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Wage-Price Behavior Under External Price Shocks and Productivity
Slowdown

In the 1960s the moderation of féctor cost inflation in the industrisl
economies was facilitated?it least two factors: (1) The declining trend of
the prices of raw materials and fuels in relation to the factor costs: and
(2) the satisfactory growth of labor productivity relative to the steadily
rising wage costs. The situation changed drastically in the second half of the
1970s, ip the aftermath of fhe global commodity boom, quaptum Jumps in oil
prices, and the protracted recession that followed. The jumps in the prices
of fuels, raw materials, and foodstuffs, whether externally or internally
6riginatea. tended to be incorporated into wege increases through cost of
living adjustments. Unless offset by productivity geins, the price shocks
were passed on to the prﬁcesAof finished products. The latter, in turn,
necessitated further cost of living adjustments for wages, thus prolonging
the inflationary process. Worse still, the wage pressures were accompanied
by & marked slowdown in productivity growth. The latter occurred, as far
as the second half of the 1970s is concerned, largely because of a sherp sldwdown
domestic demend aend the resulting sharp decline in
the rate of capacity utilization. In turn, the shérp decline in the growth
of real domestic demand occurred, because of (1) losses in real income caused
monetary policy pursued by the'autﬁoritiés'in'respbnse pb surging infletionary
movements. Even without & restraint in the rate of its expansion, monetary
growth in real terms would have declined steeply because of the increased
import costs. The additional monetery squeeze, combined with increaged

transaction demand for money, inevitably caused nominal interest rates to

rise sharply.
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The combination of wage pressures and productivity slowdown naturally
resulted in a sharp rise in unit labor costs. This, together with
increased costs for material inputs and higher interest rate, as well
as declines in the growth of sales, caused a severe squeeze on corporate
profit margins. Investment demand became sluggish, thereby depressing
futher the growth of income and employment. In consequence; the
ultimate loss in income and employment that occurred in the industrial
countries far exceeded the direct effect of the loss in terms of trade.
1

In an analysis presented elasewhere, I have suggested that the

effect of a quantum jump in oil import‘price is to shift inward both

the aggregate demand and aggregate supply curves, causing the economy

to operate at a lower level of real output and with a higher price level.

This is shown in Chart 1% The aggregate supply curve shifts upward

IWhy Did Inflation Subside in Japan, But Not in the United States
(unpublished), Ch, 1.

27he aggregate supply curve is upward-sloping,because wages and prices
are assumed to be neither perfectly flexible nor completely inflexible.
The aggregate demand curve is downward-sloping, because a given quantity
of money supply can support a higher level of aggregate demand for liabor
when prices are lower and the real money stock is greater, For these
assumptions and analyses on alternative policy responses to external
price shocks, see Robert J. Gordon, "Alternative Responses of Policy
to External Supply Shocks, " Brookings Papers on Economic Activity
(1975: ;); Edmund S, Phelps, "Commodity Supply Shock and Full Employment
Monetary Policy,'" Journal of Money, Credit and Banking, 10 (May 1978);
Edward M, Gramlich, "Macro Policy Responses to Price Shocks, " Brookings
Papers on Economic Activity (1979: 1). For alternative
assumptions or wviews, see Robert H. Rasche and John A, Tatom, "The
Price Shocks, Aggregate Supply and Monetary Policy: The Theory and
International Evidence," in Karl Brunner and Alan H., Meltzer (eds.),
Supply Shocks, Incentives, and National Wealth (North Holland: Carnegie
Rochester Conference Series on Public Policy, 14 (1981), and Knut Anton
Mork and Robert E, Hall, "Energy Prices, Inflation, and Recession,
1974 75," (MIT Working Paper No. MITEL 79 028WP, August 1979). For the

the differential impacts of a rise in the price of intermediate goods
imports versus the price of final goods, see Louka T. Katseli Papaefstratiou,
"Fransmission of External Price Disturbances and the Composition of Trade,"
Journal of International Economics, 10 (1980), 357 375.




Chart 1.1
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A Hypothetical Example of the Effects of A Large
Increase in 0il Import Price on the Supply and
Demand of GDP and the Effects of a Tightening

in Monetary Policy in Response to Externally
Originated Inflation




3

because of increased wage and interest costs for a given level of real
output and money supply} The aggregate demand curve shifts downward
largely because of a decline in real income or purchasing power caused
by the loss in terms of trade. Under such conditions, the pursuit of
a restrictive monetary policy can push the price level downward, but
only at the cost of a further cutback in output and employment. Instead
of pursuing policies whose effect is to shift the demand curve further
downward, the preferable approach is to pursue policies whose effect
is to shift the supply curve downward. This can be attained through
a moderation of wage demands, an improvement in productivity performance,
and a reduction in financial costs. The government can help in this
process through the provision of tax incentives for maintaining employment

in exchange for wage moderation, as well as for maintaining investment
demand, particularly for replacing equipment which has become uneconomic
because of ﬁhe radical rise in the relative cost of imported inputs.
Where necessary, the govermment should intervene in the wage negotiation
process to promote labor management collaboration. The pursuit
of tight money policy should be avo#ded under the circumstance,

in order not to exacerbate the decline in the growth of domestic

demand or the rise in interest rates.

1The increased cost of material inputs is not mentioned here, because the
aggregate supply curve shows only the value added part of the value of
production here.




In the years that followed the deep recession in 1974-75, both wage and
productivity behavior and the underlying economic conditions diverged widely
between the United States and Japan. In the United States, stirong recovery
in the growth of domestic demand was accompanied by steadily increasing
employment and a marked decline in the rate of civilian unemployment. On
the other hand, an initial decline in unit lebor costs was followed by
subsequent worsening, as the continued rise in nominal wages at high rates
was accompanied by a steady decliné in the growth of real output per manhour.
By contrast, the growth of domestic demand and employment remsined sluggish
in Japan until 1978, although the rate of civilian unemployment increased
relatively little as compared to the United States. However, unit lebor
costs continued to experience an absolute decline, &5 & marked deceleration
in the growth of nominal wages was accompanied by a steady'growth in real
output per manhour.

The questions, then, are: Why was there & marked moderation in wage
behavior in Japan in the period after 1975, while there was apparently no
distinct change in this regard in the United Stetes? Was this difference
in wage behavior attributable to the divergence in economic conditions thet
.occurred in the two countries, or was it attributable also to differences
in institutional factors, namely the employment system and_uniog}sp?“

Why did productivity performance, following an intiel recovery, deteriorated
in the United States despite & strong recovery of domestic demand and capacity

utiligzation, while in Japan the growth of labor productivity was sustained

at a satisfactory rate despite a sluggish growth of domestic demand?




While major factors underlying the differential productivity
trends are examined elsewhere,1 the following sections are devoted to an
enalysis of the divergent wage behavior and associated factors and developments
in the two countries. Section 1 examines the evolution of nominal wages,
unit labor coqts, and finished goode_priceg_;q the United States and Japan
in the aftermaeh of 1974«75 disturbances, Section 2 ﬂiscusses the major-
factors behind the divergent wage behavior in the two countries, focusing
on differences in the evolution of domestic demand‘and‘the unemployment rate.
Emphasis is plaeed on the differing effect of the different employment system and
laborfmanagement relations in practice. in the two countries, Secfion 5
examines . the.variations of wage behavior in the large corporate sector
and small business sector under different labor market conditions, and
considers their effect on the movement of finished goods prices in"Japan.
‘Seetion 4 reassesses fhe‘mefifs and deme;its of the Japanese'and the ﬁ.S.

employment system, and considers the possibility of modifying U.S. wage-

ﬁrice behavior in light of Japanese experience;

1. Divergence in the Trends of Wage Rate, Unit Labor Costs, and Finished
Loods Prices in‘fhe.Aftermafﬁ'ofm}974-75 Disturbances

In the period since the 1974~75 disturbances, there has been a sharp
divergence in wage behavior between the United S@atee and Japan. This
divergence is found not just in the movements of wagee, but also in those
of unit labor costs, and finished goods prices for manufectures. In the
seven years from 1974 to 1980, hourly compensation‘for U.S. manufacturing

workers increased by 9.6 percent per year in nominal terms, at nearly

1See-WQy Did Ihflation Subside in Japan ..., op.cit., Ch, 5.




twice the rate (5.0 percent per year) that prevailed in the preceding 13
years. In comparison, nominal hourly compensation for Japanese manufacturing
workers increased by 12.2 percent per year during the same period, at four-
fifth of the rate that prevailed in the preceding 13 years. The‘divergence
in wage trends is even more pronounced for the five years after the explosive
spurt of 1974~75, From 1976 to 1980, the Japanese hourly compensation
increased by only 7.8 percent per year against the U.S. rate of 8.9 percent
per year; Also, while the Japanese wage rate trended downward except for

a brief resurgence in 1979, the U.S. wagg';éteigfendéq upward excep§ for

in
a moderate decline/1978, (Table 4.)

More important from the international competitive point of view,
against the background of a deceleration in the rate of growth of labor
productivity which, though quite sharp from the Japanese sfandpoint, was nevertheless
much milder éon@ared to the U.S, productivity slowdown, thus resulting
in a marked gain in relative unit labor costs in Japan's favor. To wit,
the growth rate of real output per manhour in U.S. manufacturing industries
declined by nearly two thirds in the period under review, from 3.1 percent
per year in 1961-73 to 1.1 percent per year in 1974~80. With a near doubling
of wage growth at 9.6 percent per year, this resulted in an increase of
unit labor costs at 8.4 percent per yéar in the period after the firéf
shock, compared to a mere 1.8 percent per year in the preceding 13 yeéts;

By contrast, the growth rate of—Japanese labor productivity in manufacturing
declined by only one third during the same period, from 10.3 percent per
year in 1961-73 to 6.8 percent per year in 1974-80. With a;slowdown in

the growth rate of hourly compensation at 12.2 percent per year, this
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Table 1 United States and Japan: Evolution of Hourly Compensation,
Real Output Per Manhour, and Unit Labor Costs in
Manufacturing, 196080

(In annual percentage changes)

Hourly Real Output Unit Labor
Compensat{gg Per Manhour Costs
1. United States
1960-73 | 5.0 3.1 1.8
1973-80 9.6 1.1 8.4
1960-65 3.6 4.2 +0.6
196570 6.0 1.8 7.9
1973.75 11.2 «0.1 11.3
197580 8.9 1.6 7.2
2. Japan
e
196073 | 15.1 10.3 A
197380 12,2 6.8 5.1
196065 13.4 8.5 4.5
1965+70 , 15.0 13.1 1.7
1970+73 18.0 8.5 8.8
197375 24,0 4.0 19.2
197580 ' 7.8 7.9 «0.1

™ s, AT My _ o il T N mmad -

rces: Patricica Capdevilelle and Donato Alvarez, 'International Comparisomns
of Trends in Productivity and Labor Costs," Monthly Labor Review
(December 1981) and other articles on the same subject published

in other issues of the same magazine,

o




only
resulted / - in a moderate increase in unit labor costs at 5.1 percent per

year in the post-oil shock period, compared to an annual average increase
‘at 4.4 percent in the preceding 13 years. (Table ] and Charts 2 and
3.)

The sharp divergence in the movements of unit labor costs, given
a similar rate of increase for thé.prices of material inputs (at 9.5
percent per year for Japan versus 9.1 percent per year for the United
States, during 1974=80), caused a marked divergence in the price trends
of finished manufactured goods in the two countries. At 5.3 percent per
year in the seépnd half of the 1970s, the rate of increase in the producer
prices of Japanese manufactured goods compares favorably with the 8.6
percent annual rate of increase reéprded by thé;groducerlprices of U.S.
manufactured goods. Moreover, whereas the‘Japanese price trend rgpresented
a significant stabilization from the 9.0 percent annual average prevailed
in the first half of the 1970s (which inclddes the explosive price surges
of 1973=74), the U.S. price trend {ndicates a worsening situation from
the 7.8 percent annual average prevailed earlier. (Table 2 and Charts
4 and 5.)

2. Maior Factors Behind the Divergent Wage Behavior

The divergence in wage behavior in the United States and Japan in
the aftermath of 1974=75 disturbances can be seen even more Vividly when

combined .
the current year change in wage rate is contrasted with the/rate of change

in consumer prices and labor productivity in the preceding year. Ceteris

Paribug, the latter is the maximm rate of wage increase that can be
justified from the labor point of view, and it is also the maximum rate

‘that can be afforded from the management point of view, without causing
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Table 2
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United States and Japan: Evolution of Producer Prices
0f Crude Materials and Finished Manufactured Goods,
and Unit Labor Costs, 1965+80

(In annual percentage changes)

Producer Prices Unit Labor Producer Prices
of Crude Costs in of Finished
Materials Manufacturing Manufactured Good:
1. United States
- 1965-73 7.3 3.3 3.9
1973-80 8.3 8.4 9.9
1965~70 . 2,5 4,1 3.5
1970-73 15,7 1.8 4.6
" 1973=75 6.3 11.3 5.3
1975-80 9.1 7.2 8.6
2. Japan
1967-73 : 3.6 6.2 3.5
1973-80 12.3 5.1 8.0
1967-70 1.7 3.7 2,0
1970-73 5.5 8.8 5.0
197375 19.8 19.2 14.9
197580 9,5 -0, 5.3

Sources: Japan: Bank of Japan, Economic Statistics Annug]l (various issues), and

Table d,
United States: Dept. of Commerce,

Randbook of Cyclical Indicators
1977) and Business Conditions Digest (various issues), and

Table 1.

ndbook of

clica

(May
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Chart 4 TUnited States: Indexes of Producer Prices of Crude Materials
and Finished Goods, and of Manufacturing Unit Labor Costs,
1963-80

(1967 = 100)
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Chart 5 Japan: Indexes of Producer Prices of Materials Inputs
and Finished Goods, and of Manufacturing Unit Labor
Costs, 1963~80

(1967 = 100)
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an acceleratiqﬁ in the prices of end products or a deteriofgtion in corporate
profit margins. Needless to say, with the sharp rise in the inflation of
material inputs that occurred in 1973~74, the actual rate of wage increase
will have to be restrained well below this maximum rate, if the pass-through
of input inflation to output prices or the dete;iorat{dn in corporate profit
margins i{s to be contained,

Thé average maximum rate for wage increase thus estimated for the United -
Stateai18_9:8 percent per year for the period 1974-80. The actual increase
of 9.6Apercent per.year thus came quite close to the maximum rate in labor's
favor. The resulting ratio of actual to maximum rate, 0.98, fo;_ﬁhe post~
oil sghock ﬁeriod exceeded that estimated_for the preceding 12 years, 0.85.
This‘indicates/:zziusive of the excessive wage adjustment that occurred in
1974~75, there was no moderafion in wage behavior in the United States in
the post—qilhqhégklpéfiod,. Although the estimated ratio for 1976-80 (0.82)
declined sharply from the abnormal 1974-75 ratio of 1.49, that ratio
approximates the average for the 1960s, hﬁdihenée, should be considered
a return to normal after the abberation of wage control in 197173 and
the subsequent reaction. (Table 3.)

By contrast, the actual annual average rate of wage increase that took place

the period

in Japan in / 1974-80 (12.2 percent): run well below the eatimated maximum
rate (17.6 percent), resulting in a sharp reduction of the acutal/ o
maximm ratio (0.69) from the one estimated for the preceding 12 years
(0.96). The moderation of Japanese wage behaﬁior in the post-oil shock-
period is reflected particularly in the extremely low actual/maximum ratio (0.53)
estimated for 1976-80. Dgiing this perioé,wthe Japanese wage adjﬁstment covered

N i
not much more than the cost of living increase, leaving nearly all the




Table 3

1. Pnited States

1961-73
1973-80

1961-65
1965~70
197073

1973«75
1975-80

2. Japan

1961~ 73
1973.80

1961e65
1965-70
1970=73

197375
1975-80

United States and Japan:

8a

A Comparison of Actual Rate of

Increase in Hourly Compensation in Manufacturing With

the Combined Rate of Increase in Cost of Living and
Real Output Per Manhour in Manufacturing in the

Preceding Year, 1961-80

(In annual percentage changes)

Manufacturing
Hourly Come
pensation,
Actual rate

[¢))

Sources: As in Table l.

1Based on consumer price index.

Real Output
Cost of Per Manhour in (2) plus Ratio,
Livingl  Manufacturing (3) )/ &)
(Preceding Year)
22) @) 5)
2.9 3.3 6.2 0.85
8.2 1.6 9.8 0.98
1.1 4,2 5.3 0.70
3.4 2,5 5.9 1.02
4.5 3.5 8.0 0.78
8.5 *1.0 7.5 1.49
8.1 2,7 10.8 0.82
5.7 10.2 15.9 0.96
10.3 7.3 17.6 0.69
5.9 9.7 15.6 0.87
5.3 11.3 16.6 0.90
6.0 8.9 14.9 1.21
17.9 7.1 25.0 0.96
7.3 7.4 14.7 0.53




still sizable productivity gains to offset the sharp rise in the prices
of material inputs.- The moderation of Japanese wage behavior in the aftermath
of 1974-75 disturbances representéd a reversal to its own more aggresive
behavior in the_iggé”19603 through the early 1970s when the actual/maximum
ratio continued to inq;éase under a tightened labor market. (Table 3.)

Why was there a marked moderation of wage behaviof in Japan in the uftermath
of 1974-75 disturbances, but mot in the United States? There are at least
two major factors - one economic and one institutional and structural . which
may have accounted for the divergence in wage behavior.

(1) The acceleration in nominal wage growth in the United States occurred
in the context of a strong recovery in domestic demand after the 1974-75
recession. The rate of capacity utilization in manufacturing (based on
the Federal Reserve séries), following a steep decline in 1975, recovered
steadily f£rom 1976 through 1979, when it reached 85.7 percent, near“;hé”previous
peak of 87.6 percent in 1973, (Chart 6.) By contrast, thé'gldwdow;m of

' wage growth in Japan took place in conjunction with a protracted recession

e
3

n the domestic economy. The recovery of capacity utilization rate in
manufacturing in the years after 1975 was much slower and weaker in Japan
than in the United States (Chart 7. ).
Reflecting the difference in the strength of economic recovery, the
growth of employment.was maintained st & much higher rate in the United States
than in Japan. Between 1973 and 1980, total civilian employment increased
by 15.2 percent in the United States, while it increased by only 6.1 percent
in Japan. Although the employment situation was mich bleaker in the manufacturing

gector, it nevertheless increased by 1.5 percent in the United States in the
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same period (despite a decline in 1979~80), while declining by as much as
5.3 percent in Japan. (Table 4.)

(2) The U.S. wage behavior changed very little despite a large
fluc_t.:tﬁiétvion in civilian unemployment rate, This contrasts sharply with
the Japanese situation, where the moderation in wage behavior occurred
despite the fact that the unemployment rate increased only moderately.
Admittedly, the reported unemployment statistics cannot be compared directly
because of certain differences in the definition of unanployment:.l. However,
the adjusted Japanese seriés, according to a U.S. Bureau of Labor Statistics
staff estimate% do not differ materially from the original series. They
still show the Japanese/‘;::ployment rates at only a fraction of U.S. rates
for all years3. It appears therefore thatt the levels of unemployment rate
differ widely between the two countries, less from differences in the
definition of unemployment, than from differences in social practices
governing employment. While the issue is important (and will be touched
upon in the last section), we are here concerned less with differences

in the level of the unemployment r.*.;te*,4 than with differences in the size’

lmis involves, e.g., the inclusion of temporary layoffs in the U.S. stetistics,
and their exclusion in Japan. 1In contrast with the U.S. practice, where
there is no sharp distinction between a temporary layoff and a:permanent
terminetion of employment, the Japanese workers temporarily laid off are
not considered terminated from their employment. As such, they do not look
for work elsewhere, o

2 Joyanna Moy and Constance Sorrentino, "Unemployment, Labor Force Trends,
and Layoff Practices in 10 Countries," Monthly Labor Review -(December 1981),
Table 2, P. 5.

3further adjustments, e.g,, by adding discourmged female workers who retired
from the labor force during the cyclical trough, can boost the unemployment,

See articles by Shimada and Ono noted on page 17,

I‘For the reasons why the U.S. unemployment rate was much higher than in Japan
and the European countries, see Roger Ksuman, "Why the U.S. Unemployment
is So High} in Michael J. Piore (ed.), Unemployment and Inflation: Institution-
elist and Structuralist Views (M.E. Sharpe, Inc. 1979), pp.155-169.
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Table 4. United States and Japan: Total and Manufacturing Employment,

1960-80
(in annual percentage changes)
United States Japan

Total :

civilian Manufacturing Total Manufacturing
1960-73 1.9 1.4 1.4 3.2
1973-80 2.1 0.1 0.8 ~1.8
1960-65 1.6 1.5 1.3 5.5
1965~70 2.0 1.4 1.5 3.2
1970-73 2.4 1.4 1.0 -0.5
1973=75 0.2 -4.7 -3.6 -3.3
197578 2,8 2.1 1.2 -0.9

Sources: United States: Council of Economic Advisors, Economic Indicators
(July 1981) and 1980 Supplement to Economic Indicators.
Japan: Economic Planning Agency: Economic Statistics Handbook
(1980) and Bank of Japan, Economic Statistics Annual (1980)
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of its cﬁange over time,

At any rate, the U,S, unemployment rate, after hitting the postvar peak
of 8.5 percent in 1975. stéadily declined in the following years to reech
a bottom of 5.5 percent in 1979; before it climbed sharpiy.agéin in the 1980
recession. By contrast, the Japanese unemployment rate increased relatively
little during 1974-75 (increasing from 1.1 percent in 1972-73 to 1.8 percent
in 1975), but continued to rise moderately over the years until 1978, when
it reached 2.2 percent and started declining somewhat. (Charts 6 and 7,)

Why was there i;gglé;ghange in U,S. wage behavior when there was large
.fiuctpation-in“the.nnemployment raﬁg? Convéfsgly,lﬁhy was there a marked
in the unemployment rate? Apparently, there was a trade-off between wage -
moderation and the rate of increase in the unemployment rate, and the ’
difference in the pattern of this tradesoff between the United States and Japan
éppérén?ly has to do with the differences in the employment system and labor-
mgnagement relétidns in the two countries, In other words, by diﬁiﬁizing
the layoff of workers, the Japanese businéss organizations were able to
obtain in exchange a significant moderation of wage demands at a time when
there was a protracted sluggishness in the growth of the economy. By contrast,
the U.S. business organizations faced more difficulties than their Japanese
counterparts in obtaining the necessary wage concessions, largely because

they have more freedom to lay off workers.

This difference in wage and employment behavior is deeply rooted in
the differences in the employment system and unionism practiced in the two
countries. Under the lifetime employmépt ﬁybtem practiced by 1grge corporations
énd government agenciés in Japan, employees join an organization as & new

graduate and there are very few recruitment (for iégﬁlarvpdéitidHS)“or change
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of employment at mid-career. The employees are hired for their long-term
potentials, not for their current expertise. Upon joining an organization,

they are given ample opportunities for on-the-job training and rotation of

posts to gain work experiences. Except for very serious mishaps, their
employment is not terminated, and their ranks and saleries increase in steps
with the‘length of their service with the organization. Under the system,

the employees' long-term welfare is intim;tely tied to the hea;th and

growth of the organization. Therefore, just as the company does pot casually
lay off employeeé,_ the employees also do not ask for unreasonable compensetions
in times of corporate difficulties.

In comparison with the Japenese system, U.S. organizations recruit both
new graduates and experienced workers for'their regular positions. waeﬁer,
the U.S. organizations tend to hire employees for their current worth than
for iheifilong-term potentials. Promotions within'an‘grganiiaticn are open
to competition from new recriits from other organizations - Under the
circumstances, there is little emotional attachment between the employer

and the employees, and the latter freely change jobs to seek compensations

U.S. workers ended up being employed by the same company for many years%

11t is 6ften cited that the Japanese workers, when asked about what did they
do, would staté their comapny affiliations (such as Mitsui or Mitsubishi),
while the U.S. workers would stdte their job functions (such as a machinist,
or & computer analyst). '

zAccording to & U.S. populetion survey, over 35 percent of U.S. workers aged
50-54 have not changed jobs for at least 15 years. See Robert E, Hall,
Emp}oyment Fluctustions and Wage Rigidity,' Brookings Papers on Economic
Activity (1980:1), p.98, Table 3.
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the;g_is no moral obligation on either party to sustain such relationship,
and&tpg u.s. yprkg;suléck Job security except where it is gxp}ititly negotiated
under collective bargaining.

Because of this difference in the employment system, the nature and
character of labor unions tend to differ widely between the two countries.
Most Japanese unions are enterprisqﬂﬁnions, where one becomes a member only
after being employed by & particular company. By contrast, the U.S. workers
are often required to join the local branch of a national union before becoming
eligible for employment. Whereas the »rights- of Japenese workers are besed
mostly on unwritten social conventions and require no protection from the
labor union, those of the U.S; workers are gained through. and protected by.
collective barganing. Therefore, the Japanese labor-mansgement reletions
tend to be more accommodative than confrontational, wheress the reverse is
true for the U.S. counterpart. This explains why in times of ééiforate
difficulties the U.S. firms tend to adjust by cutting the number of employees,
while the Japanese firms adjust by restraining the growth of employee compensations.
It also explains why the U.S. labor unions are less willing to accept a cutback

in compensations, without an exchange for job security.

It is true that not all Japanese employees or workers are under the
protection of the lifetime employment system, Most female workers which
account for nearly 40 percent of the labor force are not. In fact, only
regular male employees in large corporations are entitled to such
protection. Including government employees which enjoy similar privileges,
the total number may not exceed more than one third of the labor force}
lKazuo Sato, in his communication with the author, pointed out that the
male employees in large corporations may number about one quarter of

the total labor force. For estimates in the range of 3040 percent,
see Ezra F. Vogel, The Japanese Middle Class (University of California
Press, 1963), p. and Roger Kauman, "Why the U.S. Employment Rate is

So High," in Michael J. Piore (ed.), Unemployment and Inflation:
Institutionalist and Structuralist Views (M.E. Sharple, Inc. 1979), p.167.
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Nevertheless, it is the modern corporate sector that sets the pattern for
wage movement in Japan (particuiarly during the tight market conditions
in the 1960s8), just as it is the unionised sector that sets the pattern
for wage movement in the United States, although the proportion of unien
members may not exceed one third éf the labor force. At any rate, the
divergence of union wage behavior in the two countries in the aftermath
of the 1974-75 disturbances is shown in the following data:

(1) In Japen, the moderation of union wage demands in the period since
1975 is indicated by the steep decline in the fatio of wage increase demanded
in the annual spring wage offensive td waege increase justifiable on the basis
of preceding year*s cost-of-living increase plus lebor productivity growth%
For the period 1977-79, this ratio declined to 0.7-0.8, from 1.7-2.2 in 1972-74
and 1.1 in 1975-76. (Chart 8.)  Moreover, the actual annual wage increase
obtained ‘declined even more sharply, running well below the rate warranted
on the basis of preceding year's cost-of-living increase and productivity
growth.

(2) By contrast, in the seven years from 1974 to 1980, median wage
adjustment obtained in collective bargining (for units with 1,000 or more
workers) in the U.S. manufacturing and nonfarm business sectors amounted
to 0.94 and 0,97, respectively, of the combined rates of increase in the
cost of living and real output per manhour (of the respective sector) in

the preceding year. (Table 5.) Both ratios were higher than those estimated

1For this estimate, productivity growth ie approximated by the growth rate
of real output per manhour in manufacturing shown in Table 1.
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Table 5. United States: A Comparison of Effective Wage Increases Obtained1
by Collective Bargaining Units With the Combined Rate of
Increase in Cost of Living and Real Output Per Manhour
in Preceding Year, 1961«80

(In annual percentage changes)'

Effective Wage Changes Cost of Living Plus

Obtained for the Year Real Output Per Manhou ‘Ratio
Manffactur.- Privat Menufactur- Private a)/G3) @)/ &)

ing Nonfa i Nonfarm

(1) @) : N <)) (3) ) (6)
1961=73 4.4 4.9 6.2 5.3 0.71 0.92
197380 9.2 8.6 9.8 8.9 0.% 0.97
196165 2.7 3.0 5.3 4.0 0.51 0.75
1965070 4.7 5.2 5.9 5.5 0.80 0.95
1070=73 6.3 7.1 8.0 7.8 0.79 0.91
197375 9.9 9.1 7.5 8.7 1.32 1.05
1975«80 8.9 8.4 10.8 9.0 0.82 0.93

Sources: Bureau of Labor

'IM_ed:‘:an effective adjustments for the year concerned; includes both positive
and negative changes. '
2¢ollective bargaining units with 1,000 or more workers.
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for the preceding 12 years, even though they were slightly lower than Lhe ratio-
estimated for the manufac;uring sector' as a whole (0.98, shown in Table 3.)

Both ratios declined in the second half of the 1970s after a gharp jump in
197475, but the declipe was more pronounced for the manufacturing sector
than for the broader nonfarm business sector because prpdpctivity growth ...

(Table 50) )
 in the nonfarm business sector declined even more than in the manufacturing sector./

:3. Yariations in Wage and Price Behéﬁipr Between Large ggggorations and
Small Business Sector

Whereas there was a divergence in wage behavior between the modern
corporate sector in Japan and‘theLQQionised gectors invthe United States,
in response t§ & slowdown in economic growth in the aftermath of the 197h375
disturbances, the relative wage behavior of the small business sector or
the ununionized sectors in both countries was amore similer. qu labor
markets in these sectors tend to be more competitive and mobile than_in the
corporate or highly unionized sectors in both countries. This led to an
improvement of the relative wage position for workers in these sectors
in the 1960s when the unemployment rate was lower and an excess demand
condition preveiled. The situstion was reversed in the second half of
the 1970s when the unemployment rate was higher and an excess supply condition

prevailed.

significant in Japan then in the United States, because of the g;ggtef dif-

ferentes in technological and wage levels between the -ogern corporate sector
in Japan,® "
and the more treditional small business sector/ Under the tighter labor

1On the situation in the United States, see George L. Perry, “Slowing the
Wage Price Spiral: The Macroeconomic View, Brookings Papers on Economic
Activity (1978:2), pp.266-267. '

25uch differentials resulted,in turn, from the rapid industrialization
and the inevitable lag of introduction of modern practices in the
large small business sector.
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merket situstion in the 1960s. wege costs in the smaller .firms in Jgpén
tended to rise faster then in the large corporations because of the former!s
lower productivity growth, resulting in a rapid,reduction of wage differentials
between the two sectors. This process was réversed in the gecond half of the
1970s along with the slackening in the lebor merket condition: Thus, the
ratio of wage peyments of firms with 30-90 employees to those of firms with
500 or more employees increased from 58.9 percent in 1960 to 69.6 percent

in 1965 end 70.8 percent in 1975. Since then, however,'éﬁéh e ratio declined,
to 66.4 percent in 1979.

This reversal in relati#e wﬁge trend is significant from the price
stabilization point of view, because it was the rise in the relative wage
cost of the small business sector that : had caused a steady rise in Japan's
consumer prices in the 1960s, despite stable wholesale prices for goods
- produced by the more productive modern corporate sector. The decline in
the small business sector's relative wage position in the second half of the

1970s therefore contributed to the gradual gtabilization of consumer prices
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et. f:om'1966 to 1973, the output prices of smaller

firms increased by 6.3 percent per year, compared to a mere 1.7 percent per year
for the output prices of large corporations. By contrast, during 1974-80

the output prices of gmaller firms increased at a rate slightly lower

than those of the large corporations, at 6.5 percent per year versus 7.6

percent per year. (Chart 9.)
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Chart 9. Japan: Producer Prices of Finished Goods Produced by
Large and Small Firms, 1965480

(Index, with 1973 = 100)
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4, A Reassessment of Japanese and U,S, Employment Systems

In sum, it is clear that other than the impact of a more protracted
recession, differences in the employment system and labor-management relations
epperently contributed to & marked moderation of wage ﬁnd price behavior in
Japan since 1975. Does this mean/:gthapanese labor and employment system
is preferable to the U.S. system, from the macroeconomic point of view? It
will be so, if the moderation in'wage and price behavior in Japan was attained
without the cost of & protracted recession. But, since this was not
the case, the question remains: Would the marked moderation in wage and price
behavior take place, had there not been the protracted recession? This is
an empiricel question for which there is no clear-cut answer. In fact, the

" Japanese authorities were not sure of it themselves, and that expleins why

in the wake of the second oil shock the Bank of Japan implemented a preemptive
tightening of monetary policy; despite the fact that there was no excess demend
condition inm the econony. |

A related question is: Will a similarly mérked moderation in wage and
price behavior occur in the United States, if the authorities allow a protracted
recession to take place as in Japan? This is a question which cannot even be
seriously considered, in light of the much higher unemployment rate that
prevailed in the United States even without & protracted recession. The more
sensible questions, then, are: Wit are the merits and demerits of the Jepanese
lebor and employment system? What seems to be the problem with the U.S. system?
What can we do to modify the U.S. wage and price behavior and to make it more
responsive to mecroeconomic policy meeds?

The merits of the Japanese system eppear to include: (1) its ability to

generate & moderation in wage and price behavior despite a Yeletively low
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urnemployment rate: and (2) its ability to keep the unemployment rate low
despite & protfacted recession/iﬁe economy. In comparison., the problem

with the U.S. system appears to be: (1) its spperent inebility to reduce

the urenployme~t rate even without a protracted recession and (2) its failure
to gererate & rarked moderation in wage-and-price behavior despite the
existence of a very high rate of unemployment. An additional protlem with
the .3, syétem is thet (3) the unemployment rate has racheted up at each
cyclicel peak during the last decade, from 3.5-4.0 percent in the second

half of the 1370s to 5.0-5.5 percent in 1972-73 end around 6.0 percert in
1978779. (Charts 6,.)

The fact that the unemployment rate was kept low depsite a protracted
recession and a low level of capacity utilization implies the presence of
widespread ﬁnderemployment or hidden unemployment in Japan during the second
half of the 1970s. This is reflected in several developments, including
the following: (1) the widely known practice of assigning temporary
excess workers to do maintenance or incidental work; (2) the sharper
dip in average monthly hours worked by regular workers during 1974-75,
compared to the milder decline in the employment‘of regular workers;
and (3) the sharper than usual decliné in female participation rate in
1974—76% (Charts 10 and 11.) However, as the sluggishness in economic
activity continued, the excess workers became a burden to corporate

;Although the female participation rate had been declining through the

1960s because of the reduction of women workers in the rural households
:in conjunction with the rapid decline of agricultural employment, its
sharper decline in 1974-76 was widely attributed to the discouragement
encountered in obtaining suitable employments. See Haruo Shimada, "The
Japanese Labor Market After the 0il Crisis: A Factual Report," in Keio
Economic Studies, XIV, 1 & 2 (1977), p. 40 42; and Akira Ono , "Keiki
Kotai to Rodo Shijo" (Recession and the Labor Market), in Kenjiro Ara (
ed,), Sengo Keizai Seisaku Ron no Spten(Controversies on Postwar Economic
Policies) (Keiso Shobo, Tokyo, 1980), pp.322~327. Since 1976, however,
there has been an increase in female participate rate in the 25-39 age
group. See Economic Planning Agency, Keizai Hakusho, 1981 (white Paper
on the Economy), pp. 154-155.




uﬁemployment rate; and (2) its §bility to keep the unemployment fate low
despite a protracted recession/tﬁe economy. In comparison, the problem
with the U.S. system appears to be: (1) its apparent inability to reduce
the unemployment rate even without & protracted recession; and (2) its failure
to generate a marked moderation in wage-and-price behavior despite the
existence of a very high rate of unemployment. An additional problem with
the U.S. system is that (3) the unemployment rate has racheted up at each
cyclicel peak during the last decade, from 3.5-14.0 percent iﬁ'théZSecond
half of the 1960s to 5.0-5.5 percent in 1972-73 and around 6.0 percent in
1978-79. (Charts 6.) |

The fact that the unemployment rate was kept low depsite a protracted
recession and a low level of capacity utilization implies the presence of
widespread underemployment or hidden unemployment in Japan during the second
half of the 1970s. This is reflected in several developments, including ,e
the following: (1) the widely known practice of assigning temporary
excess workers to do maintenance or incidental work; (2) the sharper
dip in average monthly hours worked by regulaf workers during 1974-75,
compared to the milder decline in the employment of regular workers;
and.(3) the sharper than usual decline in female participation rate in
1974—76% (Charts 10 and 11.) However, as the sluggishness in economic
activity continued, the excess workers became # burden to corporate

1Although the female participation rate had been declining through the

1960s because of the reduction of women workers in the rural households
1in conjunction with the rapid decline of agricultmral employment, its
sharper decline in 1974-76 was widely attributed to the discouragement

- encountered in obtaining suitable employments, See Haruo Shimada, "The
Japanese Labor Market After the 0il Crisis: A Factual Report," in Kei6
Economic Studies, XIV, 1 & 2 (1977), p. 40 42; and Akira Omo -, "Reiki
Kotai to Rodo Shijo" (Recession and the Labor Market), in Kenjiro Ara (
ed.), Sengo Keizal Seisaku Ron no Sgten(Controversies on Postwar Economic
Policies) (Keiso Shobo, Tokyo, 1980), pp.322-327, Since 1976, however,
there has been an increase in female participate rate in the 25-39 age
group. See Economic Planning Agency, Keizal Hakusho, 1981 (white Paper
on the Economy), pp. 154-1335. .
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Chart 10. United States and Japan: Employment of Regular Workers
and Average Weekly or Monthly Hours in Manufacturing, 1970-80
(Index, with 1973 = 100)
P 2 P TAT T » ~ameas t"
United States
110 g
Average weekly hourié?'
100 § Jone®® eeeoo 00000, , -
eccncet’® Segen® * Se
Employment of production .
90 [ or nonsupervisory workers
t 1 K] e S} N SO, W —‘—-m‘ [ S f.-&oo--.-—‘bﬂ———l7
1970 71 72 73 74 75 76 77 78 79 80
! - - - T, WA 9% P Sl T, APTYE TR P TR €W TR F
Japan
110 = -
0.. .
Average monthly hours
100 ¢ P il
......0 80
[ 4
“, .ooo-oo“..
o ®
O....
90 F *
Employment of regular ':S
workers
é i) » g 4 { I } 3 ] _1 3 ’
1970 71 72 73 74 76 77 78 79 80

75




18b

08 6L 8 LL 9L sL yL &L UL 1L OL

69 89 L9 99 99 %9 €9 29 19 0961

L J 14 ] i ] L4 A t v L2 ] L]

k.\\\ 91BWoJ

0 scgee 08

V000000 000000000000 g g, \
.’......
® oo cane

........ 6600av e 900 0 0q

[) ¥ 1] 1} ] v L4 y v ¥

eona®y 00.000.

‘s°n
PO L

91vwo3 9souedep

arBw °§°N

'

91vu osouedel

(se8e3usoxed ujy)

[ A 1 XY ® (Y'Y
........0.
. o
....
e

08-0961 ‘°38Y

uoj3edyofiaed 90104 I0qEB] O[BWAJ PUuB ITBK

tuedep pue so3®lg pojFun °"II 3IIBYD




19

finance, despite government subsidies for maintaining the employment status

of the workers temporarily laid off} This led to the termination of temporary

workers and reduced recruitment of new graduates, as well as a reduction

in thé rate of wage and salary increase based on tbe length of service.

Although outright dismiesals of regular workers are rather rare even for

smaller firms, prolonged restraint on new hiring while the older workers

were being retired resulted in a contimued decline in.the regular

employment in the manufacturing sector, while the average hours worked

by regular wrokers made a slow, graddal recovery. (Table 6 and Chart 10.)
the situation in E »

In contrast with/Japan, the persistence of a relatively high unemployment
rate in the United States at cyclical peaks in economic activity apparently
reflected the fact that (1) people changed jobs, either voluntarily or
involuntarily, more often in the United States then in Japan, and that
(2) there has been serious structural unemployment in the United States
largely because of the heterogeneous racial mix of its labor force. The
first point is indicated by the fact that unemployment rates in the United
States for such key groups as "men 20 years and over" and "experiencéd
wage and salary workers" in a cyclical peak year, say 1973, were 3 tod
times higher than unemployment rates for comparable groups in Japan. Moreover,
the U.S., unemployment rates for theselg;bﬁps have increased over each cyclical
peak in the last decade, reflecting perhaps the rapid increase in the share

of employment in the service sectors where the job turnover rate appears even

1Workers temporarily laid off ' received about 90 percent of their normal
pays. In turn, the employers were subsidieged by the government for a

half (in the case of large firms) or two thirds (in the case of small
firms) of their wage payments to the laid-off workers. See Haruo Shimada,
opo Cit., Pe. 46 47. ’
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higher than in the goods producing sectors. The second point is manifest
in the extremely high unemployment rate for "black and other" minority
groups in cyclical peak years (6.4 percent in 1969, 8.9 percent in 1973,
and 11.9 percent in 1979). Although the unemployment rate for youths

(16 to 19 years old) is even higher, it pgrtly reflects the transitory
nature of youth life-style before settling down to a more permanent job].'
The two points combined ﬁogether made the unemployment rate 1n the United
States mmch higher than in Japaﬁ during both cyclical peaks and cyclical
troughs., (Table 7.)

Ne§erthe1g§$,abstractm from the problem of structural unemployment
in the Unted States, there is a trade-off between explicit unemployment
and hidden underemployment. Thus, in contrast with the situation in Japan,
. manufacturing employment dropped sharply in the Uni.téd States during 1975
recession, while average weekly hours declined only moderately. ( Chart -
10. ) This leads to the question: Which is more desirable, in a cyclical
dowvnturn, to have more explicit unemployﬁent as in the United States, or
to have less explicit unemployment, but more hidden underemployment
as in Japan? From the microeconomic point of view, the U.S. gystem,

being able to to lay off employees as the need arises,appears more
conducive to an efficient allocation of manpower. However, this is not
necessarily so, because lack of job security tends to make labor unions
1see Paul Osterman, “he Structure of the Labor Market for Young Men,"

in Michael J. Piore (ed.), Unemployment and Inflation, op. cit.

For comparative study of international statistics, see Constance

Sorrentino, "Youth Unemployment: An International Perspective ," Monthly
Lebor Review (July 1981). o
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Table 7 United States and Japan: Unemployment Rate, By Selected
Groups and For Selected Years

(Pexcent of Civilian Labor Force in Group)

United States -~ ———alapan
1969 1975 1975 1979 1973 1975 1978

Total 3.5

Men 20 years and over 2.1
Both sexes, 16+19
years 12.2

Black and other
minority 6.4

Memo: Share of Service
employmentl " 48,1

4.9 8.5 5.8 1.3 1.9 2.2
3.2 6.7 4.1 1.2 1.9 2.3
14.5 19.9 16.1 2.8 3.0 4.6

8.9 13.9 11.3

49,7 51.5 52.8 46.4 48.2 50.1

Sources: United States: Dept. of Commerce, et.al. 1980 Supplement to Economic
Indicators (Wanshingtom, D.C., 1980)

Japan: Ministry of Labor, Jear Book of Labor Statistics (various

issues) (Tokyo)

lincludes transportation and public utilities, wholesale and retail trade,
finance, real estate, and other services, but excludes all levels of govermment,
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less fle#ible on wage cutback and other issues of importance to corporate
management (such as the option of increased resort to subcontracting in

order to reduce production cost). In consequence, the management may

continue to face wage pressure despite a cutback in the number of employees, and
it may also fall short of making all the necessary adjustment in corporate
operations to ensure a rejuvenation of corporate lifel The result is a

higher unemployment, but without the benefit of wage moderation, Thus,

the U.S. system appears less efficient from the macroeconomic point of

view, even though it may appear more efficient from the micro viewpoint.

By contrast, under the lifetime employment system practiced in the
modern corporate sector in Japan, there is a congruence of interests between
employees and mansgement, This allows the management to intr;duce various
measures to cut production cost and to improve labor productivity, even

' in wage behavior
though it cannot lay off employees at will. The result is a moderation/

in times of corporate difficulties, but without much increase in the
unemployment rate. Although the wage bill is relatively inflexible

except for bonus payments, this is offset over time by the improvement

in labor productivity, as exemplified by the experience in the second

half of the 1970s. It appears that the Japanese employment system, while T
being relatively :1g§d.§nd hence inefficient from gpe microeconomic

point of view, turned out to be quite flexible and efficient from the

macroeconomic point of view.

lIn fact, some of the major declining industries in the United States (such as
automobile and steel) continued to suffer from an upward bias in wage rates
in reletion to industrial average, while failing to make the necessary investments
to improve their productivity performance. For more comments on problems faced
by the U.S. declining industries, see the author?! s Why Did tion Subside in
Japan ..., op. cit., Chapter 5, Section 4. .
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Nevertheless, the Japanese system is not without its problems,
particularly if the sluggish economic growth becomes a permanent feature.
In such a case, lack of flexibility ;n adjusting the number of employees
will become a burden to corporate management. The morale of employees
will also be affected by the diminishing opportunities for promotions.
Under such condition, an increase in labor mobility between sectors
will become necessary. Mindful of these problems, the Japanese industries
have been trying hard to control the numbers of regular male employees,
while using more temporary workers to meet the fluctuation in business

(See Chart 12.) '
demand. / The largely automatic increase in wages and salaries based on
the length of service has been reduced under thé pressures of protracted
sluggishness in the economy as well as increased average age of employees.
Although mandatory retirement at age 55 is being extended because of the
much increased life expectancy, this is done with reduced pay and changes
in posts in order to minimize the burden on wage bill and also not to
disturb the system of orderly promotions. However, in the final analysis,
the essence of the Japanese system lies in the commitment to lifetime
employment, and this feature of the system receives wide support from
both the management and the employees despite the onslaught of protracted

recession in the second half of the 19705%

1For a detailed discussion of employment adjustment problems in Japan
after the oil shock, see Thomas P. Rohlen, " 'Permanent Employment'
Faces Recession, Slow Growth, and an Aging Work Force," The Journal of
Japanese Studies, 5, 2 (Summer 1979).

270-80 percent of those polled expressed support for lifetime employment
and enterprise unionism. ey also expected the system to continue in the
1980s. However, over 40 percent of them did not express support for the
-automatic increasé in wage and rank and over 80. percent of them expected
the system to change in the future. See Economic Planning Agency, Keilzai
Hakusho (The White Paper on the Economy), 1980, pp. 305-330.
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Chart 12. Japan: Total Employment and Regular Employment, 1970-80

(Index, with 1973 = 100)
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As the U.S. economy suffered another deep recession in 1980-81 without a
marked deceleration in price inflation, the question inevitably arises: Will
it be poesible to modlfy U,S. wage price behavior in light of Japanese

experience? Since both the U.S. and Japanese employment systems are products

of long.term evolution peculiar to the réspective society, it is not possible,
nor desirable to copy the Japanese system in its entirety. However, it

might be pogsible to make U.S, labor-management relations less confrontational
and more collabqrative, if the management can offer job security in exchange
for wage moderation. This can be promoted by government policy, along the
following line: In order to minimize excessive unemploymgnf'in cyciical
downturns, large businesses in distress may be encouraged to keep their
employees through the provisibn of a reduction in payroll taxes and a
granting of tax credits for wage payments for employees who will otherwise

be laid off. The duration of tax reducticn and tax credit can be limited

to the period for which the firms can produce evidence of business distress,
and the amount of tax reduction and tax credit can be limited to the amount
of unemployment insurance payments entitled by the employees who: otherwise
will be laid ©ff. ynder such an arrangement; the firms may operate more
flexible work hours for a more stable work force, the economy will have

less fiscal burden for the unemployed labor force, and the society may

remain more cohesive.




