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Issues on Application and Termination of “Modified Indexation”

KIMURA Shin*

Abstract

The 2004 pension reform introduced “modified indexation” by vital statistics to automatically adjust
the value of benefits so that the pension can be sustainable for the next around 100 years. However, it has
been applied in only two times in the last 15 years. This paper summarizes the issues related to application and
termination of “modified indexation” using the formula, the realized relevant economic indices and the
projection model of the Ministry of Health, Labour and Welfare.

First, the “modified indexation” is lagging index based on the real wage growth rate. Hence it is
hard to be applied in an early stage of economic recovery and conversely easy in an early stage of economic
recession. Especially in the next few years, it depends on the effect of the consumption tax hike in 2019 on
inflation and wage growth. A “carryover” system introduced in 2016 works in later years even if not applied
in certain years, but the pension benefits will be revised greater when being applied.

Second, terminating the “modified indexation” is hard to be determined in practice. The projections
in the actual valuation depends on not only economic and demographic scenarios and also the length of the
period so that pension can be sustainable. On the other hand, it is not so difficult to judge whether the
government needs to take some measures to maintain the guaranteed replacement ratio. The timing is robust
against the length of the projection period in case that the replacement ratio falls below the guaranteed level in
5 years.

Keywords : Public Pension, Actuarial Valuation, Modified Lndexation
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