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Abstract:

All people in Japan are covered by a basic pension. Currently, homemakers (Category 3
subscribers) make no contributions to the basic pension yet always receive full basic
pensions. On the other hand, self-employed, non-regular employees, and unemployed
people (Category 1) currently make contributions but receive pensions based on their
payment periods. From the standpoint of fairness, whether Category 3 subscribers
should contribute to the basic pension has been a controversial issue in Japan. This
study assesses both the sustainability and the adequacy of the public pension system if
the contribution of Category 3 subscribers were to be made mandatory. In particular, we
modify official actuarial valuation results and examine the adequacy of pension benefits
using a dynamic microsimulation model, the Integrated Analytical Model for Household
Simulation. Mandatory contributions by Category 3 subscribers have a positive effect on
the sustainability of the public pension system and a negative effect on its adequacy.

However, their overall impact is not that large.
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1. Introduction

Japan has a two-tier public pension system that consists of a flat-rate benefit, known as
the basic pension, and an earnings-related benefit for regular employees, as depicted in
Figure 1. All people in Japan are covered by the basic pension, and are classified by
their occupation. Regular employees are classified as Category 2 subscribers, and are
also covered by the Employees’ Pension Insurance. Dependent spouses of Category 2
subscribers are classified as Category 3 and all others as Category 1. Category 3
subscribers are composed of mainly homemakers, while Category 1 subscribers tend to
be self-employed, non-regular employees, and unemployed people.

Table 1 summarizes the contributions and benefits by category. Category 1
subscribers pay a contribution of ¥15,240 (€112), and they will receive a basic pension of
¥64,400 (€474). However, if they do not pay their contribution, their basic pension will
be reduced according to the non-payment period.

The basic pension contributions for Category 2 and 3 subscribers are included in
the insured person’s contribution to the Employees’ Pension Insurance or the
Mutual-Aid Associations. The contribution in 2014 is 17.12% of Category 2 subscribers’
pensionable remuneration in equal amounts by employer and employed. Employers
deduct employees’ contributions from their salaries, and pay the contributions to the
insurers. The insurers then transfer the paid contribution to the basic pension program.
Because employers pay their employees’ contributions directly to the insurers,
non-payment of contributions is not a problem, as in the case of Category 1 subscribers.

Under this classification, Category 3 subscribers do not have to contribute to the
basic pension but they are deemed to have paid their contributions, and thus, are
entitled to a full basic pension. On the contrary, Category 1 subscribers must pay their
own contributions. As a result, Category 3 subscribers always receive a full basic
pension, while Category 1 subscribers receive a basic pension calculated by their
periods of payment.

From the standpoint of fairness, whether Category 3 subscribers should
contribute to the basic pension has been a controversial issue in Japan. This study
assesses both the sustainability and the adequacy of the public pension system if the
contribution of Category 3 subscribers were to be made mandatory. Figure 2 depicts the
new pension scheme in which Category 3 contributions are introduced. In other words,
the category of “homemakers” is changed from Category 3 to Category 1. In this study,
we assess the sustainability and adequacy of the pension scheme under the new plan, as

depicted in Figure 2.



2. Methods

This study assesses both the sustainability and adequacy of the public pension scheme
under mandatory contributions by Category 3 subscribers. Regarding sustainability, we
estimate the level of pension benefit in the future by modifying the results of the 2009
Actuarial Valuation (Ministry of Health, labor, and Welfare, 2010). Regarding adequacy,
we estimate poverty rates to evaluate the effect of this reform using a dynamic
microsimulation model known as the Integrated Analytical Model for Household
Simulation INAHSIM, Inagaki, 2007).

2.1. The 2009 Actuarial Valuation

The public pension scheme in Japan is not a defined benefit plan but a defined
contribution plan. Therefore, the main purpose of the actuarial valuation is to calculate
by how much to adjust the level of pension benefits to achieve the financial equilibrium
of the pension accounts. There are two pension accounts, namely, the National Pension
(NP) account for Category 1, and the Employees’ Pension Insurance (EPI) account for
Categories 2 and 3.

According to the 2009 Actuarial Valuation, the Basic Pension should be reduced
by 26.9% from ¥64,400 (€474) to ¥47,100 (€346) on a full basic pension basis, and the
earning-related benefit should be reduced by 8.8% from ¥90,200 (€663) to ¥82,200
(€605) on average.

Figures 3 and 4 show the financial projections of the NP and EPI accounts. The
reserve in NP account would run out by 2029 if the Basic Pension were maintained at
the current level. The reserve in the EPI account would also run out by 2053 if the

earning-related benefit were maintained at the current level.

2.2. Dynamic microsimulation model Integrated Analytical Model for Household Simulation
(INAHSIM)

The INAHSIM is a dynamic microsimulation model for Japan. It was originally
developed in the early 1980s as a household simulation model tailored to Japanese
society. The simulation cycle of INAHSIM version 3.7! is shown in Figure 5. In this

model, life events are assumed to occur in annual cycles. The life events incorporated in

L Refer to Inagaki (2005, 2007, 2010, 2014) for details.
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this model are marriage, birth, death, divorce, international migration, changes in
health status, changes in employment status, estimated earnings, adjustment of
pension benefits, young people leaving home, living with elderly parents, entering an
institution, and paying the pension premium.

The initial population is prepared by using the 2004 Comprehensive Survey of
Living Conditions (CSLC)2 conducted by the Ministry of Health, Labor and Welfare.
This survey is conducted every three years using large sample sizes. In the 2004 survey,
the sample size comprised 25,091 households and 72,487 household members. The
survey covers kinship relationships of household members, marital status, employment
status, need for long-term care, earnings, pension amounts, and other socioeconomic
characteristics. The initial population of 49,307 private households and 126,570
household members is prepared by resampling with replacement from micro data. The
elderly population of 1,212 persons in institutional households is prepared separately
and then added to the initial population. In the end, the initial population includes

127,782 people and reflects Japan’s society on a 1/1,000 scale.

3. Results

3.1. Sustainability

If contributions by Category 3 members were introduced, the income of the pension
accounts would increase on the whole. On the other hand, the total expenditure would
not increase. It is possible that some homemakers, current Category 3 subscribers,
would not pay their contributions like the current Category 1 subscribers. In such cases,
both the total expenditure and income would be reduced because the subscribers’ Basic
Pension would be reduced according to the non-payment periods. Therefore, the
sustainability of the pension accounts would improve.

The 2009 Actuarial Valuation estimated that the total number of Category 3
subscribers in 2014 would be 9,620,000 people. Because a monthly contribution was
¥15,240 in 2014, it is expected that the total income from their contributions would be
¥1.8 trillion (€12.9 billion) per year. However, the entire contribution income under the

current pension scheme in 2014 is expected to be ¥38 trillion (€2,792 billion)3, and

2 The data used in this study were made available to the author by the Ministry of Health, Labor and
Welfare of Japan, notice number No.0925-6, dated September 25, 2014.

3 The contribution incomes are ¥2.4 trillion (€17.4 billion) for the NP account, ¥30.3 trillion (€222.8
billion) for the EPI account, and ¥5.3 trillion (€39.1 billion) for mutual aid associations.
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Category 3 contributions would amount to only 4.6% of total contribution income.
Therefore, the impact on improved sustainability would be limited.

The author estimates the level of pension benefit by modifying the 2009 Actuarial
Valuation results. It is necessary to transfer a certain portion of reserve funds from the
EPI account (including the mutual aid funds’ accounts) to the NP account owing to the
fairness4 between these accounts. As a result, the earning-related benefit could be
raised 6.3% from ¥82,200 (€605) to ¥87,400 (€643).

3.2. Adequacy

Because almost all Category 3 subscribers are females, adequacy is focused on females.
In this study, the author compares the current scheme and new scheme, in which
homemakers move from Category 3 to 1, in terms of the distribution of pension amount
and trends in poverty rates for the elderly. Under the new scheme, the contribution
payment behavior of the homemakers (new Category 1 subscribers) is the same as that
of the current Category 1 subscribers.

Figure 6 compares the distribution of pension amounts among females in 2060.
There is a small difference between the current plan and the new plan, but the
introduction of Category 3 contributions would increase the share of low pension
benefits. This is because some homemakers may not pay their contributions. However,
the number of Category 3 subscribers is about one third of the female population, and
many of them would pay their contributions. Therefore, the difference in distribution
between the two plans would not be so great.

Figure 7 shows future trends in poverty rates for the elderly by sex. The poverty
line indicator that is used in this study is the level of livelihood assistance benefits. The
introduction of Category 3 contributions would primarily affect female old-age pensions
but it would also affect old-age couple’s income. Therefore, there would be an effect on
poverty rates for males. However, the effects would not be great, or a few percent, as

seen in the distribution of pension amounts.

4. Conclusion

From the standpoint of fairness, it has been a controversial issue in Japan whether

4 In this study, the author estimates the amount of reserve funds to be transferred under the condition
that there would be no effect on the level of Basic Pension. The estimated amount is ¥11.7 trillion
(€86.2 Dbillion).



Category 3 subscribers should contribute to the basic pension. However, this is an
abstract argument because it is not based on evidence. Therefore, this study assessed
both the sustainability and the adequacy of the public pension system under a scenario
of mandatory contributions by Category 3 subscribers.

Sustainability was assessed by modifying the 2009 Actuarial Valuation results.
The results show a positive effect of Category 3 contributions on sustainability but their
impact is not that large.

Adequacy was assessed by using the dynamic microsimulation model, INAHSIM.
The results show a negative effect of Category 3 contributions on adequacy but their
impact is not that large overall because homemakers are becoming less common in
Japan.

In other words, the financial effect of Category 3 contributions on both
sustainability and adequacy is not of great concern. Policy for homemakers is important
and essential. Even though the number of homemakers in Japan is decreasing, the
question is whether policy should encourage women to become homemakers.

There i1s great disparity in the poverty rate between men and women, as seen in
Figure 7. The main cause of this disparity is inequality of wages and working conditions
between men and women (Inagaki, 2014). In addition, women live longer than men do,
and thus, women have higher risk of occupying a single-person household. The social
system in Japan is generous for full-time homemakers because it has been established
based on old traditions. As Japanese lifestyles are changing and diversifying, the social

system should be reformed accordingly.
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Table 1 Contributions and benefits (per month)

Table and figures

Contribution

Benefit (40 years of service)

Category | Basic pension: 64,400 |PY(€474)
¥15,240
Non-regular (The amount will be reduced according to the
employees (€112 non-payment period)
17.12% of PR®) Basic pension: 64,400 |PY(€474)
Category 2

Regular employees

Employee: ¥35,207
Employer: ¥35,207

Earnings-related benefit: 21.924% of PR®)
¥90,173 (€663)

(€259) Total amount: ¥154,573 (€1,137)
Basic pension: ¥64,400 (€474)
Category 3
None Survivors’ benefits: ¥67,603 (€497)
Homemakers

Survivors’ total: ¥132,003 (€971)

Note: Average Pensionable Remuneration (PR) for males was ¥411,298 (€3,025) in 2012.

Figure 1 Public pension scheme in Japan
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Figure 2 Introduction of Category 3 contributions
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Flat-rate benefit: ¥64,400 (€474) per month
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Figure 3 Financial projections for NP account
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Figure 4 Financial projections for EPI account
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Figure 5 Simulation cycle of INAHSIM
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Figure 6 Distribution of pension amounts (females)
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Figure 7 Future trends in poverty rates for the elderly
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