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Chance to boost economic metabolism finally here

et’s compare two economies with

inflation rates of 2% and 0%. Which

one is more vibrant? This is a topic

that has been debated in the field

of economics for a long time, as a

question about what inflation rate
is optimal for society.

If you think about these examples simply,
there seems to be no significant difference be-
tween them. This is because the prices of all
goods and services and wages increase by 2%
across the board in an economy with an infla-
tion rate of 2%, making it appear that the real
economy is unaffected.

However, the actual state of an economy with
2% inflation and one with zero inflation differs
greatly, with the higher inflation economy often
being more active. The keyword for this phe-
nomenon is “metabolism.”

When Japan had a deflationary economy for
more than 20 years before the COVID-19 pan-
demic, near-zero inflation continued year after
year. Over that period, prices and wages in Ja-
pan were either essentially unchanged or kept
declining moderately.

This long phase of deflation was characterized
by the fact that while prices and wages hardly
changed at the macro level, there were also no
micro-level actions by businesses to raise their
prices and wages.

What was in the background was the down-
ward rigidity of wages. Even if there is deflation,
few companies will lower salaries. Companies
may increase the ratio of non-regular workers
to reduce labor costs, but it is hard for them
to curtail the wages of regular employees. Few
companies would raise wages, either, under de-
flationary pressure.

Therefore, throughout the period of deflation,
most companies neither raised nor lowered
their employees’ wages. Under such circum-
stances, things seemed to be stable — the un-
employment rate was not so high and there were
few corporate failures.

Nonetheless, this state is more accurately
referred to as stagnant than stable. In this sit-
uation, many “zombie” companies survived —
they could not even pay the interest on their
debt with their own profits but managed to re-

main afloat by relying continuously on loans —
and the rates of income and productivity growth
remained at low levels.

2% inflation

What happens if macro-level inflation steadi-
ly increases to about 2%? Even then, quite a lot
of companies are likely to refrain from raising
wages because for those with poor performance,

the obstacles to offering wage hikes are too high.
However, a number of other companies may
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start to raise wages by 4% or even more. When
this is the case, a wage hike distribution map will
show a clear disparity between companies that
maintain zero growth in their wages and those
that offer an increase of over 4%, with the mac-
ro-level rate standing at 2%.

Given the downward rigidity of wages, there
are few companies that lower wages during de-
flation, but once wages increase across society,
certain companies will choose a large increase
in wages for their employees.

Then disparities arise among companies and
industrial sectors. Such wage disparities prompt
labor to move between companies and sectors,
a development that is thought to help accelerate
economic metabolism.

In a society that experiences significant labor
transitions, there are many cases in which ac-
tive job changes among workers contribute to
increasing labor productivity. In contrast, com-

panies that cannot improve performance and
struggle to boost productivity are not capable of
realizing large wage increases,

On the other hand, growing sectors need to
offer higher wages to attract many human re-
sources.

Job mobility from low-wage-increase sec-
tors to those with more quickly growing wag-
es means labor transitions from low-produc-
tivity sectors into high-productivity ones. As a
result, labor transitions help raise productivity
throughout an economy, giving momentum to
the trend to weed out, through wage disparities,
companies that don’t have a sustainable business
model.

The ability to increase wages varies, depend-
ing on companies and sectors. When the econ-
omy faces a structural labor shortage due to a
declining birth rate and an aging population,
companies capable of raising wages will be able
to survive while those unable to do so will have
to go out of business. The labor market’s metab-
olism will increase once companies and sectors
are freed from the burden of deflation and begin
competing over wage increases.

So far, T have touched on the importance of
labor market and wage metabolism. However,
wages are just a part of the story about such me-
tabolism.

We often hear about “the virtuous cycle be-
tween wages and prices,” which is difficult to
achieve. Wage growth cannot be sustained if
companies’ corporate profits do not increase
through price increases that match wage in-
creases. For companies, the ability to raise the
prices of individual goods and services ensures
their ability to continue higher wage growth.

Reluctance to raise prices

The trajectory of prices is similar to that of
wages. When Japan had a deflationary economy,
there were almost no increases in prices.

In the deflationary period, macro-level price
indices, as well as the prices of individual goods
and services, remained essentially unchanged.
Many companies did not proactively raise prices
and instead focused on “partial optimal action”
to minimize costs rather than maximize profits.

As the government’s Annual Report on the

Wage disparities
prompt labor to move
between companies
and sectors, a
development that
is thought to help
accelerate economic
metabolism.

Japanese Economy and Public Finance for fiscal
2023 pointed out, based on a detailed analysis,
many Japanese companies were more reluctant
about raising prices than their Western counter-
parts.

For that reason, the “mark-up ratios” —
which indicate the difference between the cost
of an article and its selling price — were low,
the annual white paper said. Because companies
were reluctant to raise prices, it became difficult
for them to raise wages, a situation that made
them even more unenthusiastic about increas-
ing prices.

Price hikes are not just about increasing the
number on the price tag. When companies raise
prices, they have to improve the added value,
and upgrade the product and service quality to
satisfy consumers.

To increase prices in a sustainable way, com-
panies must invest to improve the added value.
Likewise, it is indispensable for them to invest

in increasing productivity as a prerequisite fc
raising wages.

Regrettably, during the years of deflatior
many companies remained negative toward ir
vesting to improve added value and labor prc
ductivity.

Now that the possibility of eliminating de
flation has come into view, we more often hez
people say a tidal change is occurring in th
Japanese economy. Companies should expan
their investment to enhance added value an
effectively facilitate an upward cycle of price
and wages, which enables them to raise wage
to match price increases and get wage growt
passed on to prices. When that is feasible, me
abolic mechanisms will become more effectiv
in accelerating the shift of labor and capital t
growth sectors.

A tidal change means an amplification of th
positive changes described above. This is wh
the Japanese economy should be kept to an ir
flation rate of around 2%.

We used to think that deflation was prolonge
due to the poor economy. That was a factor, bt
we should not forget that deflation was also t
blame for prolonging the economic stagnation

Two causal relations — deflation being prc
longed due to economic stagnation and ecc
nomic stagnation being prolonged due to defl:
tion — resulted in a vicious cycle.

The inflationary trends Japan has witnessed i
recent years have finally brought an opportun
ty to do away with the trap of deflation that h:
created a drag on the economy. Whether Japa
can take advantage of the opportunity depenc
on competition among companies to offer high
er wages, a development that has to happen i
tandem with metabolism, which is expected t
be stimulated by the corporate competition.

(Special to The Yomiuri Shimbun)

The original article in Japanese appeared in th
Oct. 6 issue of The Yomiuri Shimbu
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