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Change and Continuity in Japanese Compensation Practices: The
Case of Occupational Pensions since the Early 2000s

Harald Conrad (Email: h.conrad @sheffield.ac.uk)

School of East Asian Studies, University of Sheffield

Abstract This article analyses changes in the provision of Japanese occupational
pensions since the early 2000s. It shows how Japanese companies have followed
strategies of cost and risk reduction by creating multi-layered benefit systems that offer a
combination of defined benefit and defined contribution plans whose benefits are
becoming increasingly performance-oriented. Analyzing the reasons behind the
resilience of defined benefit schemes in Japan, the article concludes that enterprise union
behaviour has had less influence than regulatory issues and continued corporate
commitment to long-standing employment practices for regular workers. These findings
highlight the embeddedness of Japanese employment practices in their institutional
context.

Keywords Occupational pensions; performance-related pay; seniority; labour unions;
government regulation; convergence; varieties of capitalism; Japan.

Introduction

One of the central debates in the management literature centres on the issue of
convergence or non-convergence of business and management practices across
countries (Degg and Jackson 2007). According to the proponents of the convergence
school, increasing global competition forces companies to adopt best practices that are
universally valid and applicable. This development contributes to a cross-national
convergence of practices, an erosion of institutional differences among different
national economies, and a trend towards more market-oriented institutions (e.g. Lane
1995; Kerr et al. 1962). In contrast, proponents of the non-convergence school stress
the embeddedness of national management practices in their cultural and institutional
context, with the comparative capitalism (CC) literature elucidating the institutional
foundations of diverse national ‘varieties’ of business organization. According to this
school, existing complementarities among institutional elements of national
economies tend to thwart international convergence (e.g. Degg and Jackson 2007;
Hall and Soskice 2001; Whitely 1999; Hollingsworth and Boyer 1997).

Against the backdrop of this debate, the case of Japan offers interesting
insights. A large body of literature has highlighted the special nature and
embeddedness of Japan’s business and employment practices (‘The Japanese Model’),
characterizing the country as a coordinated market economy as opposed to liberal

market economies such as the US and UK (e.g. Vogel 2006; Hall and Soskice 2001;



Dore 2000). However, recent research has established that Japanese firms have
changed rapidly since the 1990s (e.g. Aoki, Jackson and Miyajima 2007; Vogel 2006;
Inagami and Whittaker 2005). For example, main bank relationships, corporate
finance and governance patterns as well as inter-firm relationships have undergone
considerable transformations. These changes have raised the question whether
Japanese firms are adopting practices that are predominant in liberal market
economies or whether new models may be emerging.

The purpose of this article is to contribute to this debate through an analysis of
changes in occupational pension provision in medium- and large-sized Japanese firms
since the early 2000s. Japanese occupational pensions are for two reasons a fruitful
subject of research in this debate: first, occupational pensions are an important part of
Japanese compensation systems and have been closely linked to seniority-oriented
pay practices as an important feature of the Japanese employment system; second,
Japanese occupational pensions are, as in many other countries, highly regulated by
the state and have been institutionally integrated with the public pension system.
Changes in these arrangements are thus significant for our understanding of the nature
of evolving interdependencies and reconfigured relationships of Japanese firms with
institutions inside and outside the firm.

The key argument this article develops is that in the field of Japanese
occupational pensions we cannot witness changes that point to a convergence towards
approaches that characterize the provision of occupational pensions in liberal market
economies, with the US and the UK as the two major representatives. Defined
benefit-type pensions have rapidly declined in the US and the UK and have also lost
some of their importance in Japan in recent years. However, while this might indicate
a somewhat similar trend, there is strong evidence that Japanese occupational
pensions are evolving very differently than those in the US and UK. In Japan, defined
benefit schemes are now frequently becoming part of newly evolving multi-layered
retirement benefit systems that reflect increasingly employee performance indicators.
Furthermore, we find a growing diversity of benefit systems, highlighting a growing
heterogeneity across firms within the economy.

To examine these issues, this article proceeds as follows. Following a short
overview of the study design, the article reviews first the literature on the “Japanese
Model” and recent changes in Japanese compensation practices. This is followed by

an overview of the literature regarding employers’ interest in paying occupational



pensions, highlighting recent trends in pension provision in the US and UK. The next
section discusses shortly the Japanese retirement benefit systems before they
underwent the changes that are the focus of this article. At the heart of the article, the
findings section analyzes the nature of and the reasons behind the newly evolving

retirement benefit systems, before it finishes with a short overall assessment.

Study design

Besides Japanese secondary statistical, ministerial and academic sources, this article is
primarily based on an analysis of semi-structured interviews with human resource
managers of medium- and large-sized Japanese companies, labor union officials,
experts in governmental and semi-governmental institutions, actuaries, as well as
pension and human resource management experts from research and academic
institutions. To avoid a sector bias, specialists were chosen from both manufacturing
(automobile, electronics) and servicing industries (transport, utilities). Whenever
possible, statements and assessments where crosschecked against those of other
informants and secondary sources. The one to two hour-long interviews were, with
one exception, conducted in Japanese with 22 informants at 15 locations in April 2009.
Two of the informants are members of the official eight-member ‘Occupational
Pension Research Group’ (Kigydo Nenkin Kenkyiikai), established by the director-
general of the Pension Bureau of the Ministry of Health, Labor and Welfare to discuss
and advise the government on issues of occupational pension reform (see the

appendix for the anonymous list of informants).

Literature review

The “Japanese model” and changes in compensation practices

Japanese firms have long been noted for institutional features that set them apart from
their counterparts in western industrialized countries (Abegglen 1958). These unique
features have been found in inter-firm relationships, finance and corporate governance
patterns and employment practices (e.g. Vogel 2006). The Comparative Capitalism
(CC) literature has elucidated how interaction effects and complementarities among

such institutional features shape the behavior of firms and create diverse national



‘varieties’ of business organizations (Deeg and Jackson 2007). In this literature, Japan
has been characterized as a coordinated market economy as opposed to liberal market
economies such as the US and UK (e.g. Vogel 2006; Hall and Soskice 2001; Dore
2000). In particular, the so-called ‘three pillars of the Japanese employment system’,
namely seniority-oriented pay, (life-time) long-term employment and enterprise-based
unions have been identified as important characteristics of the ‘Japanese Model’ (e.g.
Debroux 2003). It has been shown how seniority-oriented pay and long-term
employment practices have been highly complementary with dominant work practices
such as frequent job rotations, broad job descriptions, teamwork and on-the-job
training. The long-term nature of these employment practices has had a natural
equivalent in long-term inter-firm relationships and companies have been in a position
to follow such practices because shareholders have traditionally not pursued short-
term profit maximization strategies (Aoki 1988).

While the CC literature has strong merits explaining such interactions at the
national level, it has been criticized for its rather static nature and failure to explain
changes within national models (Deeg and Jackson 2007). In particular, it has been
challenged by proponents of a convergence thesis who predicate an erosion of
institutional differences among different countries and a trend towards more market-
oriented institutions due to rapid internationalization of economic activity and the
resulting cost pressures (e.g. Lane 1995; Kerr et al. 1962).

With regard to Japanese compensation practices one author has explicitly
subscribed to the convergence thesis. Comparing changes in pay systems in Japan and
the UK since the mid-1990s, Suda concludes that Japanese systems have converged
towards UK market-based practices (2007). The key features of this change are a
stronger reliance on performance-related pay, the introduction of job factors to
establish more concrete and objective standards to judge grade and pay levels, and the
introduction of market factors to increase the objectivity of pay determination.

Within Suda’s theoretical framework about fundamental differences between
pay systems, her conclusions about convergent developments are credible. However,
her approach highlights some important theoretical aspects of the convergence debate
that are easily overlooked. First, similar trends are not identical with convergence.
Convergence in the strictest sense requires that the developments of a variable in
different countries point towards a common end point so that we can witness a

consistent diminution of variance over time (Wood et al. 2009; Mayrhofer and



Brewster 2005). Second, the interpretation of whether a development is convergent
depends heavily on the choice, definition and degree of aggregation of the researched
variables. For example, Jacoby (2005) has argued that while employment and pay
policies in Japan and the US are moving towards a market-orientated model, their
differences are actually widening since the US is transforming at a quicker speed than
Japan. Furthermore, there is substantial evidence that within-country variation in
employment practices is growing in many industrialized countries, including Japan,
the US and UK (Jacoby 2005; Katz and Darbishire 2000).

With regard to changes in Japanese compensation practices, most authors
(Conrad 2010; Keizer 2009; Nakamura 2006; Jacoby 2005; NRSKKK 2006; Shibata
2000), while agreeing with Suda’s (2007) basic findings about a shift towards
stronger performance-based pay in Japan, tend to stress important continuities and,
most importantly, find a growing diversity of methods such as MBO forms, job-based
pay and competence pay that contradict the convergence thesis for developments
within Japan. Moreover, they conclude that the adoption of performance-oriented pay
remains modest and that most firms have limited performance-related pay to more
senior employees, while ability and age continue to be important criteria for pay
determination of younger workers so as to maintain existing complementarities with
practices such as job rotations, teamwork and on-the-job training. What we are
witnessing since the 1990s is therefore not a growing uniformity of pay practices
towards one (liberal-market) model, but rather a growing diversity and hybridization
of practices where a performance-related pay component is often added as yet another
layer to already highly complex pay determination systems. Following Jacoby (2005)
we can describe this hybridization as a result of path-dependent developments,
according to which national economies adapt to common environmental challenges in

similar ways but will fashion any adaptations to fit pre-existing institutions.

Factors influencing the provision of occupational pensions

Before we can assess the role of occupational pensions in the changing Japanese
compensation systems, we first need to consider the factors that influence firms to
provide such benefits.

First, a major motive to pay occupational pensions is to influence the

recruitment, retention as well as retirement of workers (Bridgen and Meyer 2005).



According to Logue and Rader (1998) there is no definitive theory or robust empirical
research that would indicate why certain types of pension plans are favoured over
others, but a common assumption is that the choice is influenced by considerations of
employer-specific human capital. Firms that rely heavily on company-specific
knowledge are likely to adopt defined benefit (DB) plans with back-loaded final-pay
formulas where workers have an incentive to sustain their efforts over the entire
career so that they can achieve high career-end salaries. In a DB plan, employees
receive a promise of an eventual pension benefit that is determined by a pre-specified
pension formula that typically reflects a worker’s age, pay, and/or service levels. The
formula is usually one of three general types (EBRI 2009):
a) a flat-benefit formula pays a flat amount for each year of service;
b) a career-average formula pays a benefit that equals a percentage of the career-
average pay multiplied with a certain number of years of service;
¢) afinal-pay formula pays benefits based on average earnings during a specified

number of years at the end of a worker’s career with the benefit equalling a

percentage of the worker’s final average earnings multiplied by the number of

service years.
The major advantage of DB plans from an employee’s perspective is that they provide
a stable replacement rate of final income. As real wages change, employers have to
adjust their funding rates and bear thus the investment risks in these plans.

In contrast, companies that rely stronger on workers with specialist knowledge
from the external labor market are more likely to prefer defined contribution (DC)
plans that are not as heavily back-loaded and easier portable if an employee changes
jobs (Bodie et al. 1988). In a DC plan, employers make provision for periodic
contribution payments into an account that is established for each participating
employee. Depending on underlying regulations, contributions can be made either by
the employer, the employee or both parties. The final benefits are a reflection of the
total of all contributions and any investment gains or losses. Benefits are thus not
specified in advance and the employer does not shoulder any investment risk.

A third plan type are cash balance (CB) plans, which are legally DB plans but
are designed to look like a DC plan with individual ‘hypothetical’ accounts. These
members’ accounts grow by annual pay credits and an interest credit at either a fixed
rate or a variable rate linked to an index such as the government bond rate. Employer

contributions can be credited in several ways, for example as a fixed amount, a fixed



percentage of earnings or, as is now frequently the case in Japan, through a point
system that links factors like “job grade”, “abilities”, “number of years of
employment” or “performance” to specific pay credits. Just like in a DB plan, the
investment risks and rewards on CB plan assets are borne solely by the employer.
However, if the plan has a variable rate, the employer’s risk is more limited.

Second, government regulation has a major influence on employers’
motivation to provide retirement benefit schemes (Logue and Rader 1998). Certain
kind of policies can make such schemes attractive to both sponsors and employees by
providing a favourable tax treatment that result in deferred or even permanently
reduced taxes.

Third, an important factor influencing the likelihood of employer provision of
occupational pensions is the size of a business establishment. This argument assumes
that because of economies of scale larger companies have more resources available
for occupational benefits (Bridgen and Meyer 2005; Rein 1996).

Forth, employers might use pension schemes as a means to preserve industrial
peace vis-a-vis the trade unions (Esping-Andersen 1996; Bridgen and Meyer 2005).

And finally, the macro-economic and ideological environment plays an
important role to the effect that economic ‘boom’ periods have been associated with
the growth of occupational pension provision, whereas economic slumps
accompanied with ideological turns toward neo-liberalism and shareholder value
ideology have been associated with cost-cutting measures (Bridgen and Meyer 2005;
Cutler and Waine 2001).

In the US and the UK, as two major representatives of liberal market
economies, the varying influence of these factors has led to considerable changes in
occupational pension provision over the last 20 years. In both countries DB plans
have steadily lost in importance as the preferred plan type. In the US, the number of
DC participants outstripped the number of DB plan participants in 1984 (U.S.
Department of Labor 2008). In 2005, the ratio of participants among those workers
who were covered by occupational pensions stood at 10% in DB plans, 63% in DC
plans, and 27% in combined DB and DC plans (EBRI 2007). In the UK, the number
of active members in open private sector DB plans has also fallen dramatically from
4.1 million in 2000 to 1.3 million in 2007, while the membership in DC plans
remained constant at 0.8 million over the same period (Office for National Statistics

2008). Those DB plans that still operate in the US and UK use predominantly final-



pay or career-average formulas (Office for National Statistics 2008; U.S. Bureau of
Labor Statistics 2006).

As explanations for the retrenchment of DB plans in the US and UK the
literature confirms the importance of the above listed factors: Government regulation
has raised the administrative costs of DB plans absolutely and relatively in
comparison with DC plans, especially for smaller employers (Hustead 1998), while
the attractiveness of DB plans as tax shelters has decreased (Warshawsky 1995).
Employers have found that DC plans (where contributions are often linked to profits)
are a better reflection of their organizational philosophy (Campbell 1996), and
employees, against the backdrop of frequent job changes, show a stronger desire for
direct ownership of their retirement accounts in DC plans (Ostaszewski 2001). Finally,
increased cost pressures and a trend towards leaner organizations (VanDerhei and
Copeland 2001) as well as the volatility of financial markets have increased the
relative attractiveness of DC plans versus DB plans for employers (Ostaszewski 2001).

How these factors have played out in Japan will be examined in the remainder

of this article.

Overview of pre-reform retirement benefit systems and pressures for reform

Prior to new legislation which was enacted in 2001/2002, Japanese occupational
retirement benefit systems were largely of the defined-benefit type: internally
managed lump-sum payments through Book-Reserve Plans (BRPs) and externally
managed annuities or lump-sum payments from Tax-Qualified Pension Plans (TQPP)
or Employee Pension Funds (EPF). DC plans were not tax-advantaged and companies
split their retirement benefits frequently between BRPs (which were attractive as a
source for internal capital for reinvestments) and TQPPs or EPFs (which were
comparatively more attractive in terms of their tax treatment) (Estévez-Abe 2008;
informants # 14, # 15, #16). EPFs have a semi-public character as they are closely
linked with the public Employees’ Pension System by substituting a part of the public
pension in return for lower social security contributions with the rebate rate.

The depressed stock market and declining interest rates following the burst of
the bubble economy in the early 1990s contributed to a rapid increase in underfunding
of the prevailing DB plans. Data from the Pension Fund Association show that in the

period 1989-2003, the average return on assets managed by EPFs was just 2% in



nominal terms, while the government set guaranteed rate was 5.5% (Kigyo Nenkin
Rengokai 2003). Furthermore, new accounting standards that were introduced in April
2000 made these unfunded pension liabilities for the first time visible on companies’
balance sheets (Kigydo Nenkin Kenkytikai 2007; Shiniapuran Kaihatsu Kiko 2004;
informants #1, #4, #14, #15, #16).

In response to these problems, firms lobbied for new benefit options and
options to leave the EPFs, which were finally granted by the 2001/2002 pension
reform laws that introduced the following options (Kigyd Nenkin Kenkyukai 2007;
informants #1, #6, #16):

e return of assets of the EPFs related to the contracted-out portion of the
public Employees’ Pension Insurance back to the government (put-
back);

e establishment and benefit transfer to new types of DC, CB, and DB
plans that are not intertwined with the public pension system;

e scheduled elimination of TQPPs until 2012.
Findings

General trend in occupational pension provision

The mix of retirement benefits offered by companies has changed significantly since
the 2001/2002 reforms, while overall employee coverage has declined. In 1997,
99.5% of firms with more than 1,000 employees paid retirement benefits, while this
percentage decreased slightly to 95.2% in 2008. Today, 84% of Japanese companies
with more than 30 employees pay retirement benefits (Koseirodosho 2008), which
make up 6.8% of total labour costs in manufacturing (JILPT 2008). The number of
active participants has declined from 20.1 million in 2001 to 17 million in 2007.
Despite lower employee coverage in absolute terms, DB benefits remain, in relative

terms, the dominant form of retirement benefit (Figure 1).
Figure 1 here
While the number of EPFs and TQPPS has declined substantially since the

early 2000s, these plans were to a large extent compensated for by newly introduced

DB and DC plans (Table 1).
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Table 1 here

From the 1,737 EPFs with 10.87 million participants in 2001, only 620 plans
with 4.8 million members remained in 2008. About 50% of former EPFs were
converted into new DB plans, a process during which the companies returned their
obligations for the contracted-out portion of the public Employees’ Pension Insurance
back to the government (Koseirodosho Nenkinkyoku 2009). This has had the effect to
remove large pension liabilities from corporate balance sheets (Sato 2005) and has
fundamentally altered the state-enterprise welfare mix since almost all large
companies have now left the semi-public EPFs, with only smaller companies
remaining.

Given the scheduled elimination of TQPPs until 2012, it is not surprising that
these plans, which are most dominant among smaller firms, have also experienced a
significant decline since the 2001/2002 reforms. Both in terms of the number of plans
and participants, TQPPs have declined by over 50%. However, just like in the case of
the EPFs, many of these schemes were transferred into the newly available types of
DB or DC plans.

The most significant development with regards to medium and large-sized
companies, which are the focus of this article, is that they have largely left the semi-
public EPFs and have replaced those plans with multi-layered retirement benefit
systems that offer a combination of DB (usually 75-90% of total benefits) and DC
benefits (usually 10-25% of total benefits). In contrast, over 50% of companies with

less than 300 employees offer now only DC plans (Table 2).

Table 2 here

As will be discussed in more detail below, the newly emerging multi-layered
retirement benefit systems in many medium and large-sized companies show a
growing diversity in terms of their benefit mix (with different percentages of DB

and/or DC and/or CB benefits) and in their use of benefit formulas.

Assessing the changes over the last decade
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To understand the recent changes, the importance of the historical legacy of Japanese
occupational pensions can hardly be overestimated. All of the informants agreed that
current developments could only be understood with explicit reference to the system
of lump-sum retirement payments (BRPs) and underlying entrenched views that
retirement benefits, regardless of their financing mode as BRPs, TQPPS or EPFs,
have so far been considered a form of deferred wage. This social consensus has
functioned as a departure point for management and labour and is one important
explanatory factor for the resilience of DB benefits. It is also for this reason that the
overall contribution levels in the new retirement systems are commonly not lower
than in the old ones. As will be analysed below, companies have succeeded in shifting
some of the investment risks to employees by increasing the DC portions of
retirement packages and they have also succeeded in linking benefits stronger to
performance indicators. However, survey results indicate that companies’ contribution
levels for those participants that continue to be covered have remained unchanged

(Shiniapuran Kaihatsu Kiko 2004).

Role of the labour unions

Although the Japanese labour unions did not involve themselves deeply in the
discussions leading up to the 2001/2002 reforms (informants #1, #4), the resulting
legal framework supports strongly their position since any transfers from the old DB
to the new DC systems have to be agreed by a high proportion of the participants and
the enterprise unions. Depending on the extent of such transfers between two-thirds
and three-quarters of the participants as well as the labour unions representing more
than one third of the participants have to agree (NRKS and KNMKN 2008). These
stringent standards have certainly limited the possibilities of companies to conduct
single-handedly far-reaching reforms. Furthermore, the Japanese Trade Union
Federation, which consults individual enterprise unions, takes in principal a negative
stance towards the introduction of DC plans (informants #1, #8, #9).

However, in some sectors like electric machines, represented by the Japanese
Federation of Electric Machine Workers” Unions, the arrival of DC pensions was in
fact welcomed as a positive development (informant #12). Overall, Japanese unions
have not categorically blocked occupational pension reform at the company level. In

many cases, they have cooperated with management and eventually agreed to the
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(partial) introduction of DC pensions (informants #2, #4, #7, #8, #9, #11, #12, #13,
#14, #15, #17, #19). None of my informants could recall cases in which company
unions had fundamentally opposed such reforms. Several informants stated that the
labour unions had usually compromised on the pension issue in return for, in the
unions’ view, more important issues such as job security or the maintenance of a
corporate pension system as such (informants #1, #7, #8, #9, #13, #14). These
findings confirm the overall trend of diminishing Japanese union power, as it has been

confirmed by other studies (e.g. Jacoby 2005).

Roles of historic practices and government regulation

Some foreign observers have claimed that the resilience of Japanese DB plans is the
result of low tax-advantaged contribution ceilings. According to Huh and McLellan
(2007, p. 10), “the low contribution caps set forth in the DC legislation prevented
many Japanese firms from fully converting their existing DB plans to DC plans, so
some firms turned instead to Cash Balance (CB) plans.” However, based on the
available statistical material and the assessment of the informants, I would argue that
this statement does not fully reflect the complexity of the issue.

It is true that the DC law is rather inflexible and prevents an unlimited transfer
to DC plans because it does not allow companies to pay voluntarily taxable
contributions beyond the tax-free amounts. Since contributions are in most cases paid
as a percentage of wages, which increase still very much in line with tenure, it is
usually the contributions of older workers that can reach the maximum contribution
ceilings. Accordingly, many companies have adopted overall contribution rates that
allow their highest wage earners to stay within these ceilings (informants #3, #4, #7,
#10, #19).

In practice, however, only 29% (2007) of DC plans have chosen amounts that
reach the legal maximum contributions (Kigyo Nenkin Rengokai 2008). In other
words, 70% of companies seem not be directly affected by the tax framework.
According to several informants, this underlines that the corporate commitment to DB
benefits is real and not solely a function of the tax framework. According to this view,
DB pensions are widely regarded as a tax-advantaged way to manage externally what
used to be internally managed lump sum benefits (BRP). Higher tax ceilings for DC

pensions would not address the fundamental problem that DC pensions are not a
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suitable vehicle to replace DB-type lump sum benefits (informants #2, #3, #6, #7, #12,
#13, #15).

However, other informants voiced the opinion that the contribution ceilings
are posing a problem and that many larger companies would in fact like to transfer
more DB into DC benefits (informants #10, #11, #16, #17, #19; Nihon Keizai
Shinbun 20 June 2008). The business community has been requesting higher
contribution ceilings for some years now and a slight increase is scheduled for 2010.
Any major increases or the adoption of a tax framework considering lifetime
contributions like in the UK seem, however, unlikely (informants #4).

Another regulatory requirement of the DC law is that if a company wants to
transfer not only future but also accrued past benefit obligations from DB plans to DC
plans, it has to first fully fund those obligations. Given the difficult financial state of a
large number of DB plans, many companies have therefore limited their transfers to
future benefit obligations (informant #4).

Yet another regulatory factor contributing indirectly to the continued
popularity of DB plans is the comparatively ‘softer’ protection of their benefits if
compared to the US and UK. While in the US and UK companies must ultimately
deliver on the retirement promise, companies in Japan may reduce DB benefits when
the sponsor is in financial difficulties and labour and management agree to a benefit
reduction (Pensions & Investments 2007; informants #4, #7). Compared to their
Western counterparts, Japanese executives feel presumably less pressure to convert to
DC plans. In addition, many Japanese companies have converted their retirement
benefit systems fully or partially to CB plans, which allow for risk sharing between
the employer and employee since pension obligations develop in line with interest rate
developments so that sinking interest rates do not lead to rising pension obligations
that have to be recognized on companies’ balance sheets (informants #4, #7, #11, #12;
Shiniapuran Kaihatsu Kiko 2004).

To sum up, the regulatory environment has undoubtedly had a considerable
impact on the way companies have restructured their pension plans since 2001/2002
and explains to a certain extent the continued popularity of DB plans. However, many
of the informants stated that these factors alone could not explain the resilience of DB
plans. Instead, another key explanatory factor appears to be corporate commitment to
established employment practices for the regular labour force, paternalistic employer-

employee relations, and a strong believe in the equal treatment of regular workers
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(informants #2, #3, #7, #15, #20, #21, #22). This becomes clearer when we consider

next for whom and how companies have adopted the new DC plans.

Changes in employee coverage and benefit structure

In terms of pension coverage, US and UK companies distinguish frequently between
groups of employees such as incumbent workers vs. new entrees, blue collar vs. white
collar workers, or managerial vs. non-managerial workers. For example, in the UK it
is now a frequent practice to offer new employees only DC plans, if at all, leaving the
existing DB plans to be available solely to the incumbent employees. However, in
Japan, all informants concurred that the single most important criterion for coverage
continues to be the distinction between regular and non-regular workers.

In many cases where companies are now operating more than one
occupational pension plan, and where they have adopted DC plans in addition to the
existing DB plans (47% of large companies), they have usually done this by partially
replacing former DB benefits by DC and/or CB benefits. In large companies the
percentage of DC benefits within the total retirement benefit package varies usually
between 10%-25% (informants #12, #13, #14, #19). The resulting combined schemes
are uniformly applied to all regular workers while the growing ranks of non-regular
workers, whose percentage in the Japanese labour force has increased substantially
from 20.1% in 1994 to 33.2% in 2006 (JILPT 2009), are commonly not covered by
any occupational pension scheme (informants #2, #3, #4, #1, #14, #15, #16, #18, #19,
#20, #21, #22).!

Through the restructuring of the overall benefit mix, Japanese companies have
thus largely maintained comprehensive retirement benefit packages for their core
workers. At the same time they have achieved risk and cost reductions by relying
stronger on DC and CB benefits, by increasing the number of non-regular workers
and, as will be discussed below, by linking retirement benefits closer to performance

indicators.

Linkages between retirement benefits and employee performance

In 1981, 84.7% of Japanese companies with more than 30 employees used a final-pay

formula for the calculation of their lump-sum benefits (DGHJKSKSK 2008). This
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method reflected strongly the seniority orientation of Japanese pay systems but did
not account for performance contributions and discriminated against mid-career entry
(Sano 2007). Since then the final-pay formula has continuously lost importance. By
2008 only 58.5% of firms employed it, while 45.8% were using different methods
such as ‘point systems’ (18.6%), ‘special table systems’ (13.2%), or ‘fixed amount
systems’ (10.3%) (DGHJKSKSK 2008). One of the key functions of these systems is
to weaken or extinguish the influence of regular pay rises on the calculation of
retirement benefits (informants #1, #2, #3, #7, #18, #19).

The increasing use of point systems is particularly noteworthy with regard to
the growing importance of performance-related pay practices as highlighted in the
literature review. Although the available Japanese statistics focus on the calculation of
lump-sum benefits, it is clear that point systems have also been widely adopted among
pension plans, including the new CB plans (Sano 2007; informants #4, #12, #14, #15,
#17, #18, #19). According to the 2008 General Survey of Employment Conditions,
55.2% of companies with more than 1000 employees are now using such point
systems (Koseirodosho 2008).

In these systems, employees accumulate a certain number of points which can
reflect a combination of factors like “job grade”, “abilities”, “number of years of
employment” and “performance”. These points are then multiplied with a certain cash
value and the resulting amount is accumulated with a fixed (or in the case of CB plans
flexible) interest until retirement (Sano 2007; informant #12).

It is important to note that the presence of a point system as such does not
necessarily imply that performance factors are taken into account, but in so far as
larger companies have been moving towards stronger performance-oriented pay
practices in recent years, many large companies’ point systems tend to reflect at least
partially performance indicators (informants #4, #6, #7, #12, #13; Ogoshi 2006; see
also the example from Panasonic below).

Informants from a large automobile manufacturer stated that their company
had totally abolished factors like “numbers of years of employment” in 2001 and is
now using a competency-based approach linked to a point system for both wages and
pensions. This company has also totally abolished its BRP and pays 25% of
retirement benefits as DC and 75% as DB benefits (informants #12, #13). In the
electronics industry the most common approaches are now point systems where the

number of monthly accumulated points depends on the position in a grid of job grades
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and point systems where a certain percentage of the bi-annual bonus, which partially
reflects individual performance evaluations, is accumulated as a company pension
(informant #15). A similar approach has been adopted by a medium-sized electronic
components manufacturer with 200 regular workers. Just like many large companies,
this firm operates since 2003 one of the commonly found multi-layered retirement
benefits systems with externally managed CB and DC plans and an internally
managed BRP. While the CB and DC benefits are linked to a point system reflecting
the position in a grid of job grades, individual performance evaluations are reflected
in retirement allowances build up through a BRP (informants #18, #19).

A good example how changes in retirement benefits are implemented, is the
electronics giant Panasonic (formerly Matsushita). In 2002, immediately after this
option became available, Panasonic left the semi-public EPF. Up until then retirement
benefits (consisting of a lump-sum and an EPF pension) were primarily a reflection of
age and length of service as part of a final salary system. Beginning in 2002,

Panasonic started to operate a multi-layered retirement benefit system (Figure 2).

Figure 2

For the first tier it adopted a point system, which reflects both individual
performance evaluations and the position of employees in a grid system of ‘work
groups’, linking this point system to benefits paid through a DB plan. As a second tier
it introduced a CB plan, whose benefits were linked to the development of employees’
base pay. As a third tier it maintained a lump-sum benefit for employees retiring
between 50-60 years of age. Other large companies, adopting similar complex
pension systems include, for example, Tokyo Electric Power Corporation and

Daihatsu Motor Corporation (Nihon Keizai Shinbun 20 June 2008).

Concluding remarks

This article has discussed significant changes that occupational pension plans in Japan
have undergone since the early 2000s. The most important factors driving these
changes were underfunding problems caused by depressed stock markets and changes
in accounting standards that made underfunding problems apparent. Utilizing new

legal options, Japanese companies have achieved cost and risk reductions through the
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partial replacement of DB benefits by CB and/or DC benefits and through an increase
in the ratio of workers that are not covered by any retirement benefits. However,
compared to recent developments in the US and UK, Japanese DB plans show a
relatively strong resilience. After seven years since the introduction of DC plans, only
16% of occupational pension participants are covered by these schemes. A variety of
factors contribute to this finding. While explicit and strong union pressure for the
continued use of DB plans is lacking, government regulation and entrenched views
among employees and employers about the nature and purpose of retirement benefits
have been shown to be crucial explanatory factors. The evolving multi-layered
structure of many companies’ retirement benefit systems, comprising both DB and
DC benefits, is mirrored by an increasing complexity in other parts of Japanese pay
systems, where a performance-related pay component is often added as another layer
to existing pay components. Accordingly, Japanese firms now have some of the most
complex pay determination systems in the world (Morishima 2002). In the
occupational pension field, this complexity can be explained as a result of regulatory
constraints, on the one hand, and as a purposeful attempt to limit companies’ risks and
costs while maintaining at least partially the employers’ responsibility for the social
welfare of their core workforce, on the other hand. While companies have sustained
pension benefits for these regular workers, they have at the same time increased the
ratio of non-regular workers that are not eligible for these benefits.

With regard to the convergence/non-convergence debate these findings offer
important insights. While DB plans have lost some of their importance in Japan,
mirroring similar changes in the US and UK, this trend should not be mistaken as
evidence for convergent developments. In contrast to the US and UK, where DB plans
have decreased dramatically and where the remaining plans employ primarily career-
average or final-pay formulas, DB benefits show a much stronger resilience in Japan
where companies have controlled costs by employing benefit formulas that do no
longer reflect automatic wage increases but employees’ performance factors. These
findings stress the important influence of regulatory systems and social constraints
and confirm the argument of path-dependent developments that thwart international
convergence. Furthermore, it can be argued that these constraints, whether real or
perceived, have shaped the institutional innovation of the newly evolving multi-

layered retirement systems in Japan.
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Appendix: Lists of informants

Position Affiliation
#1 Executive chief researcher Research institute affiliated with a
major labour union organization
#2 Actuary Federation of Workers and
Consumers Insurance
Cooperatives
#3 Professor & pension expert National university
#4 General manager, chief researcher & Pension research institute of a
actuary major financial institution
#5 Managing director & actuary Pension consultancy
#6 High-ranking civil servant in pension Ministry of Health, Labour and
department Welfare
#7 Senior research fellow & actuary Major think tank
#8 Section chief of welfare policy division | Labour union organization
#9 Executive director of welfare policy «
division
#10 Head of group HR planning department “
#11 Professor & HR expert Private university
#12 Expert leader of global pension Major automobile manufacturer
management & actuary
#13 Manager in compensation and benefit «
group
#14 Executive director of pension fund Major transport company
#15 Executive director of pension fund Major electronics manufacturer
#16 Chief advisor & pension expert Major think tank
#17 Chief Researcher & pension expert Government-affiliated pension
research institute
#18 Representative director & president Medium-sized electronics
manufacturer
#19 Manager in general affairs/HR section “
#20 Director of human resources planning Major regional utility company
group
#21 Vice-director of human resources «
planning group
#22 Vice-director of human resources «

planning group
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Table 1: Indicators of Major Japanese Occupational Pension Plans (1998-2008)

Name of Plan Nature of Plan | Year Number of Number of Amount of
Plans Members Assets
(in million) (in trillion
Yen)
Employees Pension Fund DB 1998 1,858 12.00 533
Plans (EPF) 1999 1,832 11.69 622
2000 1,801 11.39 58.0
2001 1,737 10.87 57.0
2002 1,656 10.38 51.2
2003 1,357 8.35 48.6
2004 838 6.15 26.9
2005 687 5.31 24.7
2006 658 5.25 239
2007 626 5.25 20.6
2008 620 4.80
Tax Qualified Pension Plans DB 1998 88,312 10.29 20.0
(TQPP) 1999 85,047 10.01 21.2
2000 81,533 9.68 224
2001 78,148 9.16 22.6
2002 73,582 8.58 21.4
2003 66,741 7.77 20.7
2004 59,162 6.54 17.1
2005 52,761 5.68 17.2
2006 45,090 5.06 15.6
2007 38,885 443 11.7
Contract-Type DB Plan* DB 2001 X X X
2002 15 0.003
2003 164 1.35
2004 478 3.14 8.1
2005 833 3.84 21.7
2006 1,335 4.30 33.0
2007 2,480 5.06 36.9
Fund-Type DB Plan* DB 2001 X X X
2002 0 0.003
2003 152 1.35
2004 514 3.14 8.1
2005 597 3.84 21.7
2006 605 4.30 33.0
2007 619 5.06 36.9
Corporate DC Plan DC 2001 70 0.088
2002 361 0.325 1.4
2003 845 0.708 5.6
2004 1,402 1.255 12.0
2005 1,866 1.733 22.8
2006 2,313 2.187 31.1
2007 2,710 2.711 36.5
2008 2,566
Notes: X = not applicable; ... = not available; *Numbers for members and amount of

assets do not distinguish between contract-type and fund-type plans.
Sources: Life Design Kenkyiijo 2000; Nomura Research Institute 2007; Kigyo Nenkin
Kenkytkai 2008; Kigyd Nenkin Rengokai 2008.
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Table 2: Occupational Pension Plans Offered in Addition to DC Plans (in %)

Less than 99 | 100-299 300-999 Over 1000
employees employees employees employees
EPF 13.4 214 15.4 9.3
TQPP 2.5 4.5 8.2 7.3
DB-plan 8.2 154 25.1 47.0
EPF/DB-plan 0.2 0.6 2.1 2.6
EPF/TQPP 0.8 14 2.3 1.9
TQPP/DB-plan 0.2 0.2 0.5 0.9
Mutual Aid Ass. 0.04 0.05 0.2 0.0
for School
Teachers
NONE 74.7 56.3 46.3 31.0
Number of
corporations
with DC-plans 5,089 2,024 1,104 645

Source: Kigyd Nenkin Kenkyiikai 2008

Figure 1: Occupational Pension Plan Participants (Relative and Absolute

Numbers)
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Figure 2: Panasonic’s Retirement Benefit System (since 2002)
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!'It should be noted that there are large differences in occupational pension coverage of regular workers
depending on company size. While 80.7% of companies with more than 1,000 employees offer
occupational pensions to those workers, this ratio drops considerably in smaller establishments: 69.3%
(300-999 employees), 58.9% (100-299 employees), 37.0% (30-99 employees) (Kdseirddosho 2008).
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