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TOKYO—Standard models of the economy are built on a simple relationship: When
unemployment goes down, inflation eventually goes up. That relationship, dubbed the Phillips
curve, has looked sickly for years. In Japan, it may be dead, a preview of what central bankers
may confront everywhere.

Japan, uncharacteristically, has been booming. Output grew 1.9% last year and, despite a first-
quarter contraction, should grow more than 1% this year. That doesn’t sound like much but it’s
actually faster than Japan’s long-term growth rate given its shrinking population. If the current
expansion lasts through next year it will be Japan’s longest since World War II.

By several measures, the economy is overheating. Total activity is now 1.5%
above normal capacity, the Bank of Japan estimates. Unemployment, at 2.5%, and businesses’
spare capacity are both the lowest since 1993, when the 1980s property and stock bubbles were
still deflating. There is more than one job opening for every active job seeker in all 47
prefectures. “This clearly means there is much more demand than supply,” says Masatsugu
Asakawa, vice-minister of finance. “Almost every indicator has been great. The only mystery is
the weak performance of prices.”

In defiance of the Phillips curve, these intensifying bottlenecks have had only limited
impact on wages, and none on prices. Inflation in the year through April was just 0.4%

when fresh food and energy are excluded. That’s better than the outright deflation that
generally prevailed from 1998 to 2012, but not by much, and it’s a far cry from the Bank of

DOW JONES, A NEWS CORP COMPANY

DJIA Futures 24677 -0.68% ▼ S&P 500 F 2710.50 -0.57% ▼ Stoxx 600 392.54 -1.11% ▼ U.S. 10 Yr 14/32 Yield 3.012% ▲ Crude Oil 71.91 -0.40% ▼

This copy is for your personal, non-commercial use only. To order presentation-ready copies for distribution to your colleagues, clients or customers visit
http://www.djreprints.com.

https://www.wsj.com/articles/injapans-hot-economy-aworrisomelesson-oninflation-1527068471

ECONOMY  CAPITAL ACCOUNT

In Japan’s Hot Economy,
a Worrisome Lesson on Inflation
Overcoming companies’ resistance to raising prices may require an economy so overheated that
asset bubbles emerge

|

Japan’s economy is overheating by several measures, but these bottlenecks have had only limited impact on wages, and
none on prices. PHOTO: JAMES WHITLOW DELANO/BLOOMBERG NEWS
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Japan’s 2% target. This is a problem, because if inflation gets stuck at or below zero, interest
rates also get stuck at zero, robbing the central bank of its ability to stimulate the economy by
cutting rates.

What’s going on? The Phillips curve is named for Alban William Phillips, a New Zealand-born
economist who first identified the relationship in the 1950s. It is the top-down manifestation of
supply and demand: If the demand for labor and goods exceeds supply, it should bid prices and
wages higher. But economists have long known inflation also has an important psychological
component. What people expect inflation to be helps determine the wages they agree to and
how much firms raise prices. If expectations don’t change, inflation can stay low even when
tight labor markets and limited capacity should push it up.

This model implies
there are two ways to
push inflation higher:
Method A is to change
people’s expectations.
Method B is to run the
economy so hot for so
long that wages and
prices rise, regardless

of expectations.

When Haruhiko Kuroda became governor of the Bank of Japan in 2013 with a mandate to end
deflation, he chose Method A. He set at a target of 2% inflation in two years, to be achieved with
an ambitious program of “quantitative and qualitative easing”—purchasing vast amounts of
government bonds with newly-printed money. He sought to jolt Japanese companies and
workers into expecting higher inflation that would then lead to higher wages, a virtuous circle.
In economic parlance, the Phillips curve would shift up.

That didn’t happen; one reason was that a consumption-tax increase hammered consumers in
2014 and then oil prices plunged. Both pushed inflation down. So Mr. Kuroda is now pursuing
Method B: deliberately overheating the economy so that firms are forced to pay higher wages
and charge higher prices. And yet, as he admitted in a recent speech, psychology has frustrated
that goal: “It has become apparent that people’s deflationary mind-set is more deeply
entrenched than expected.”

In response to higher costs and shortages Japanese firms have done virtually everything except
raise prices. Izumi Devalier, economist at Bank of America Merrill Lynch, notes the Japanese
have long demanded better service than Americans (and paid extra for it). Firms are now
reducing the quality of that service rather than raise prices and wages, she says. Some chain
family restaurants no longer stay open 24 hours, and some department stores close 30 minutes
earlier. Japanese inns are less likely to serve guests dinner in their rooms or prepare their beds
for sleep.

Last year Yamato Holdings, a major package-delivery company, raised delivery charges and
wages to address chronic labor shortages and poor working conditions. A sign that raising
prices was now business as usual? Hardly: It took out full page newspaper ads to apologize.
“Japan has been incredibly successful at anchoring expectations at zero,” says Ms. Devalier.

There are some upsides to the labor shortage. Morgan Stanley economic adviser Robert
Feldman notes Japanese companies are deploying automation more creatively. Restaurants, for
example, are using touch screens and conveyor belts to take and deliver orders and convenience
stores are using self-serve checkout machines instead of cashiers. This is nudging productivity
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growth up, while keeping a lid on prices.

Meanwhile, firms are countering wage pressure from tight job markets by hiring more low-paid
elderly and foreign workers.

Many of the forces holding down inflation in Japan could be in store for the U.S. and eurozone
as their unemployment rates drop. Their situations are less dire insofar as their inflation rates
never fell below zero. Yet as in Japan, generating meaningfully higher wages may require
running the economy so hot for so long that dangerous excesses such as asset bubbles emerge.
Prosperous Japan isn’t the cautionary economic tale it used to be, but for central bankers, its
lessons are still worrisome.

Write to Greg Ip at greg.ip@wsj.com
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