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Solvency Standards and “Optimal” Funding
of Social Security Pension Schemes

Nobuhiro Shimizu

Government Pension Investment Fund
Nittochi BLDG., 1-4-1 Kasumigaseki, Chiyoda-ku, Tokyo 100-8985 Japan

Abstract

The 2004 Pension Reform of Japan has transformed financing of the Employees
Pension Insurance (EPI) and the National Pension (NP) from the previous infinite
equilibrium term method (OAC) to finite equilibrium term method (FET). One of the
major backgrounds of the transformation was the argument that public money
circulation within the national economy of Japan has been inclined toward public
sector. We cannot argue the optimal funding level of social security pensions without
paying consideration to how social security funds should be invested. “Primary
balance” of social security pensions at the very end of the FET is a good indicator
estimating the stability of the FET. In the future, formal period of population
projection should correspond with the term of the FET as much as possible. Minimum
level of contingency reserves of the EPI may be greater than that of the NP, when
taking into account the difference of the financing structure of both schemes.  Namely,
the share of the National Treasury to the annual expenditure of the EPI is lower than
that of the NP. Pay-as-you-go financing can be understood as investment to human
capital. In this regard, partial funding is superior to 100% advance funding or 100%
pay-as-you-go financing, because the former enhances the degree of risk divergence.
Arguments on financing of pension schemes throughout the world has been gradually
converging to pursuit of optimal combination of advance funding and pay-as-you-go

financing, instead of mere privatization of salary-related social security pensions.
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