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Real wage effects of monetary policy in Japan
BRI RERITS 1 7Y« EXEMEE Sophia Anastasia Latsos

In late 2012, Prime Minister Abe introduced
Abenomics, an economic policy strategy that
contains three so-called arrows: the first concerns
monetary policy, the second comprises fiscal
policy, and the third regards structural reforms.
The main aim of Abenomics is to raise and
sustain inflation and inflation
expectations in order to revive the
Japanese economy and end two
decades of economic depression
amid very low interest rates.

Recently, policy analysts have
started discussing the success
of Abenomics by evaluating it
in terms of the first and second
arrow. While inflation seems to
have recently picked up, for the
strategy to be truly successful, the desired shift in
inflation expectations needs to feed into sustained
compensation growth. This in turn could spur
aggregate demand for goods and services.
Otherwise, if inflation catches on amid stagnant
wages, households will be worse off in real terms.
Therefore, structural reforms (the third arrow)
that could foster nominal wage developments are
central to the economic recovery of Japan.

What is more, given the unconventional
monetary easing under the first arrow of
Abenomics, the discussion of a possible
transmission of this monetary policy to real wages
is necessary. Since real wages partially contribute
to the total household income, such pass-through
could have unintended consequences for the
distribution of income and consumption across
households. While real wages are not the only
determinant of income, aggregate demand, and
hence economic growth, it is crucial to identify
these effects, as their subsequent redistributive
Impact may be substantial.

Therefore, I investigated two questions during
my research visit at the Centre for Asian and
Pacific Studies of Seikei University. First, what
Is the transmission channel of monetary policy to
real wages; hence, what are possible real wage
effects of monetary policy in Japan, particularly
given the country’s prolonged experience with

monetary easing over the past two decades?
And second, what kind of implications could
such possible real wage effects have, specifically
in terms of possible redistribution effects of
monetary policy?

Possible real wage effects of Japanese monetary
policy need to be analyzed via
the asset price channel. Low
Interest rates (and unconventional
monetary easing) can substantially
affect asset prices and cause
asset price inflation, which is then
followed by financial crisis. Firms
are then forced to reduce costs,
often by cutting nominal wages.
Consequently, real wages also
decrease, which in turn implies a
decrease in unemployment. A continued positive
monetary shock puts further pressure on real
wages, which also reduces unemployment further.
In other words, this constitutes a negative
productivity effect so that real wages can only
increase if productivity increases.

Prior to the Japanese asset bubble burst in
the mid-1990s, monetary policy had been very
loose, causing asset prices to inflate to a great
extent. After the bubble burst, Japanese firms
came under pressure to cut costs during the
deflationary state of the economy. Yet, owing to
strict employment regulations, firms opted to cut
nominal wages of their employees in exchange for
the guarantee of job security. Since then, nominal
wage growth in Japan has remained subdued.

Although total nominal cash earnings for so-
called regular employees have recently increased
under the annual wage negotiation rounds (shunto),
there is reason to doubt this could change
household expectations. First, the breakdown of
contributions to nominal wage growth shows that
much of this increase stems from non-scheduled
earnings. However, consumption decisions
of households are made based on scheduled
earnings, not temporary changes. Second, shunto
wages are binding only for large enterprises
and their regular employees. Yet, such large
enterprises only constitute 0.3% of all enterprises
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in Japan. In addition, almost 40% of all employees
are currently non-regular employees, who earn
about two thirds of the regular counterparts.
Japanese firms thus still appear to be cutting
costs by employing non-regular employees.

At the same time, real wage growth in Japan
has been stagnant at best. Real earnings have
continuously declined since the late 1990s amid
a monetary environment of continuous (un)
conventional easing. Unemployment has indeed
also decreased and productivity has remained
in line with subdued real wage growth. Under
Abenomics, unconventional monetary easing
policies are continuously introduced so that the
question of real wage effects of such policies
remains critical.

What are the implications of these
developments and the pass-through of monetary
policy to real wages? As real wages can be
affected by monetary policy, it is clear that a
negative effect will have a redistributive impact
on income. In addition, redistribution also occurs
through the effect on asset prices itself. In other
words, asset purchases and other unconventional
easing measures tend to increase asset prices
and thereby benefit the wealthier segments of
society. While most households only receive wage
income, a relatively small share of upper-income

-3

households receives financial income from assets
and securities. At times of monetary easing,
rising bond or stock prices boost financial income
proportionately more than wages, thus negatively
affecting the distribution of income.

During my research visit at Seikel University, I
was surprised to find that monetary policy shocks
have sparsely been connected to real wage effects
so that monetary policy has also seldom been
considered a driver of possible redistribution
effects. Owing to the work I was able to
complete here, I will be able to empirically test
my hypothesis of the transmission of monetary
policy to real wages and redistribution of income
in my subsequent research. Such analysis may
yield economic policy implications for Japan, but
it may also prove to be relevant for other regions
that have recently entered continuous phases of
unconventional monetary easing, such as the Euro
Zone.

I am very grateful for the time I was able to
spend at the Centre for Asian and Pacific Studies
and I was truly impressed by the warm welcome
of the faculty members and their hospitality. I
am also grateful for the opportunity to exchange
my ideas and advance my research substantially
while at Seikei University, and I am looking
forward to future research cooperations!
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