measures
result in a decrease with no income taxation at the time of contribution and investment man-
agement, so it is necessary to secure financial resources to cover it. The government must
ensure that financial resources for private pension tax measures can be sustainably supplied.
In the case of Japan, the government debt to GDP ratio exceeds 200%. We must avoid a sit-
uation where at some point in the future our financial resources are depleted, forcing us to
suspend or drastically reduce tax measures for private pensions'*. While it is possible to take
an approach that holistically evaluates the economic and social benefits of private pensions,
it is also conceivable to offset the loss of tax revenue at the time of contribution and invest-
ment by the increase in tax revenue at the time of benefit payment. From the government’s
point of view, tax revenues are expected to decrease during people’s working years, but in-
crease after retirement. Tax revenues can be secured while supporting the rational life-cycle
consumption of individuals.

I1-4. Sustainability of Private Pensions and DC Plans in Japan

With the above in mind, we examine the sustainability of private pensions, especially
DC types, from different angles.

First, the current status and issues of tax measures in DC plans are reviewed, and the
need for a fundamental review is pointed out. While private pensions need not accompany
an income redistribution function like the social security system, it is important to ensure
fairness in access. We discuss reforming tax arrangements at the time of contribution, in-
vestment and benefit payment, and consider whether such tax measures are sustainable.

It is important that DC plans are available to the majority of people. Expansion of partic-
ipants is a necessary condition for the sustainability of private pensions because a system
with only a small number of users may lose the raison d’etre in the long run. The prevalence
of a pension system can be observed by the participation rate. And the private pension par-
ticipation rate including DC plans in Japan is not sufficiently high. Measures to expand par-
ticipation are discussed and efforts in other countries are taken into consideration.

Furthermore, we refer to the issue of whether service providers of DC plans are sustain-
able. While public pensions are sponsored by the government, private pensions are spon-
sored by private entities such as employers for occupational pensions and financial institu-
tions for individual pensions. Public pension contributions and benefits are administered by
the Japan Pension Service and the investment management of reserve funds is conducted by
the Government Pension Investment Fund (GPIF)". In the case of private pensions, private
entities such as financial institutions are in charge. Those private companies are for-profit
organizations and need to be profitable and sustainable as a business. Securing the medium
to long term profitability of those entities becomes a necessary condition for the sustainabil-

" Whether max-min principle or Hartwick rule can be conceptually applied to this issue of financial resources supporting pen-
sion system may be worth considering.
'* Asset management is mostly outsourced to the private sector.
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ity of the private pension system.
I11. Tax treatment of DC Plans in Japan
I11.-1. Framework of Tax Measures for DC Plans

DC plans in Japan are tax-free at the time of contribution, taxable in principle at the time
of investment but the taxation is suspended, and are taxed at the time of benefit payment but
with tax measures. The current tax measures are summarized below.

III-1-1. Taxation at the Time of Contribution

Ordinary savings come from after-tax income, but individual contributions to DC plans
are deductible and not included in taxable income. Employer contributions for occupational
pensions are deductible and then excluded from employees’ current income. After-tax con-
tributions are not allowed.

Table 3 shows the status of contribution limits (as of 2021) from the perspective of indi-
viduals. The contribution limit is determined according to the public pension insured cate-
gory (Category 1, 2 and 3) and the availability and types of occupational pensions.

The 2011 amendments to DC plans introduced the participant contribution for corporate
DC plans, often called matching contributions, which were subject to the following require-
ments: (1) the total amount of contributions is less than the statutory limit, and (2) matching
contributions cannot exceed employer contributions. For example, a participant with the
statutory contribution limit of 660,000 yen with employer contribution of 330,000 yen, the
upper limit of matching contribution is 330,000 yen. However, with an employer contribu-
tion of 120,000 yen, the matching contribution limit remains at 120,000 yen.

Table 3: DC Contribution Limits (2021)

Public pension categories and workplace pension o o
arrangements Statutory Contribution Limits (annual)

iDeCo: 816,000 yen (together with contributions

Category 1 insured persons National Pension Fund)

Category 2 insured persons

Only corporate DC at workplace Corporate DC: 660,000 yen (matching contributions
allowed), iDeCo: 240,000 yen (employer contributions
up to 420,000 yen)

DC and DB at workplace Corporate DC: 330,000 yen (matching contributions

allowed), iDeCo: 144,000 yen (employer contributions
up to 186,000 yen)

Only DB at workplace (including government iDeCo: 144,000 yen
employees)
No pension system in workplace iDeCo: 276,000 yen (employer contributions can be

made to iDeCo Plus)

Category 3 insured persons iDeCo: 276,000 yen (no tax deduction)

Source: Nomura Institute of Capital Markets Research based on the website of Ministry of Health, Labour and
Welfare Pension Bureau.



Policy Research Institute, Ministry of Finance, Japan, Public Policy Review, Vol.19, No.3, September 2023 11

The 2016 revision of DC Law greatly expanded the eligibility of iDeCo, and corporate
DC and DB participants were allowed to join iDeCo. The patterns of iDeCo contribution
limits increased accordingly. The Small- and Medium-Sized Employers Contribution Pay-
ment System (iDeCo Plus) was also introduced. Small- and medium-sized employers were
allowed to make additional contributions to employees’ iDeCo accounts. When iDeCo Plus
was first introduced, companies with 100 or fewer employees were eligible, but as of Octo-
ber 2020, it has been expanded to companies with 300 or fewer employees.

Based on the amendments in 2020, the amount of iDeCo contributions that can be made
by corporate pension participants were refined. Currently, the iDeCo contribution limit for
corporate pension plan participants is set at 240,000 yen for corporate DC participants and
144,000 yen for DB participants, and this does not reflect actual contributions to corporate
DC and DB. For DB participants, the contribution limit for corporate DC plans is also set at
330,000 yen, half of the amount for corporate DC plans only, regardless of the actual level
of DB. These were revised and the amount that can be contributed to iDeCo from October
2022 was set at “the statutory contribution limit for corporate DC plans less employer con-
tributions.” And from December 2024, the amount will be “660,000 yen per year less DB (if
any) and employer contributions to corporate DC plans'®”. However, it is still within the
limit of 240,000 yen per year.

Although it is complicated at first glance, the idea introduced by this amendment is to
deduct the employer contribution to DB and DC from the statutory limit of 660,000 yen, and
have remainder as the amount that can be contributed by individuals to iDeCo. It can be said
that the government is trying to increase the availability of the 660,000 yen contribution
from the perspective of individuals. The 240,000 yen limit on iDeCo contributions remains,
which is confusing, but the direction is closer to giving individuals equal opportunities to
contribute.

However, there are still a number of remaining issues regarding the contribution limits
of private pensions, which are pointed out below.

(1) Consistency of Corporate DC and iDeCo Contribution Limits'’

First, there is no consistency between corporate DC and iDeCo contribution limits. The
corporate DC limits were established taking into account the “desirable benefit addition lev-
el” of Employees’ Pension Fund. The desirable benefit addition level seeks to achieve the
“desirable benefit level,” which is equivalent to 60% of pre-retirement salary, by adding
Employees’ Pension Fund benefits to public pension benefits. The desirable benefit level re-
lates to the special corporate tax, the taxation during investment management, and is dis-
cussed later in I1I-1-2.

' DB contribution used here is the hypothetical amount calculated for each company, not for each participant, under certain
assumptions.

'7 See Pension Bureau of the Ministry of Health, Labour and Welfare, “Mechanisms at the Time of Contribution and Benefit,”
Document 2 at the 4th meeting of Corporate and Individual Pensions Committee of Social Security Council, April 22, 2019,
pp. 17-18; Pension Bureau of the Ministry of Health, Labour and Welfare, “Specific Issues of Corporate Pensions,” Document
at the 6th meeting of Corporate Pension Study Group, February 26, 2007, p. 30.
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In 2001, the desirable benefit addition level was equivalent to 1.7 times the “substitu-
tional portion” of the Employees’ Pension Fund. Since this was a provision for pension ben-
efits in the DB system, it had to be converted into a provision for contributions. Therefore,
the salary level covering most of the private sector (650,000 yen) was multiplied by the Em-
ployees’ Pension Fund’s exempt premium rate (3.5%) and by 1.7,

iDeCo’s contribution limit has basically been set by referring to the actual contributions
to existing pension arrangements with similar characteristics. At the time of the introduction
of corporate DC plans and iDeCo in 2001, only Category | insured persons and private em-
ployees without a corporate pension were eligible to join iDeCo, and the former was offered
a limit of 816,000 yen shared with the contribution to the National Pension Fund. The latter
was set by referring to the actual contributions to Employees’ Pension Funds, based on the
view that the actual support from employers should be taken into consideration, and it re-
sulted in a level lower than the contribution limit to corporate DC. Currently, the contribu-
tion limit for employees with only corporate DC is 660,000 yen, while the contribution limit
for employees with no corporate pension at work and only iDeCo is 276,000 yen. This in-
consistency had already been pointed out in the review 5 years after the enactment of the
DC Law", but no specific measures have been taken, and the situation continues to this day.

(2) Consistency of DB and DC Contributions

Second, despite DB and DC both being private pensions, the tax treatment of their con-
tributions is inconsistent.

For DB plans, companies are required to calculate and contribute the premiums needed
for benefit payments. There is no benefit limit and thus no contribution limit, while addition-
al contributions are required if there is a funding shortfall. Since pension contributions are
tax deductible, whether the absence of a cap is appropriate from the perspective of fairness
may be one point of contention. Setting benefit limits and consequently a cap on the re-
quired contribution may be one approach®.

Under the 2020 amendments, companies that provide both corporate DC plans and DB
plans are required to adjust their contributions to them within the 660,000 yen limit as de-
scribed above. Although the purpose of the amendment was not to reduce the amount of
contributions available for DC plans, after a period with certain transitional measures, even-
tually the contribution room for corporate DC and iDeCo at companies with larger DB ben-
efits will likely be reduced.

(3) Target Amount of Private Pensions
The statutory purpose of private pensions is to support self-help efforts in securing old

'® Employees’ Pension Funds substitute part of public pension benefit and it is called the substitutional portion. If an employer
offers the Employees’ Pension Fund, part of the public pension premium is paid into the Employees’ Pension Fund instead of
public pension accordingly, which was called exempt premium. When the macroeconomic slide was introduced by the public
pension reform in 2004, 1.7 was raised to 2.23.

' Corporate Pension Study Group (2007) pp. 19-20.

% In the United States, there are contribution limits for DC plans and benefit limits for DB plans.
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age income in conjunction with public pensions”. The contribution limit is one way of
quantifying the contribution needed to achieve this objective, but there has not always been
a comprehensive discussion about whether the current contribution limit is sufficient. The
social security system including not only the public pension but also medical and long term
care is forced to make revisions one after another due to the declining birthrate and aging
population.

As for the adequacy of pensions, the pension replacement rate, which is the ratio of pen-
sion benefit to income before retirement, is often used as a guide. As mentioned above, the
Employees’ Pension Fund target of 60% of pre-retirement income together with the public
pension was referred to when setting contribution limits for corporate DC plans, but the ra-
tionale for 60% is not clear. Since the introduction of the DC system, there have been re-
peated calls for raising the contribution limit, but the reality is that no specific amount, con-
tribution rate, or the underlying logic (including whether to use the pension replacement rate
in the first place) has been discussed sufficiently.

I1I-1-2. Taxation during the Investment Period”

In principle, private pensions in Japan are subject to the “special corporate tax” during
the investment period. Tax exemption during the investment period usually refers to ex-
empting taxes on investment proceeds. However, the special corporate tax in Japan imposes
a tax on reserve funds, not on investment proceeds. Deferring income taxation at the time of
contribution creates a “tax-free pool” in which tax-free contributions yield tax-free invest-
ment proceeds. The idea of the special corporate tax is to tax the corporation that manages
the pension funds (trust bank, etc.) and create the revenue equivalent to the benefit of this
tax deferral.

The special corporate tax was started when the Tax Qualified Pension Plan was intro-
duced in 1962. When the Employees’ Pension Fund was established in 1966, the tax was
imposed on the portion exceeding the level of pension benefits of the national government
employees, and the idea of exempting pension benefits below a certain level from the tax
was introduced. In 1988, the threshold was changed to “the desirable benefit level” and, as
mentioned above, the guideline for the desirable level was “60% of pre-retirement salary to-
gether with public pension.”

The special corporate tax was frozen in 1999 due to the economic downturn and invest-
ment difficulties, and the freeze has been repeatedly extended to this day. The tax rate im-
posed before the freeze was 1.173% per annum on pension fund reserves. This rate, equiva-
lent to the benefit from tax deferral or late interest, is determined by applying an interest rate
of 0.02 yen per day to the average tax rate on the employee’s salary income (plus pension
contributions) and the local government tax rate. Before the freeze, the average income tax
rate was 12%, the local government tax rate was 5%, and the interest rate was 0.02 yen per

! See Article 1 of the Defined Contribution Pension Law and Article 1 of the Defined Benefit Corporate Pension Law.
Z See the Ministry of Health, Labour and Welfare Pension Bureau, “Common Issues for Corporate Pensions,” Document at
the 5th Corporate Pension Study Group, February 16, 2007, pp. 20-24.
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day or 7.3% per year.

Corporate DC, iDeCo and defined benefit corporate pensions were introduced by legis-
lations in 2001 and thus have never been actually subject to the special corporate tax. Pro-
posals for the abolition of the tax have been made repeatedly by both labor and manage-
ment, as well as industry associations of financial institutions and other organizations related
to private pensions. As a practical matter, the special corporate tax, which is a tax on pen-
sion fund reserves, is imposed even if the investment yield is negative, further reducing pen-
sion assets. It seems as if that the tax exemption on contributions to private pensions is treat-
ed as an undesirable act similar to deferred tax payment, and delinquent taxes are imposed.
The treatment of the special corporate tax is an important policy decision that will define the
future of Japan’s private pension tax system.

III-1-3. Taxation at the Time of Benefit Payment

When a person receives a pension, a deduction for public pension, etc. and a deduction
for retirement income is applied. Usually the form of receiving private pension benefits can
be selected from lump sum payment, pension payment (fixed-term, lifetime annuities, etc.)
or a combination of these as specified in the pension plan document. Benefit received in the
form of pension is taxed as miscellaneous income and a certain amount is deducted from the
amount of pension benefit income based on the age, the amount of pension and the amount
of income other than pension. For example, if an individual at the age of 65 or older re-
ceives a pension of 3.3 million yen and his non-pension income is 10 million yen or lower, a
deduction of 1.1 million yen for the public pension, etc., is applied.

Benefits received in the form of a lump-sum are taxed as retirement income. In calculat-
ing the taxable amount of retirement income, the amount corresponding to the number of
years of service is deducted from the amount received and one-half of the remaining amount
is taxable. For example, if a person receives a lump-sum retirement benefit of 20 million yen
after 35 years of service, the taxable retirement income would be 750,000 yen.

The retirement benefit tax arrangement is also applied to lump-sum retirement allowanc-
es and retirement benefits for employees leaving or changing jobs while they are still work-
ing, resulting in a mixture of purposes other than securing income in old age. In addition, as
mentioned above, it has the effect of greatly reducing the taxable amount. It has resulted in
the criticism that the taxation on pension benefits is too limited, and thus the pension tax ar-
rangement in total is not EET but close to EEE.

I11-2. Revising the Private Pension Tax System

III-2-1. Need for a Radical Revision

The 2004 public pension reform introduced the public pension funding review once ev-
ery 5 years, and the DC contribution limit has been revised in a way that is more or less
linked to it, but this pattern of partial reforms seems to have reached its limit. If the govern-
ment is to provide holistic support for securing retirement income via public and private



Policy Research Institute, Ministry of Finance, Japan, Public Policy Review, Vol.19, No.3, September 2023 15

pensions, it is necessary to set a comprehensive target for support.

Although the pension replacement rate is a common indicator of pension adequacy, there
is not a widely accepted method for setting target numbers. Therefore, in this paper, the dis-
cussion will proceed with accepting the figure of 60% of pre-retirement salary and the
amount of 660,000 yen calculated based on this figure. The basis for the 60% threshold is
unclear, but if we accept the idea that people generally spend less in retirement than they did
in their working years, we may consider it as a reasonable level of support with tax mea-
sures.

With that in mind, [ would like to focus on the fact that the way of life is becoming more
diverse and difficult to standardize, and therefore a radical change of thinking is required to
prevent unfairness in the availability of tax measures. One of the major changes in the Japa-
nese labor market over the past 30 years has been the increase in non-regular employment.
In February 1990, non-regular employees accounted for 20.2% of the total, and this gradual-
ly increased to 26.0% in February 2000, 33.7% in Jan. to March 2010, and 36.7% in Jan. to
March 2021. Among those aged 35 to 44 and 45 to 54 in their prime as workers, 26.9% and
30.8%, respectively, were non-regular employees (Jan. to March 2021). The gap between
men and women was also large, with 21.8% of men and 53.5% of women being non-regular
employees (Jan. to March 2021)”. It is no longer necessarily appropriate to regard a life
course of permanent or long-term employment as the standard.

It has also been pointed out that households with “model pensions” are no longer the
norm for public pensions. Corporate DC plans rely on the idea of a model pension because
of the way the contribution limit was set. The inconsistency with the iDeCo contribution
limit is mentioned above. Revising tax measures that are hardly consistent for a wide range
of individuals from a mid- to long-term perspective would enhance the sustainability as well
as the adequacy of the pension system.

In the following section, we will consider “personalization” and “setting lifetime limit”
of contribution, followed by “carryover of unused contribution allowances” and “additional
contribution allowances for those over a certain age”. We will also consider abolishing the
special corporate tax, the deductions for public pension, etc. and retirement income, and
aiming for an EET pension tax system.

I1-2-2.  “Personalization” of Contribution Limits

Japan’s private pension tax system is set up separately for occupational and individual
pensions, which is natural given the historical background that tax incentives have been
granted to promote occupational pensions as part of employee benefit programs. However,
the idea of separating the workplace and individuals in terms of tax arrangement is no lon-
ger consistent with the changing social and economic environment in Japan. Diversity in the
labor market will continue to expand, as evidenced by the rise in non-regular employment.

¥ Long term time series data of the Labor Force Survey Table 9 (quarterly average results, nationwide) (1) Number of em-
ployees by age group (10 years), number of employees by employment type (regular and non-regular employees) from 1984.
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In addition, the government is pursuing policies to promote diversity, such as encouraging
people to have side jobs and second jobs, and encouraging people to work in their old age.
As we need to shift from the idea that people finish their school days in their early 20s, enter
work life and retire in their mid 60s to accepting more diversified patterns. Recurrent educa-
tion is emphasized, and having second or third school days and working in different jobs are
beginning to be viewed positively.

Setting the level of tax benefits based on how and where they work can no longer be jus-
tified. In a society where the majority follow a similar life course, a certain level of satisfac-
tion may be gained but the situation is changing drastically. In addition, if private pensions
are supplementary and public pensions and other savings can satisfy the needs of life in re-
tirement, they may not be much of a problem, but this too has changed significantly. The
fact that the contribution limits of the private pensions differ on an individual basis has be-
come a problem from the perspective of equal opportunity.

This problem can be solved by setting the contribution limits for private pensions equal-
ly for each individual rather than based on workplace. The idea is to grant an upper limit on
the total amount to each individual, regardless of the types of pension (occupational or indi-
vidual pension) or the contributor (employer or participant).

In the United Kingdom, an annual contribution limit is established on an individual basis
for all types of private pensions to which the individual participates. The pension system
was drastically restructured, including the simplification of the tax arrangements by revising
the law in 2004, and the current system became effective in 2006. Employer and participant
contributions to occupational pension plans (DB, DC) and participant contributions to indi-
vidual pensions (such as stakeholder pensions) are subject to the contribution limit. The an-
nual contribution limit is 40,000 pounds (tax year 2021-22), which is the sum of employer
and participant contributions for DC schemes and the increase based on the benefit formula
for DB schemes. The amount is considerably higher than that of Japan. As explained later, a
lifetime contribution limit is also set.

In Canada, a system with a common contribution limit on an individual basis was also
introduced through a 1990 amendment to the tax code™. A common annual contribution
room is established regardless of whether a person participates in a DB, an occupational
DC, or a Registered Retirement Savings Plan (RRSP) for individuals. In 2021 the limit was
the smaller of 27,830 Canadian dollars or 18% of the previous year’s income. Pension ad-
justment, which is a contribution for an occupational pension, is deducted from the annual
contribution limit, and the balance becomes the RRSP contribution limit. If a person only
participates in the RRSP, the full amount is for his/her contribution to the RRSP. While not
as large as the UK, the size of the contribution limit is larger than that of Japan.

[11-2-3.  “Lifetime” Contribution Limits
Japan’s tax system adheres to the single fiscal year principle. Because income tax rates

* See Fujisawa (2021).
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are progressive, the amount of tax paid differs between individuals who have the same life-
time income but earn large amounts in a limited number of specific years and small amounts
in others, and individuals who earn the same amount throughout their lives. Given that the
purpose of the pension system is to encourage asset building over a long period of time,
pension taxation neutral with respect to changes in income in a single year may be reason-
able. This can be achieved by setting the contribution limit based on lifetime income. The
maximum amount that can be contributed to private pension throughout the working period
rather than a single year becomes the contribution limit. For example, an annual contribu-
tion of 660,000 yen for 40 years from the age of 20 to 60 is 26.4 million yen, and for 45
years to the age of 65 is 29.7 million yen.

If it is unrealistic to accept such large deductions at one time, we can set both a lifetime
contribution limit and an annual limit. For example, if the annual limit is set at 2 to 2.5 mil-
lion yen, the above lifetime contribution limit is equivalent of making intensive contribu-
tions for 10 to 15 years. Even individuals with fluctuating annual incomes will be able to
make effective use of lifetime contribution allowances.

In addition to the aforementioned annual contribution limit, a lifetime contribution limit
of 1,073,100 pounds (tax year 2021-22) is in place in the UK. This amount also applies to
both DB and DC. For DC, it is the balance of assets in the personal account, and DB is stip-
ulated to be 20 times the pension amount™. In the UK, the social security system, which was
once regarded as “cradle to grave,” has been reduced since the 1980s, and the pension sys-
tem was also transformed. The public pension provides the minimum income security and
private pensions play a major role of providing additional income. The public pension sys-
tem used to have two tiers similar to Japan’s, but was simplified to one. While these differ-
ences in pension systems as a whole need to be taken into account, the importance of private
pensions is common to both countries.

II-2-4. Carryover of Unused Contribution Allowances and Introduction of Addi-
tional Contributions

When making a substantial change to the pension system, it is desirable to take a long
time such as 10 or 20 years, because notice and gradual transition periods are needed before
the new system is fully introduced. It is true that lifetime contribution limits are not easy to
realize because they change the single fiscal year approach of the tax system.

Therefore, as a relatively simple measure, we will consider the carryover of unused con-
tribution allowances and provision of additional pension contribution allowances for those
above a certain age.

The carryover of unused contribution allowances is to allow the difference between the
contribution limit and contribution actually made for a given year to be carried over to the
following year. The existing tax system also allows certain types of deductions and losses to
be carried over to the following year. Carryover of unused contributions is not as flexible as

» See Sano (2021).
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lifetime contributions from an individual’s perspective. That is, it is inconvenient for indi-
viduals who earn high incomes in their early years. In general, however, it seems that house-
holds in their 40s and 50s start to focus on preparing for retirement. Looking at the purpose
of holding financial assets by age group’, the highest for respondents in their 30s and 40s
was “education cost for children” (78.8% and 66.4%, respectively), while for those in their
50s and 60s the highest was “living expenses for retirement” (70.0% and 80.3%, respective-
ly). 61.6% in their 40s cited retirement which is close to education.

If the carryover of unused contribution can be made for an indefinite time period, it will
have an effect similar to that of a lifetime contribution. However, in order to implement the
carry-over system, it is necessary to maintain records of unused allowances throughout an
individual’s work years. This may require a considerably large system change and IT invest-
ments.

A simpler approach of increasing annual contribution for individuals in their late 40s or
older may be worth considering. For example, the 45 years from the age of 20 to 65 is divid-
ed into the first half (age 20 to 45) and the second half (age 45 to 65), and a fixed amount is
added to the contribution limit after age 45. For example, 330,000 yen, which is half of
660,000 yen, is added”’.

Catch-up contributions in the United States can be a good reference. In 2022, partici-
pants in DC plans have annual contribution limits of 61,000 dollars for corporate pensions
and 6,000 dollars for individual retirement accounts (IRA). In addition, individuals 50 and
older can make catch-up contributions up to 6,500 dollars in occupational DC plans and
1,000 dollars in IRAs. Although it is inherently desirable to build retirement assets over a
long period of time, some individuals do not recognize the needed amount until retirement
approaches. Some may not be able to build sufficient retirement assets because they had to
leave their jobs for family reasons, or their saving capabilities may increase after reaching a
certain age. Based on these views™, the catch-up contribution was introduced by the tax re-
form in 2001.

As mentioned above, differences in savings objectives by age are also observed in Japan.
In addition, Japan has a demographic characteristic of having a “baby boomer junior” gen-
eration. The term is used for the children generation of the baby boomers, who were born in
1971-74. The total fertility rate was over 2 at that time and more than 2 million children
were born each year. It is well known that the total fertility rate has since fallen below 2 and
has never recovered to 2 to this day. As a result, the baby boomer junior generation is in a
situation where it is difficult to depend on the next generation after retirement like their par-
ents’ generation because the number of the working generation will be drastically smaller in
their old age, while they are required to fund the social security system for the older genera-

* Percentage of respondents from households with financial assets according to the “Public Opinion Survey on Household Fi-
nancial Behavior (Households with 2 or more members) in 2020,” by the Central Council for Financial Services Information.
7 If a person uses only half of the 660,000 yen in the first 25 years, this will have a similar effect of carrying over the unused
contribution allowance to the remaining years.

* «Comprehensive Retirement Security and Pension Reform Act of 2001,” House of Representatives Rept.107-51 Part 1, May
1, 2001, pp. 49-52, pp. 69-71.
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tion. In addition, they entered the workforce in the 1990s and faced the so-called employ-
ment ice age. If they enter old age without adequate preparation, the social impact could be
enormous. Baby boomer juniors are now in their late 40s and 50s. The reality is that they
will be in the working age group for the next 20 years or so, and time left for providing them
with support measures is limited. Thus, urgent action is needed.

I1-2-5. Possibility of a Decrease in Tax Revenue

The degree of impact of the above comprehensive revisions on tax revenue depends on DC
participation, the amount of contribution, and the income level of the individuals. Consider a
hypothetical case in which 29.7 million yen is set as a lifetime contribution limit and the annu-
al contribution limit is one tenth of that, 2.97 million yen. In reality, few individuals will be
able to contribute 2.97 million yen annually. Contributing 660,000 yen per year from the be-
ginning to end will also be a rare case. The point here is to switch the idea of an annual contri-
bution limit from “a standard individual’s reachable target” to “allowing even extreme cases.”

This paper tries to have a very rough idea of tax revenue losses by using data on salary
income and salaried workers from the Ministry of Finance and the National Tax Agency.
Accurate analysis requires the use of comprehensive data on individual income and tax pay-
ments. What is discussed below is far from being comprehensive and quite limited. Howev-
er, since the main users of DC plans are considered to be average workers, a simple analysis
using data of salaried workers may be of some use.

According to the Ministry of Finance®, the income tax amount of an individual (single
household) with salary income of 5 million yen was 374,000 yen and thus 7.48% of salary
income. Similarly, a person with a salary of 7 million yen paid 682,000 yen, 9.74% of salary
income, and a person with 10 million yen paid 1,449,000 yen, 14.49% of salary income. Ac-
cording to data from the National Tax Agency’’, the number of salaried workers in the pri-
vate sector at the end of 2019 was 59.9 million, and 52.25 million worked throughout the
year, of which 44.6 million were taxpayers (84.9%). In the same year, the total salary was
229.3 trillion yen, an average of 4.36 million yen per person, while the total salary of tax-
payers was 213.7 trillion yen, an average of 4.8 million yen per person. Since the tax pay-
ment for the same year was 10.8 trillion yen, it was 5.04% of the total salary (for taxpayers).

Under the lifetime contribution limit of 29.7 million yen and the annual contribution
limit of 2.97 million yen, it is possible that a large number of people contribute more than
660,000 yen in a given year (up to 2.97 million yen). Here, for the sake of simplicity, annual
contributions are assumed to average at 660,000 yen per person. As for the participation
rate, in order to see the maximum possible decrease in tax revenue, it is assumed that all tax
payers between the age of 20 and 64 participate (39.2 million taxpayers’'). In this case the

¥ “International Comparison of Individual Income Tax Burden by Salary Income, January 2021,” Ministry of Finance website
“Materials on Tax Rates, Tax Burden, etc.” (https://www.mof.go.jp/tax_policy/summary/income/b02.htm#a01)

* National Tax Agency Planning Division, “2019 Survey Results on the Actual Conditions of Private Salaries,” September
2020.

*' Given that 87.9% of employees in 2019 were between 20 and 64 years old, 87.9% of 44.6 million taxpayers.
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annual contribution would be 25.9 trillion yen. In fiscal 2019, the DC contribution was 1.1
trillion yen for corporate DC and 240.7 billion yen for iDeCo, so if a contribution of 25.9
trillion yen is made annually, it would be an increase of 24.5 trillion yen over the actual
amount. If the income level of participants is close to average, the above percentage of
5.04% can be used, and the tax revenue loss is 1.2 trillion yen, which is equivalent to 11.4%
of tax payment in 2019 (10.8 trillion yen). Although it is only a rough image, this is not a
small drop in tax revenue.

In the case of the granting additional contribution allowances, assuming that 18.3 mil-
lion of the 44.6 million taxpayers mentioned above are 45-64 years of age™, and that all tax-
payers make an additional contribution of 330,000 yen, a similar calculation results in an
additional contribution of 6.0 trillion yen, 5.04% of which is 304.7 billion yen. That was
2.8% of 2019 tax payments.

[I1-2-6. Taxation during Investment Period and Benefit Taxation

The special corporate tax, as mentioned above, is a tax on an untaxed pool of funds. It
can be seen as a denial of granting tax treatment to pensions, and it is appropriate to abolish
it altogether. Since the introduction of DC, the tax has never been levied. Its abolishment is
maintaining the status quo, so we could say that no additional tax revenue loss occurs.

If we eliminate the public pension deduction and retirement income deduction for pri-
vate pensions with sufficient transitional measures, the tax system will be EET-type. Partici-
pants can choose the benefit payment form from a pension, a lump sum or a combination of
both (according to the pension plan document), but lump-sum payments will be subject to a
higher marginal income tax rate so the choice of lump-sum payment is not reasonable from
a tax perspective in the absence of retirement income deduction. The public pension benefit
taxation is not the subject of this paper. Also, since the lump-sum retirement benefit pay-
ment when leaving or changing jobs is widely adopted and the impact of the tax measure
change is enormous, careful and extensive discussions are needed. In any case, it is essential
to provide sufficient transitional arrangements and periods.

In addition, the current limitation on the DC benefit receipt period is problematic from
the perspective of longevity risk. Currently, installment payments are to be made over a pe-
riod of 5 to 20 years. They can be made by purchasing insurance products or making regular
withdrawals (fixed rate or fixed amount) with investments continued. If life annuity products
are offered, lifetime income can be secured, but otherwise participants are limited to a maxi-
mum payout period of 20 years. For example, if you start receiving pension benefits at age
60, you can only receive pension benefits from your DC account until age 80. But at age 60,
the average life expectancy is 24.21 years for men and 29.46 years for women™, both ex-
ceeding 20 years. It is possible to delay the start of benefits, but people are required to start
receiving benefits by age 75**.

** Given that 41.1% of employers in 2019 were between 45 and 64 years old, 41.1% of 44.6 million taxpayers.
* Ministry of Health, Labour and Welfare, “Summary of the 2020 Simplified Life Table,” July 30, 2021.
** Tt used to be the age of 70 but was raised to 75 in April 2022.
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Life courses continue to diversify beyond the age of 60. While it is possible for many in-
dividuals to spend their 60s in good health and continue working, differences in health and
other conditions are greater than those in their younger or prime years, and not everyone can
cope with the risk of longevity by delaying the start of benefits. Therefore, it would be ap-
propriate to remove the 20-year restriction and allow the period for receiving payments to
be freely set. However, if individuals who have been able to accumulate a large amount of
assets by enjoying the tax treatment are allowed to keep their annual pension payments to a
small amount, a large amount of DC assets may remain at the time of death and consequent-
ly be part of inheritance assets. This is a deviation from DC’s original purpose of securing
income in old age. One way of avoiding this is to require the benefit receipt above a certain
percentage of pension assets every year.

In the United States, DC accounts are subject to Required Minimum Distribution
(RMD), which sets a minimum amount of distribution (benefit payment). Contribution lim-
its for DC plans in the United States are high under the EET pension tax regime, as noted
above. In addition to ordinary income taxes at the time of distribution, upon reaching the
age of 72, an individual is required to withdraw more than a certain amount per year from
his/her DC account. RMD withdrawal amounts are calculated by dividing the DC account
balance at the end of the previous year by the number of years published by the Internal
Revenue Service (IRS). The number of years is set by age. For example, for a 72-year-old it
is 25.6, for a 75-year-old 22.9, for an 80-year-old 18.7, and so on (for 2019 tax returns)®.
Since the divisor is adjusted by age in relation to life expectancy, some consideration is giv-
en to longevity risk, while assets are not to remain in tax-free accounts forever. Although
undeniably cumbersome, it is one way of allowing individuals to freely decide benefit peri-
ods and at the same time ensuring certain tax revenues.

The greater the balance of pension assets at the start of benefits, the greater the tax reve-
nue from benefit taxation and thus the chance of recovering the previous tax losses becomes
larger. Elderly people also pay premiums for medical and long-term care insurance, and the
amount they pay is determined according to their income level. When their income reaches
the equivalent of active workers, the premium they pay increases. While such increases in
burdens should not become a disincentive to save for income in old age through private pen-
sions, the reality is that medical and long-term care insurance financing is also under pres-
sure in an aging society, and additional cost bearing by the elderly is needed. In any case,
there is a need to shift from exempting all the elderly people from the burden of social secu-
rity to the idea of having more individuals with sufficiently high retirement income and
more capability to bear the burden of social security. It would be constructive to aim for a
society where more individuals receive adequate private pensions and can bear the burden
of the medical and long-term care system.

Furthermore, although each individual can decide when to actually consume the benefits

* Internal Revenue Service, “Publication 590-B, Distributions from Individual Retirement Arrangements (IRAs), for use in
preparing 2019 Returns,” February 19, 2020.
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received, if an increase in private pensions reduces anxiety in the future and consequently
leads to an increase in consumption by elderly households, the effect of an increase in con-
sumption tax revenue can be expected to a certain extent.

IV. Expansion of Private Pension Participation
IV-1. Current Status of Private Pension Participation

As mentioned above, the number of DC participants is steadily increasing. As of March
2021, there were 7,497,000 corporate DC plans and 1,939,000 iDeCo participants. Although
there are duplicate participations, we can see that approximately 9.4 million people partici-
pated in DC. The number of people insured by public pension in Japan was about 67.62 mil-
lion as of March 2020, so the participation rate was about 14%. The number of insured pri-
vate employees in Employees’ Pension Insurance was 40.37 million then, so corporate DC
had an 18.6% participation rate. With respect to iDeCo, if 66.49 million of the above 67.62
million potential participants were considered, excluding the 1.13 million corporate DC par-
ticipants making employee contributions (matching contributions), the participation rate re-
mained at about 3%. We can hardly say that a majority of the population have participated
in DC.

In general, the system with tax measures is required to serve the public interest. In the
case of private pensions, the purpose of securing income in old age is widely accepted as the
public interest, but this purpose is achieved only when a large number of companies and in-
dividuals are using the system. In a situation where only a limited number of individuals
with higher income use the system, it may be seen as a system with little social significance
and the justification for granting tax measures may be lost.

However, private pensions in Japan are voluntary. Therefore, the incentive for compa-
nies to provide corporate DC plans and the incentive for individuals to join iDeCo is crucial.
Since tax measures are central to this, we can expect a virtuous cycle in which raising the
contribution limit will increase the number of participants, which in turn will enhance the
raison d’etre. However, in reality we also need to devise other measures to increase the
number of participants.

As for corporate pension plans, it is often pointed out that the larger the company, the
higher the percentage of pension plan offering. According to the “Overview of the Survey of
Working Conditions (2018),” 80.5% of companies had some type of retirement benefit plan
(lump-sum retirement benefits and/or retirement pensions), and 21.5% had retirement pen-
sion plans (DB and/or DC). Table 4 shows that the smaller a company is, the more often it
provides a lump-sum retirement benefit but not a retirement pension. It is necessary to take
measures to expand participation in corporate pension plans and/or iDeCo. Measures for
small- and medium-sized enterprises and enterprises having difficulty providing corporate
pensions should take priority.
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Table 4: Retirement Plan Offering by Company Size

Survey in 2018
Total 21.5%
More than 1,000 66.8%
300-999 51.0%
100-299 31.1%
30-99 13.9%

Source: Nomura Institute of Capital Markets Research, based on
“Overview of the Survey of Working Conditions in 2018.”

IV-2.  Measures to Increase Private Pension Participation

This section reviews the DC participation expansion measures so far.

First, as for the measures for SMEs, Simplified Corporate DC and iDeCo Plus were in-
troduced by the revised DC Law in 2016. Both were for small companies with 100 or fewer
employees with the aim of promoting DC enrollment. As of October 2020, the number of
eligible companies has been expanded to 300 or fewer employees.

Simplified Corporate DC plans have simpler documentation requirements at the intro-
duction and in an on-going basis. The flexibility of their plan design is limited compared to
the full version corporate DC plans. iDeCo Plus is an arrangement that allows companies
without a corporate pension to make additional contributions to employees’ iDeCo accounts.
The sum of individual and employer contributions must not exceed the iDeCo limit of
276,000 yen for employees without a corporate pension. Since it is not a corporate pension,
companies are not held accountable for matters such as the selection of plan administrators
and investment education, and can limit their role to financial support through contributions.
According to the Ministry of Health, Labour and Welfare, as of March 2021, there were
2,687 small and medium enterprises implementing iDeCo Plus with 17,000 participants.

The eligibility of iDeCo was greatly expanded by the revised DC Law of 2016. Previ-
ously, the system was only available to Category 1 insured persons of public pension and
employees without a corporate pension among Category 2 insured persons of public pen-
sion, but since January 2017, corporate pension participants (corporate DC or DB), govern-
ment employees and Category 3 insured persons of public pension have also been able to
join iDeCo. By this reform, iDeCo has been reborn as a system available to almost all work-
ing generations™. In order for corporate DC participants to join iDeCo, amendments to cor-
porate DC plan documents were needed and the contribution limit for employers were low-
ered, but these conditions were amended in 2020 reform. Other revisions included allowing
individuals to choose between joining iDeCo and making matching contributions to corpo-

* Individuals making contribution to corporate DC plans (matching contributions) are not allowed to join iDeCo at the same
time.
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rate DC plans.

The 2020 amendments also raised the upper age limit of participation in DC plans. For
corporate DC plans, which were available to employees under the age of 60 (and can be ex-
tended to age 65 if certain requirements are met), the upper age limit was raised to 70 in
May 2022. It was also decided that while Category 2 Insured of public pension still re-
mained as National Pension members under the age of 65, they can participate in iDeCo.
For Category 1 Insured and Category 3 Insured, they can participate in iDeCo while they re-
main as voluntary insured persons under the age of 65. The increase in the upper age limit
of participation became uneven because the DC eligibility rules are linked to eligibility for
public pension®’.

As the upper age limit for starting to receive public pension benefits will be raised from
70 to 75, the upper age limit for starting benefit receipt from DC plans will also be raised
from 70 to 75.

IV-3. Drastic Measures to Increase Private Pension Participation

IV-3-1. Automatic Enrollment System

As described above, a number of measures to increase DC participation in Japan have
been taken. As a more comprehensive measure, we can think of applying the knowledge of
behavioral economics such as nudging and default arrangements.

In Japan, corporate DC plans basically enroll employees who are eligible automatically
and the company makes contributions automatically™. Participants may also make addition-
al contributions if they are allowed by plan design. For iDeCo, individuals make decisions
about participation and contributions. In short, under the current system, the decision of cor-
porate pension plan offering and iDeCo participation are opt-in. If we wish to enroll a wider
range of people, an opt-out system, or automatic enrollment system, is an option.

The United Kingdom has actually introduced an automatic enrollment system in private
pensions by a reform in 2008. The country’s social security system was revised in the 1980s.
The role of the public pension system was to provide a minimum level of income security,
and the role of the private pension schemes was to provide retirement income beyond that.
Therefore, it is extremely important in the United Kingdom that as many people as possible
participate in private pensions.

The UK’s automatic enrollment system requires employers to enroll their employees in
a pension scheme. It is different from mandatory enrollment because employees can volun-
tarily opt out within one month of automatic enrollment. Individuals who opt out are re-en-
rolled every three years. It can be said that the design of the system focuses on the existence
of individuals who do not actively join pension schemes but continue to join due to inertia.

*7 From the perspective of equal opportunity, it is difficult to rationally explain the difference between Category 2 insured per-
sons and Category 1 and 3, and between corporate DC and iDeCo.

* In recent years, however, “elective corporate DC plans” have become popular. They allow employees to choose between re-
ceiving all their salary now and contributing part of it to corporate DC plans.
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Based on the assumption of individual’s irrationality, the initial setting was changed from
“do not join if you do not act” to “join if you do not act.”

At the same time, a defined contribution scheme called NEST (National Employment
Savings Trust) was established. Because automatic enrollment does not require employers
to provide their own pension schemes, it was necessary to provide a scheme for employees
who do not have a pension plan in their workplace. One of the important features of the au-
tomatic enrollment system was to limit the obligation of employers only to “automatic en-
rollment” and minimize the burden so that even the smallest employers can fulfill the re-
quirement.

The automatic enrollment system has been applied gradually since October 2012, start-
ing with large companies, and in February 2018, all employers were covered. According to
an evaluation report of the system released in February 2020, the opt-out rate among au-
to-enrollees in 2018/19 was 9%, similar to the level in 2016/17. After the introduction of the
system, the pension participation rate in the private sector increased dramatically, from 42%
in 2012 to 86% in 2019. Also, since NEST is DC, the introduction of an automatic enroll-
ment system has resulted in an increase in DC participants. Although it will take some time
to determine the success or failure of the automatic enrollment system, it is currently con-
sidered to be in good shape.

When the automatic enroliment system was introduced, the contribution rate was care-
fully devised. To reduce the burden of starting the mandate, the initial contribution rate was
set at 2% (of which employers make more than 1%) but was gradually increased. It was
raised to 5% (of which employers make more than 2%) in April 2018 and to 8% (of which
employers make more than 3%) in April 2019.

In the United States, some state governments have started automatic enrollment systems.
As increasing private pension coverage has been recognized as a challenge, the idea of an
automatic IRA enrollment system was floated during the Barack Obama administration. Al-
though the initiative was not promoted at the federal level, automatic enrollment systems
have been introduced in such states as Oregon, Illinois and California, and are being consid-
ered in other states®.

IV-3-2. Implications for Japan

The DC participation rate in Japan is around 20%, and it is worth considering the need
for some drastic measures. We discuss implementing an automatic enrollment system to
iDeCo in Japan. The aim is to increase the private pension participation rate for individuals
who do not have a pension plan in their workplace and are not actively participating in iDe-
Co, but who can afford to continue to participate if they join automatically.

First, we consider that the basic structure in the United Kingdom, which requires em-
ployers that do not offer workplace pension plans to automatically enroll their employees, is

* Department for Work & Pensions (2020)
* See Okada and Nakamura (2020), Chalmers et al. (2021)
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more feasible and realistic than a system in which the government directly auto-enrolls indi-
viduals in Japan as well. Given that the corporate pension offering rate of small- and medi-
um-sized enterprises is lower than that of large enterprises, the primary objective is to sub-
stantially increase the participation rate among small- and medium-sized enterprises, and
thus it is important to make the requirements for employers as simple as possible and least
burdensome.

In addition, it is important to set the contribution amount (rate) at the time of automatic
enrollment carefully. Whether to require corporate contributions in addition to the existing
social insurance premium obligation also needs to be considered carefully. If corporate con-
tributions are to be mandated as they are in the UK, the possibility of salary offsetting also
needs to be kept in mind. If corporate contributions are voluntary, it is sufficient to utilize
the current iDeCo or iDeCo Plus.

Whether a new system equivalent to NEST should be established is also a point of con-
tention. In the case of Japan, iDeCo is sponsored by a single organization, the National Pen-
sion Fund Association (NPFA). The fact that the participant information of iDeCo is consol-
idated in NPFA may be useful for the implementation of an automatic enrollment system. If
the obligation to companies is limited to selecting an iDeCo provider and making a prede-
termined contribution by wage deduction to the iDeCo of employees, the burden may be
considerably reduced. Unlike corporate DC plans, participants can change iDeCo providers
later if they are dissatisfied.

V. Sustainability of DC Service Providers

The DC plans are operated by private sector entities with the exception of the NPFA in
iDeCo. They are for-profit entities and they deal with DC plans as a business. If sound com-
petition works, the service provided to the participants and companies will improve by busi-
ness innovation and it will lead to the development of the system as a whole. On the other
hand, if the DC service providers do not earn sufficient profits, they may go bankrupt, or
may exit from the business. The sustainability of the DC system thus also depends on the
ability of the DC service providers to consistently find moderate profitability and business
opportunities. They may undergo turnover and reorganization but must be sustainable as a
whole.

V-1. DC Service Providers

In this section the entities involved in DC plan operations are reviewed. Although details
differ between corporate DC plans and iDeCo, major functions are in common (see also Figures
2 and 3).

Employers decide whether to offer a corporate DC plan. They decide to sponsor DC
plans as an employee benefit plan following an agreement with the labor union (employee
representatives). As for iDeCo, the NPFA is the sponsoring entity.
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Figure 2: Basic Structure of Corporate DC Plan Service Providers
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Figure 3: Basic Structure of iDeCo Service Providers
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The functions required for the operation of DC plans are roughly divided into plan ad-
ministration, asset administration and investment management. The entities responsible for
each of these are referred to as plan administrators, asset administrators, and investment
product providers. There are provisions on plan administrators and asset administrators in
the DC Law.

Asset administration can be performed by trust banks and insurance companies. The in-
vestment products include investment trusts, deposits and insurance products. Asset admin-
istration and investment management are also provided to DB plans and are common func-
tions of pension plans. On the other hand, plan administration is a function unique to DC. In
the case of corporate DC plans, the employer can play that role, but it is usually entrusted to
an outside entity with expertise. The NPFA also outsources its services. There are two types
of plan administrations: recordkeeping-related and investment-related.

In DC plans, it is necessary to keep records of contribution, investment and benefit for
each individual, and recordkeeping-related administrators are responsible for this. For ex-
ample, when a participant gives investment instructions, the information is transmitted from
the recordkeeping-related administrator to the asset administrator, which in turn purchases
or sells investment products based on the instructions.

Investment-related administrators select and present investment products and provide
information to participants. Since participants can only choose from among the investment
products selected for the plan, it is required by law that investment-related administrators
select and present appropriate products based only on the interests of participants and based
on their expert knowledge. Often various services for participants such as investment educa-
tion and support via call centers and websites are also provided by plan administrators. Par-
ticipant support is important and can be a differentiating factor for the plan administrators
because the participants themselves give investment instructions and the results have a sig-
nificant impact on future pension benefits. From the standpoint of neutrality and objectivity
required for plan administration, it is prohibited by law for the plan administrator to give
specific advice regarding investment instructions.

In theory, these functions could be concurrently provided by the same entity, but in real-
ity, investment-related administrations are provided mainly by financial institutions such as
banks, insurance companies and securities companies and recordkeeping-related administra-
tions are dominated by two companies, Japan Investor Solution & Technology (JIS&T) and
Japan Record Keeping Network (NRK). As will be discussed later, JIS&T and NRK were
co-founded by financial institutions engaged in DC investment-related administration. Each
investment-related administrator is connected to the recordkeeping-related administrator it
founded. In that sense recordkeeping-related administrators can be regarded as a business
infrastructure for DC plans. As a result of the consolidation of the financial groups to which
the plan administrators belong, some investment-related administrators are connected to
both JIS&T and NRK. In addition, SBI Benefit Systems and Sompo Japan DC Securities
have their own recordkeeping-related administrating functions.

Generally speaking, when a financial institution refers to DC business it means to en-
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gage in investment-related plan administration. As of May 6, 2022, there were 220 regis-
tered plan administrators. Four of them were the recordkeeping-related administrators men-
tioned above.

V-2. Revenue Structure of DC Business

The revenue structure of DC business mainly from the view of investment-related ad-
ministrators are discussed below.

V-2-1. Plan Administration of Corporate DC

The main revenue source of investment-related administrators of corporate DC plans is
the fees they receive from employers sponsoring the DC plan. Such fees are usually deter-
mined on a case-by-case basis by negotiation between the employer and are not disclosed to
the public. It is difficult to grasp the actual situation regarding the plan administration fees
paid by employers.

In corporate DC plans, employers select an investment-related administrator usually
through a competition among multiple candidates. Such selection process, while appropriate
for hiring a good administrator, have created a severely competitive environment and have
led to aggressive fee reductions.

Investment-related administrators except for SBI Securities and Sompo Japan are con-
nected with either or both JIS&T and NRK, and when an employer selects an investment-re-
lated administrator, the recordkeeping-related administrator is also determined. When the
DC system was introduced to Japan in 2001, it was presumed that the recordkeeping busi-
ness in itself will not be profitable with little room for differentiation, and thus financial in-
stitutions decided to establish a common infrastructure for the industry*'. However, they
failed to establish a single recordkeeping platform and ended up being divided into two
camps. Recordkeeping-related administration requires significant IT investment. Financial
institutions that funded recordkeeping administrators need to recover the initial investment
over several years while making additional investments in response to regulatory changes.
As founding investors, financial institutions with investment-related administration busi-
nesses need to have recordkeeping-related administrators make profits and eliminate accu-
mulated losses. Thus they cannot simply ask for a reduction in recordkeeping fees. As a re-
sult, the reduction of fees due to increased competition mainly affected investment-related
administrators and may have led to a serious reduction in their revenues.

V-2-2.  Plan Administration of iDeCo
The main source of revenue for iDeCo’s administrators is fees received from partici-

' 401(k) plans in the United States also have recordkeeping services, but the function is not necessarily separated from invest-
ment-related services like in Japan, and there is no oligopolistic record keeper established jointly like JIS&T and NRK. How-
ever, with regard to the IT-related part of the recordkeeping operation, partnerships with outside parties have been expanding,
and the trend of outsourcing is becoming more prevalent.
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pants®. iDeCo differs from corporate-type DC plans in that NPFA, a sponsoring organiza-
tion, also charges fees. Fees are published and are readily available to participants and indi-
viduals considering joining iDeCo. Small fee differences can have an important effect on
long-term asset building. A website to help individuals compare iDeCo is operated by the
Defined Contribution Pension Education Association, and Table 5 is the service provider list

Table 5: iDeCo Plan Administration Fees

Financial Institution

Upfront participation
fee

Ongoing administration fee (monthly)

Con\t/;/iltzztion No Contribution
AEON Bank 2,829 yen 171 yen 66 yen
Daiwa Securities 2,829 yen 171 yen 66 yen
Nomura Securities 2,829 yen 171 yen 66 yen
Matsui Securities 2,829 yen 171 yen 66 yen
Monex 2,829 yen 171 yen 66 yen
(Sl\ljlri?’:itiolg:’(())jez/tl)ltsm Banking Corporation 2,829 yen 171 yen 66 yen
Rakuten Securities 2,829 yen 171 yen 66 yen
au Asset Management 2,829 yen 171 yen 66 yen
au Kabucom Securities 2,829 yen 171 yen 66 yen
SBI Securities (Select Plan) 2,829 yen 171 yen 66 yen
Sony Bank (assets of 500,000 yen or more) 2,829 yen 171 yen 66 yen
Il:]/l(i)zrg)ho Bank (assets of 500,000 yen or 2,829 yen 171 yen 66 yen
;t;leli(I)D:i);L(;]h(i)rLr::grler)lsurance (assets of 1.5 2,829 yen 171 yen 66 yen
;c;mg?] y'i‘f}sg: n':g?g? gement (assets of 2 2,829 yen 171 yen 66 yen
Resona Bank (iDeCo Plus Discount) 2,829 yen 171 yen 388 yen
iﬁmgﬂ toﬁéssﬁ”i(l)\ﬁl]a;:r?)ement (assets 1 2,829 yen 314 yen or less 209 yen
Okasan Securities 2,829 yen 380 yen 440 yen
Japan Post Bank 2,829 yen 430 yen 325 yen
The Gibraltar Life Insurance 2,829 yen 431 yen 326 yen
Chuo Labour Bank 2,829 yen 431 yen 326 yen

Note: Accessed August 14, 2021

Source: iDeCo Navi (operated by the Defined Contribution Pension Education Association) website (https://

www.dcnenkin.jp/search/commission.php)

* While iDeCo participants apply for membership at financial institutions such as banks, securities companies and insurance

companies, there are cases in which such financial institutions do not handle the work themselves and entrust it to their partner.

For the sake of simplicity, this paper focuses on the pattern of financial institutions themselves conduct plan administration.
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with the lowest fees as of August 2021.

From Table 5, we can see that the upfront participation fee is a flat 2,829 yen, and that
the ongoing monthly fee of 14 companies is a flat 171 yen (with contributions) and a flat 66
yen (without contributions) as of August 14, 2021. NPFA charges 2,829 yen when an indi-
vidual enrolls or transfers assets. And 171 yen is the sum of 105 yen collected by the NPFA
each time a contribution is made, and 66 yen collected by the asset administrator. Thus in
the case of no contribution, only 66 yen is incurred. In short, investment-related plan admin-
istrators in Table 5 do not collect fees for themselves, and offer their services virtually free
of charge. We can see that there is intense competition and fee reduction pressure among
plan administrators in the iDeCo business as well.

V-2-3.  Revenue from Investment Products

Financial institutions that offer investment products to DC plans can earn fees for offer-
ing those products. In both corporate DC and iDeCo, the costs of investment products are
generally borne by individual participants who choose the product.

Although fees are not explicitly disclosed to depositors, bank deposits are not free of
charge. That is, the deposit interest rate is the interest rate after fee deduction. The same is
true for insurance products offered in DC plans. Insurance companies offer guaranteed in-
vestment rates after deducting the fee for providing the product. The fees for investment
trusts are disclosed explicitly. Management fees are deducted from the assets of investment
trust and become the income of the management company, etc®. Information on manage-
ment fees is provided to the participants by the investment-related administrator. It is also
included in the prospectus of the investment trust.

A publicly offered investment trust with a defined contribution pension or DC in its
name is an investment trust provided via DC plans and is called a DC-only fund. Informa-
tion on such investment trusts can be extracted from the website of the Investment Trusts
Association, Japan (JITA). Based on the data available on August 13, 2021, there were 17
funds with net assets of 100 billion yen or more.

The asset-weighted average of the management fee of thosel7 funds was 0.21%. For
funds with net assets of 50 billion yen or more (39 funds), the asset-weighted average of
fees was 0.31%. Passive investment is dominant among funds in DC plans, and all 17 funds
extracted above were passive funds. Passive funds generally have lower fees than active
funds. The total assets as of March 2021 were 16.3 trillion yen for corporate DC plans and
2.1 trillion yen for iDeCo as of March 2020, and the investment trusts accounted for 47.8%
of DC assets as of March 2020. Assuming that investment trust assets held in DC plans were
approximately 8.84 trillion yen and the management fee was 0.31%, the amount of fees was
approximately 27 billion yen. This is only a rough estimate, but it indicates the level of rev-
enue for investment trust companies conducting DC businesses™.

# Management fees are distributed among the investment manager, distributor and trustee bank. In general, investment trust
investors often pay sales commissions to distributors (such as securities companies or banks) at the time of product sales, but
sales commissions are typically not charged for DC-only investment trusts.
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Compared to similar products publicly offered by the same asset management company,
the fee for DC-only funds seems to be set lower. A corporate DC plan is an occupational
business, and all participants of a corporate DC plan become potential investors once the
fund is adopted in the DC product lineup. It can be reasonable from a business point of view
to keep fees low as the cost of marketing is lower. Also, DC investments are long-term in
nature and the frequency of switching investment products is generally low. It is expected
that capital inflows and outflows will be stable and less affected by market fluctuations than
investments in taxable accounts. For asset management companies, the diversification of in-
vestor attributes can be considered as a business advantage.

An investment-related administrator and a product provider for DC plans may belong to
the same financial group. However, the plan administrators are required to make objective
and neutral product selection based on its expert knowledge, and products of affiliated com-
panies cannot be favored in the product selection process. Whether this governance is func-
tioning adequately or not is crucial for securing the best interest of corporate DC partici-
pants who can only choose from the products selected by the plan administrator. As for
iDeCo, since individuals can freely choose where to join after looking at the investment
product lineup, iDeCo with less attractive products will not be able to grow participation in
the long term, and are not likely to be able to put itself on a growth trajectory as a business.

V-2-4.  DC Business Profitability

Summarizing the profit-making environment of the DC business, it can be said that mak-
ing profits in the investment-related plan administration business alone is difficult at present.
Recordkeeping-related administration is in effect the industry’s infrastructure and may not
be an appropriate area of aggressive revenue seeking. The same goes for the asset adminis-
tration of DC plans. In investment management, passive investments with lower fee levels
are mainly selected and management fees tend to be set lower than those for taxable ac-
counts. The profitability of deposits and insurance products are in a difficult situation with
the low interest rate environment.

It is widely recognized that the profitability of the DC business is not high to begin with
and needs to be addressed from a long-term perspective. Although 20 years have passed
since the inception of the DC system, it can be interpreted that each entity is still seeking to
keep its business on track. The following points can be made as arguments for justifying
business continuity.

As mentioned above, investment-related administration is mainly provided by financial
institutions, and the profit and loss of the DC business alone may not necessarily be mean-
ingful. Expecting synergies, management decisions may be made in conjunction with other
businesses operated by the financial institution rather than the DC business alone. We can
expect corporate DC plan businesses to help strengthen ties with corporate clients and to use
this as an opportunity to acquire other occupational businesses. Large financial groups with

* It should be noted that in general investment trusts with smaller assets tend to have higher fees than those with larger assets.
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both plan administration and investment management functions can compete in both busi-
ness areas, and even if the plan administrator is not adopted or unprofitable, investment
products may be selected and have significance as an asset management business. It is pos-
sible to evaluate them collectively as a DC business.

A ripple effect on the retail business as a whole may also be expected. In the United
States, the workplace DC plan is the first place for ordinary individuals to experience mutu-
al fund investments®. According to a 2020 survey by the Investment Company Institute, the
country’s mutual fund industry association, 45.7% of U.S. households (58.7 million house-
holds) owned mutual funds, and 63% of households with mutual fund ownership said that
their first investment experience was in the occupational DC plan. On the other hand, 37%
of households currently hold mutual funds only in their occupational DC plans, 46% in both
non-occupational DC (including IRA) and occupational DC, and 17% in non-occupational
DC only. These findings suggest that many households in the United States first experience
holding mutual funds via occupational DC plans and then hold them elsewhere as well. In
corporate DC plans in Japan, as of March 2021, 32.1% of participants put their contributions
only in deposits and insurance, and 67.9%, or about two-thirds, used investment trusts*’. On
the other hand, according to a survey by JITA", the percentage of investment trust owner-
ship was 23.4%. This suggests that at least the utilization of investment trusts among DC
participants is more advanced than households at large. However, the participation rate of
corporate DC plans and iDeCo among investment trust holders is still limited today. How
the relationship between DC participation and investment trust ownership develops would
be interesting to observe.

Rather than seeking profitability through the DC business by itself, financial institutions
may place importance on the possibility of expanding contacts with individuals and raising
their awareness to the extent not possible in other businesses. Alternatively, there may be a
view that DC business contributes to solving social problems. This perspective may become
more important in the future as expectations for solving social issues through business in-
crease™.

V1. Conclusion

In Japan, where the declining birthrate and aging population are progressing, public pen-
sion benefit control is inevitable in order to sustain the public pension system, and the re-
sulting shortfall needs to be met by individuals converting current consumption to future
consumption. If individuals can achieve this by themselves, there is no need for government
intervention, but in reality this seems to be difficult due to myopia, etc., and thus incentives
are granted through private pension schemes. As the role of private pensions increases more

* Investment Company Institute (2021)

DC Plan Administrator Association, “Defined Contribution Pension Statistics (March 2021)”
The Investment Trusts Association, Japan, “Survey Report on Investment Trusts,” March 2021.
See, for example, Shiozawa and Takeshita (2020).
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than before, it is necessary to ensure the sustainability of private pensions.

Private pensions involve tax measures, but the current private pension tax system in Ja-
pan has its shortfalls. We believe that the stability and sustainability of the private pension
tax system will ultimately be enhanced if the DC contribution limit is revised to arrange-
ments with equal opportunity regardless of the individual’s circumstances. The special cor-
porate tax should be abolished and benefits should be taxed as an EET-type tax system ulti-
mately. However, it is essential to establish sufficient transitional measures and set a
well-devised transition period. Further research is required here.

As private pensions are positioned to complement social security, their usage should not
be limited to highly literate individuals. Achieving a high participation rate is important
from the standpoint of the legitimacy of tax measures. When measures for the largest possi-
ble participation rate are considered, the opt-out method by the automatic enrollment system
seems to be appropriate because the circumstances of how much current consumption can
be sacrificed vary from person to person.

Given that DC service providers are private sector companies, it is important that they
can find moderate profitability and pursue business opportunities to be sustainable. This is
an area that will require more detailed analysis in the future.
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