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Social Security Reforms and Labor Force Participation of the Elderly in Japan

Takashi Oshio®, Akiko Sato Oishi®, and Satoshi Shimizutani®

Abstract

We examine how social security programs have affected the labor Jforce participation (LFP) of the
elderly over the past fa'r{v years in Japan. Using publicly available data, we construct forward-
looking incentive measures for inducing retirement, to ascertain the actual changes in the
generosity of the programs and to explore the impact of the reforms on the labor supply of the
elderly. Our regression analysis shows that the LFP of the elderly is significantly sensitive 1o the
measures, and our counter-historical simulations show that since 1985, social security reforms

have significantly encouraged the elderly to remain longer in the labor force.
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1. Introduction

In addition to health status, the generosity of social security programs is considered to be one
of the key determinants of retirement decisions. A significant amount of literature conceming the
relationship between the social security benefits and labor force participation (LFP) of the elderly
has highlighted the importance of policy reforms in many developed countries. In particular, a
series of works by Gruber and Wise (1999, 2004, 2007), which are recent examples of cross-
country studies on this issue, reveal that social security incentives have a sizeable cffect on
retirement decisions across countrics with different labor market institutions and other social
characteristics. In recent years, Japan has also experienced major reforms in the social security
and employment policy for the elderly, motivated by scrious concerns about the sustainability of
the current system and the deterioration of fiscal balances in future. However, in contrast to the
significant number of discussions on the fiscal effects of such reforms, the impact of the changing
generosity of social sceurity programs on the labor supply of the clderly has been largely
disregarded thus far.

Quantifying the labor supply effect of social sccurity programs is of importance to both
academics and policymakers in the context of future reforms, which will take place under
conditions of harsher demographic pressures and reduced feasibility in further raising the
mandatory retirement age limit. Morcover, separating out the effect of social sccurity programs
from other factors is also critical 1o explore why Japanese people are motivated to retire later than
people belonging to other developed countries. It has ofien been argued that less generous social
security programs encourage Japancse workers to remain longer in the labor force.' However,

most of the preceding studies in Japan are limited to the analysis of the effect of the changes in

! There have also been a considerable number of policy debales on the effects of social secunity programs on the
employmentunemployment of the youth. especially in European countries Alter the mid-1970s, which witnessed a
high rate of unemployment among the youth, many European countries introduced more tives for the elderly 1o
exit the labor force in order 1o create jobs for the young population, eg., the “Job Release Scheme in the UK.
However, this issue is largely irrelevant to and rarely discussed in the context of Japan
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the income-tested pension program (Zaishoku Pension). A more important issue that is vét to be
examined concerns the effect of a series of major reforms of the main body of social security
programs on the LFP of the elderly?

This paper investigates the manner in which the changing generosity of social security
programs has affected the withdrawal of the elderly from the labor force in Japan over the past
forty years. To examine the relation between social security programs and the retirement
decisions of the elderly, we construct some forward-looking measures that provide an incentive to
retire, on the basis of publicly available year-by-age data. These measures are based on the notion
of social security wealth (SSW), which is defined as the expected present value of net social
security benefits received over a lifetime (sec Gruber and Wise (1999)). Retirement decisions are
determined not only by the income at the time of retirement but also by the flow of future social
security benefits and their present value (sece Stock and Wise (2000a, 2000b)). Moreover, a
rational individual is likely to determine his/her retirement age by considering the potential gains
from the postponement of his/her retirement (see Coile and Gruber (2000a, 2000b)). To address
these issucs, we construct three incentive measurcs for inducing retirement—social security
wealth accrual (SSA), peak value (PV), and option value (OV)—derived from or related 1o SSW
and, subsequentily, examine the cffect of these measures on the labor supply of the elderly.

In addition to understanding the dynamic elements of the incentive measures for inducing
retirement, two cconometric issues need to be resolved. The first is the simultancity bias in
estimations. Relating the incentive measures (o the actual probability of retirement is not free
from a simultancous estimation bias because observed decisions and social sccurity benefits are
jointly determined. We will solely focus on the varations in the benefits that arise from
nstitutional changes in social security programs and that are exogenous (o individual retirement
decisions. The sccond is the limited data availability in Japan. We recognize that it is

advantageous (o utilize houschold-level data on houscholds who are provided with a variety of

? See, for example, Seike (1993), Ogowa (19984, 1998b), Iwamoto (2000), Abe (2001), and Ohlske and Yamagn (2003).
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incentive measures. Unfortunately, there is no micro-level dataset with longitudinal information
that entails a long period and several social security reforms.

This analysis focuses on the aggregate year-by-age-group data of LFP and the incentive
measures for inducing retirement because only the data conceming five-year age groups was
available from the Labor Force Survey (LFS) compiled by the Ministry of Internal Affairs and
Communications (MIAC). This empirical analysis is based on 120 observations of males and
females belonging to the age groups of 55-59, 6064, and 65-69 vears over a period of forty
years (1968 to 2007). We adopt the following empirical strategy to address the simultaneity bias
in estimations. First, we establish a “typical person”—specifically, one who was born in 1935
and whose eamnings profile over his/her lifetime 1s identical to the average for his/her cohort—and
assume that he/she is 55 years old. We compute his/her benefits and incentive measures under the
social security programs available in each year. Second, we compute the weighied averages of the
incentive measures for each age group for cach year in order 1o understand the overall generosity
of the social security programs for each age group. Then, we estimate the regression models to
relate the LFP of each age group to the estimated incentive measures along with the covariaies.
Moreover, we conduct counter-historical simulations to assess the impact of the key reforms on
the LFP of the elderly since the mid-1980s.

This empirical analysis yiclded three findings. First, the cstimated age-average SSW peaked
in the mid-1980s as the social security programs became more generous until the 1985 Reform
and had been declining since then. Second, the regression results reveal that the retirement
decisions of elderly workers are significantly sensitive o OV, which incorporates utilities from
wage carnings as well as from social security benefits. Finally, the counter-historical simulations
show that the 1985 Reform and subsequent reforms encouraged the elderly to remain longer in

the labor force.
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