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Chapter 3: Legal Aspects of Japanese Employment System

Section 5: Wage System and Working Hours
(1) Characteristics of Wage Systems in Japan

(a) Seniority-Based Wage System


The most important characteristic of wage system in Japan is seniority-based wage system. And it is strongly affected by Japan’s long-term employment practice. In other countries, wages are generally determined by job content and work performance. In Japan, the decisive factors determining wages have been not the work performed by the worker but the worker’s attributes, such as the worker’s length of service, age and educational background. Therefore, even if a worker is internally transferred to a different job and the content of the work is changed, the amount of wages has remained the same. This is one of the reasons for flexibility in the deployment of workers through transfers in Japanese companies.

If you determine the wage level according to the present job, workers would like to be engaged in the job with high pay and shy away from the job with low pay. Even if you try to transfer a worker from high-paid job to low-paid job, he would be reluctant to accept it. This may make the required allocation and transfer impossible. As a result, long-term employment practice cannot be maintained without seniority-based wage system.


Since length of service is one of the most important factors affecting wages (seniority-based wages), a Japanese worker’s wage profile has a steep curve. Although such a wage curve is fairly common for white-collar workers in other countries, it is unique that the wage curve for Japanese blue-collar workers also has a similar pattern.


Under the seniority-based wage system, younger workers have been underpaid for their productivity while senior workers have been over-paid. In other words, in the Japanese seniority-based wage system, the younger workers have invested in their company by being underpaid, and this underpaid portion of wage has been returned to the workers when they reach more senior levels in the form of over-payment. Accordingly, this system has provided the workers with a strong incentive to remain the company.

(b) Wage Structure in Practice


But this is over-simplistic model of actual Japanese wage system. It is more complex than a single seniority-based system. To maintain high morale and provide incentives for improved performance, wage systems are designed to reflect an individual’s skill and performance.


Since the law does not regulate the way in which wages are paid in practice, wages consist of various forms. Generally, wages can be divided into monthly wages and bonuses. Monthly wages are divided into scheduled wages and non-scheduled wages such as overtime allowances. Scheduled wages are further divided into basic wages and various allowances. Various allowances include job-related allowances such as allowances for taking special posts, allowances for special skills, allowances for special work, allowances for perfect attendance or allowances for good performance) and other allowances which are paid according to worker’s personal circumstances such as family allowances, housing allowances and commuting allowances.

Currently, basic wages normally consist of two types of wages: age and seniority-based wages that are increased automatically in accordance with worker’s age or length of service; and skill-based wages determined under the “skill-based grade system”.


The “skill-based grade system” is a grading and wage system based on the level of skill and competence development. This wage system has been adopted in many Japanese companies to attempt to coordinate long-term employment practice with the need to remunerate workers in accordance with their performance and skills. Under this scheme, there are a certain number of grades (A-G), which are further divided into sub-grades (A1-A5, B1-B5, etc.). A high school graduate starts at A1, and a university graduate starts at B1. You can automatically be promoted to a higher sub-grade after spending the maximum period in a particular sub-grade. If your performance is excellent, you will be promoted in a shorter period and may sometimes skip sub-grade. But you must note that the grades or sub-grades are attached to workers, not jobs. In order to move to a higher grade, workers must fulfill certain requirements, undergo evaluation, and complete the required training. Promotions to higher grades or sub-grades are decided on the basis of job-performance evaluations conducted by the employer as well as the worker’s length of service.

However, the job-performance evaluation in the ability-based grade system has gradually evolved to become indistinguishable from the seniority-based evaluation. It was difficult to evaluate an individual’s performance in the Japanese team-oriented work environment. Moreover, length of service was considered to be the most impartial and acceptable criteria. Therefore, evaluation tended to depend on seniority.

Recently, it is the general opinion that drastic wage reform is required to cope with intensified global competition and to address the issues of surplus middle and senior workers whose wages are excessive in the light of their productivity. On the part of workers, wage differences in accordance with the individual’s performance is gaining acceptance as fairer than egalitarian seniority-based wages. Accordingly, companies are introducing more individual performance-based wage systems, such as the annual salary system under which remuneration is determined by an agreement between the employer and the individual worker, and the “discretionary work scheme” in which wages are determined by the performance itself rather than the number of hours worked.

Hence, the individualized, performance-based wage management is gradually replacing collective wage management based on length of service, and this trend is becoming increasingly evident. Employers can no longer maintain both long-term employment as well as the seniority-based wage system. If they want to preserve long-term employment practice, the seniority-based wage system should be modified.

(c) Bonuses


Bonuses are typically paid twice a year (in June and December) and they are one of the most significant features of the Japanese wage practice. They amount to more than 20% of the annual wages of an average Japanese worker. Some people misunderstand that employers have complete discretion over bonuses. In reality, the amount of the bonuses at unionized companies is determined by the annual collective bargaining agreements.

However, the bonus system introduces flexibility into Japan’s wage structure. The decisive factor in the collective bargaining to determine the amount of bonuses is the company’s economic performance. Accordingly, the parties may respond to fluctuations in business performance. Furthermore, the employer usually retains some degree of leeway so as to differentiate the amounts paid to individual workers in accordance with performance evaluations.

(d) Retirement Allowance


The retirement allowance is common among Japanese companies and it is another feature of Japanese wage system. Usually, the amount is calculated by multiplying the worker’s basic wage at the time of retirement by a coefficient that increases with length of services. If you quit earlier, you will get smaller amount of retirement allowance which multiply lower wage by shorter seniority. This treatment suggests that retirement allowances have the nature of deferred wage payments.

However, work rules typically prescribe a decrease in the multiplying coefficient when the worker retires for personal reasons. A reduction or complete takeaway of retirement allowances in case of disciplinary discharge or post-employment competition is also often provided in work rules. Such provisions indicate that retirement allowances are also a reward for the worker’s long and meritorious service involving no impairment of the employer’s interest.


Accordingly, retirement allowances are generally characterized as a hybrid of deferred wages and a reward for meritorious service. In Sanko-sha case (Aug. 9, 1977), the Supreme Court approached the question of legality of a reduction of retirement allowance in case of violation of a non-competition clause by examining whether the worker’s conduct can justify negating the worker’s contribution over his length of service. When the worker’s misconduct causes serious harm to the employer’s interest, complete takeaway or reduction of retirement allowance may be deemed justifiable.
(2) Wage System in US


The main salary determination factor is one’s job. The years of service have little influence in determining wages.


Generally, different wage systems are applied to blue-collar workers and white-collar workers. For blue-collar workers in manufacturing plant, hourly wage system is applied, but wages are often paid by week. For white-collar workers such as executive, management and clerical staff including professionals, annual salary system is applied.


The basic concept for both the hourly wage and annual salary is “job-based salary.” The actual salaries paid are determined based on the job performance and skills of the worker in question within the job-based salary range.


Companies must pay blue-collar workers overtime allowance of 50% over their normal pay for the hours exceeding in a 40-hour work per week, based on the Fair Labor Standards Act. This is called “non-exempt.” White collar workers are exempt from overtime allowance. This is called “exempt.”
(3) Forty-Hours Workweek System and Overtime Agreement


The legal principle of maximum working hours is an 8 hour workday and a 40 hour workweek system (Article 32, Labor Standards Law). The Law also stipulates that an employer must provide workers with at least one rest day par week (Article 35). However, overtime and rest day work are allowed when a labor-management agreement is concluded (Article 36). The agreement must be submitted to the Labor Standards Inspection Office. An employer is also required to pay premiums for overtime hours of 25 percent or more of normal hourly wages (Article 37).

The conclusion of labor-management agreement called “Article 36 Agreement” provides the primary mechanism allowing for the performance of overtime or rest day work. When an employer concludes an agreement with a trade union organizing a majority of the workers in the establishment or with a person representing a majority of the workers where no such union exists, the employer may exceed maximum working hours and have workers work on rest day. Unlike regulations in European countries, the Labor Standards Law set no limitation on the amount of overtime. There is an administrative guidance that set the standard for the maximum hours of overtime. However, this standard has no binding effect and is just a guideline calling for voluntary compliance.


Theoretically, the conclusion of Article 36 agreement only exempts an employer from violation of maximum working hours and it does not establish the worker’s duty to perform overtime or rest day work. However, the Supreme Court held that a provision in work rules providing the duty to perform overtime or rest day work was sufficient for an employer to order overtime or rest day work (The Hitachi Ltd. Case (Nov. 28, 1991). The employer does not have to acquire a worker’s individual consent each time. This flexibility in working hours is one of the most significant characteristics of Japanese employment relations. In this case, a worker who refused to carry out overtime was dismissed, and the Supreme Court endorsed this disciplinary action. Supreme Court tends to nullify the most dismissals which are not objectively reasonable and socially acceptable. But in this case, one refusal of overtime is regarded as sufficient to justify the dismissal.

In the ordinary setting of union management relations, enterprise-based unions had not fiercely resisted employers' requests for overtime agreements because overtime work was one of the principal methods of employment adjustment under the long-term employment system. Furthermore, employees tended to value overtime premiums. Also, in undertakings where there was no major union, the employee representation system guaranteed by the Law had not worked toward restricting overtime work. An employee representative was usually chosen in a casual way and he or she tended to act as a rubber stamp for the agreement prepared by the employer. The prevalence of overtime work has been an established fact since the late 1970s. The major factors have been the slimming of workforces in enterprises during the low-growth period of the late 1970s. You remember the four requirements on collective redundancy. At the top of necessary procedures, “reduction in overtime” is required to save the employment security. This means that Japanese companies must carry out constant overtime which shall be reduced in recession as a shock absorber.

Before the 1997 revision, the Labor Standards Law provided special protective regulations for overtime and night work by women workers, which limited overtime 2 hours per day, 150 hours per year and prohibit night work. This was one of the reasons why employers had opposed to equal treatment of women and men. In order to promote employment equality for both sexes, the 1997 revision of Labor Standards Law abolished such special protections for female workers.


The Labor Standards Law requires employers to give employees rest days at least once a week. But this does not necessary coincide with Sunday. Furthermore, work on rest days is also legalized under the Article 36 Agreement.


In contrast to many European countries, there is no general restriction on shop opening hours in Japan. Therefore, there are no legal difficulties for retail shops to open on Sundays or national holidays or during the midnight. There are an increased number of “convenience stores” which are open 24 hours.
(4) Conclusive Presumption of Hours Worked

(a) Work outside the Workplace


The number of hours worked outside the workplace is difficult for employers to determine. Therefore, the 1987 revision of Labor Standards Law introduced the conclusive presumption of the number of working hours for outside work such as salesman.


Normally, the working hours outside the workplace are deemed scheduled work hours at the workplace (Article 38-2). Recently mobile phones are prevalent and employers are no longer difficult to see the actual hours worked. I think the ground for this scheme has been lost.
(b) Discretionary Work Scheme (Professional Work Type)

In contrast to the white-collar exemption in the United States, the scope of working hours regulations in the Labor Standards Law was so broad that most white-collar workers, except for those in supervisory or managerial positions, were subject to the maximum hours and overtime regulation. Therefore, it was believed to be unreasonable to apply normal working hours regulations to workers engaged in creative and discretionary activities, because such workers were free from direction from their employer with regard to the manner of their performance and because the nature of their work requires that the work performed be evaluated on the basis of results rather than by the amount of time spent. With the increase in the number of such white-collar workers, application of overtime regulations have become especially problematic. For example, an efficient white-collar workers who completed his task within the scheduled work hours is paid less than a less efficient worker who was only able to finish his task by doing overtime, because the Law mandates payment of an overtime premium (25%) in accordance with overtime performed. Such regulations were incentive for workers to work less efficiently to receive the overtime premium. This partially explains Japan’s long working hours and the lower productivity of white-collar workers.


To cope with this, the 1987 revision of the Labor Standards Law introduced another conclusive presumption system called “discretionary work scheme.” This scheme allows an employer to calculate the number of work hours based on the conclusive presumption of hours worked that were agreed upon between the employer and the representative of workers irrespective of hours that were actually worked. For example, if a written agreement stipulates the conclusively presumed hours to be 8 hours, the employer can deem a worker’s working hours as 8 hours even if the worker actually worked 10 hours.


Under the 1987 Labor Standards Law revision, the scope of discretionary duties could be determined by the employer and a majority representative. However, faced with labor’s criticism of abusive applications of the scheme, the 1993 amendment limited the availability of this scheme to the five designated duties: 1) research and development of new products and technology; 2) planning and analysis of information-management system; 3) gathering of information and editing in the mass media; 4) designing; and 5) producing and directing TV or movie productions. Six duties were added to the list in 1997: 6) copy-writing; 7) public accounting; 8) lawyer; 9) duties of first-grade architects; 10) duties of real estate appraisers; and 11) duties of patent agents. This scheme is called “professional work type” discretionary work scheme to distinguish it from the newly introduced scheme explained below.

(c) Discretionary Work Scheme (Management Work Type)

The availability of the “professional work type” of discretionary work scheme was limited, and the development of performance-based wage systems required exemptions from normal regulations on working hours, and it caused business circles to argue for discretionary work schemes to include workers engaged in planning of business strategy, sales, finance, public relations and other duties. 

Business circles strongly contended that the scheme should be made available to more tasks and, in the long term, for most white-collar duties. The most basic reason for the employers' request to expand the availability of the discretionary work scheme was to exempt white-collar workers from the regulation of overtime. The labor side, by contrast, opposed expansion of the scheme fearing that the scheme could deprive workers of their rights to overtime pay.
In the United States, the Fair Labor Standards Act exempts white-collar workers employed in executive, administrative or professional capacity or in the capacity of outside salesman from its overtime pay regulation. In France, upper-class “cadres” have no right to demand overtime premiums. In contrast, the white-collar exemption in the Labor Standards Law is strictly limited to "persons in positions of supervision or management or persons handling confidential matters"(Article 41).
Such a situation caused a phenomenon called "service overtime," meaning that overtime exceeding a certain amount of hours is regarded as being done on a voluntary basis and thus employees are not supposed to report performance of such overtime. Legally speaking, an employer who knew of such overtime and did not prohibit it must pay the overtime premium. In reality, however, unreported overtime is common among white-collar workers. From the employers' point of view, the discretionary work scheme compensates for the discrepancy between the reality of white-collar workers' practice and the law. The labor side, on the contrary, regards the discretionary work scheme as the legalization of the illegal service overtime.
The second reason for advocating the discretionary work scheme lies in the management's intention to modify the traditional seniority-based wage system into the performance-based wage system. Since the burst of bubble economy, rationalization of white-collar management has become a pressing issue for Japanese companies. Since there exists de facto consensus between the management and labor that employment security should be maintained, wage systems were targeted as the object of rationalization. The introduction of the yearly salary system entailing individual wage determination based on his/her performance is a typical example of such movements. However, the introduction of the performance-based yearly salary system is limited to those workers in managerial positions who are exempted from the legal overtime provisions. For other white-collar workers, the current regulation of the Labor Standards Law requires overtime pay in proportion to the amount of overtime. Therefore, the discretionary work scheme was the sole option to introduce the yearly salary system for non-managerial white-collar workers.

With increased international competition in the global market, creativity, rather than loyalty or a harmonious work attitude as traditionally emphasized by Japanese management, is being demanded of Japanese employees. Introduction of the discretionary work scheme may have a symbolic impact on the workers' perception of the kind of work that is expected.
After heated debates, the 1998 Labor Standards Law revision introduced a new discretionary work scheme for high-level white-collar workers (“management planning type” discretionary work scheme). However, the main expectation for the discretionary work scheme was to allow human resources management based on the result of workers' performance rather than on the amount of hours worked. In this context, current regulation that enables only conclusive presumption of number of hours worked is insufficient. For instance, current regulation does not provide exemption from the provisions on night work premiums (25%), rest periods, or holiday work. Therefore, employers must still observe and record how workers engaging in discretionary work allocate working hours.
In order to achieve the ultimate goals of the discretionary work scheme, its legal effects must be exemption from normal work hour regulations as in the case of employees in managerial positions. In this sense, the current conclusive presumption system for discretionary work can be evaluated as a transition stage from direct regulation to exemption.

As already discussed, the argument in support of the discretionary work scheme is intertwined with the transformation from a seniority-based to performance-oriented management. In other words, adoption of the discretionary work scheme inevitably requires a shift from collective employment management to a more individualized one. This denotes a significant modification of Japan's traditional employment practices and helps to explain the attention which the debate on the discretionary work scheme has attracted. 
An issue which raises much concern regarding the discretionary work scheme exempted from the overtime pay provisions is whether those workers to whom the scheme is applied are properly evaluated and remunerated. Since the external labor market in Japan is relatively inactive, workers who are unsatisfied with their evaluations would find it difficult to quit and find another suitable workplace. Therefore, guaranteeing just treatment of workers in individualized employment management and properly resolving disputes arising from them will be another central issue for the discretionary work scheme.
