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Wage Structure Change and Labor Supply Constraints in Japan’s Labor Market

Special Editor Yoshio HIGUCHI

Japan’s labor market has undergone substantial changes in recent years. Even though firms’ prof-

its have increased and labor supply has become tight, wages have not risen the way they used to in

the past. One reason is that, along with an increase in non-regular employment, wage inequality has

been on the rise. Furthermore, even though severe labor shortages are appearing in some industries,

there has been hardly any increase in the movement of labor into these industries. These develop-

ments raise the question why such structural changes in Japan’s labor market are currently taking

place.

What is more, with the aging and shrinking of the population and the substantial decline in the

working-age population, it is expected that labor force participation of women and the elderly will

increase, as has, in fact, already started to happen in recent years. However, to further increase the

labor supply of women and the elderly both quantitatively as well qualitatively, it will be necessary

to promote the development of skills and steady employment, given that women, for example, often

are forced to leave their job following childbirth or to care for an elderly parents. It is widely ar-

gued that in order to address these challenges, Japan will have to expand policies such as the provi-

sion of nursery places and childcare leave as well as care services for the elderly. However, the

question is whether such policies in practice have the desired effects and, if this is not the case,

why.

This special volume, which seeks to address these issues, falls into two major parts. Part I focus-

es on wage developments in the labor market (Chapters 1 to 3), while Part II examines the effects

of various policies on labor quality, the employment behavior of women after giving birth, and the

employment behavior of the middle-aged and elderly (Chapters 4 to 8). The following is a brief

summary of the findings of each of the chapters.

Chapter 1, titled “Two-Part Wage rule in Japan: Conditions for nominal wage increases,” focuses

on the fact that in Japan, wages consist of two parts: a fixed regular wage which is greatly affected

by macroeconomic labor market conditions and generally changes in a similar manner across firms,

and bonuses, which greatly depend on the business performance of individual firms. Based on a

model incorporating this two-part wage system, the chapter empirically examines developments in
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the two parts before and after 1998. Using labor market factors on which the annual wage negotia-

tions between management and labor (shunto) focus, such as the unemployment rate, as well as the

inflation rate and firms’ profits as explanatory variables, the analysis shows that whereas before

1998 fixed wages were sensitive to labor market indicators, from 1998 onward, labor hoarding

within firms became an important factor. Meanwhile, with regard to bonuses, the analysis indicates

that while before 1998, firms’ profits were an important determinant, from 1998 onward bonuses

also became susceptible to external labor market indicators, which had deteriorated, so that rent

sharing with workers diminished. This can be regarded as the main reason for the stagnation in

wages in recent years. The finding of the analysis, that estimation equations focusing on hourly

productivity rather than labor market indicators such as unemployment are more explainable, sug-

gest that macro indicators of wages should focus on hourly wages and not on wages per person.

Chapter 2, titled “Business Cycle and Wage Dispersion,” examines whether wage differentials in

Japan are procyclical – that is, whether they increase during times of economic recovery – or

whether, conversely, they are countercyclical and expand during periods of recession. Using the

monthly data of the Monthly Labour Survey and the annual data of the Basic Survey on Wage

Structure, both published by the Ministry of Health, Labour and Welfare, to calculate the ratio of

regular workers’ wages to part-time workers’ wages, the authors find that the former data indicate

that wage differentials are procyclical, while the latter suggest that they are countercyclical. How-

ever, because the Basic Survey on Wage Structure consists of annual data and therefore potentially

suffers from aggregation bias, the authors take the results from Monthly Labour Survey and con-

clude that wage differentials in Japan are procyclical. Based on this, the authors construct a search

and matching model with a two-sector labor market consisting of full-time and part-time workers,

and then calibrate the model using Japanese labor market data. The model incorporates on-the-job

search activity allowing part-time workers to move to the full-time job sector with a certain proba-

bility. The authors find that the model replicates the cyclical fluctuations in the wage differentials

between full-time and part-time workers and that, during times of economic recovery, wage differ-

entials increase, while they decrease during recessions.

Chapter 3, titled “Value Added Productivity and Intersectoral Labor Allocation,” examines to

what extent labor is efficiently reallocated from sectors with declining demand to sectors with in-

creasing demand. There are concerns in Japan that because many of the sectors facing a large in-

crease in demand, such as social welfare services, are heavily regulated by the government and

wages do not flexibly adjust across sectors, labor may not be efficiently reallocated to these sectors.

To investigate this issue, the chapter focuses on the dynamics of prefecture- and occupation-level

effective job-offers-to-applicants ratios. Specifically, the author develops a search model taking
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labor flows into and out of a hypothetical sector into account and shows that if wages are flexible,

changes in labor supply and demand outside the sector affect labor market tightness in the sector in

the long term. On the other hand, if wages in the sector are rigid, such kind of transmission mecha-

nism is impeded even in the long term. In the empirical analysis, using monthly data of the effec-

tive job-offers-to-applicants ratio by prefecture and occupation, the author then estimates a vector

autoregression model that combines long-term and short-term constraints to examine the response

to a tightening in labor market conditions. The results indicate that in traditional occupations such

as sales and clerical occupations, a tightening in the national labor market is transmitted to individ-

ual labor markets, but in growth occupations such as welfare, nursing, and home-life support, no

such transmission to individual labor markets takes places. These findings suggest that areas that

are expected to grow in the future may be characterized by impediments to the efficient reallocation

of labor.

Against the background of Japan’s demographics, Chapter 4, titled “The Role of Human Capital

Policy to Achieve Sustainable Growth,” highlights the importance of human capital formation in

raising per capita productivity in order to achieve sustainable growth, and examines the role of pol-

icies in this direction. The authors point out that individuals accumulate human capital throughout

their lifetime and that human capital formation in the early stages of life affect human capital ac-

cumulation in later stages. Taking this into consideration, it is argued that while inequality in op-

portunities for human capital accumulation throughout the various stages of individuals’ lifecycle

are largely determined by differences in the family environment, the impact of education policy

cannot be ignored and can give rise to later income inequality. These considerations highlight the

importance of support for human capital formation in early childhood.

Chapters 5 and 6 examine the employment of mothers after childbirth. Chapter 5 investigates

whether the provision of nursery schools and Chapter 6 whether the increase in child care leave

benefits have led to a rise in the employment rate among women. Chapter 5, titled “The Provision

of Nursery Schools and the Employment Rate of Mothers,” considers the impact of changes in

nursey school capacity on the employment rate of mothers. In order to eliminate the effects of un-

observables such as individuals’ value system and work motivation, the analysis focuses on chang-

es within prefectures, using figures published in the Population Census from 1990 to 2010. The

results indicate that, on average, an increase in the provision of nursery school places did not have

an effect on mothers’ employment rate. The authors argue that the likely reason is that the increased

provision of nursery school places has simply replaced childcare by grandparents in

three-generation households. However, with three-generation households having greatly declined

today, it is unlikely that the provision of nursery school places will continue to substitute for child-
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care by grandparents, so that the provision of nursery school places should be an effective means of

raising employment among mothers. That being said, the findings also highlight that when consid-

ering the effects of the provision of nursery school places, it is important to keep in mind that there

is a substitutive relationship with private childcare arrangements.

Chapter 6, titled “Childcare Leave Benefits and Female Employment,” investigates the effects of

the increase in childcare leave benefits in 2001 by comparing the rate of women who continued to

work after childbirth before and after the increase in benefits. Childcare leave benefits, which are

paid from unemployment insurance, were launched in 1995, and basic childcare leave benefits and

work resumption benefits together initially amounted to 25% of the average wage a woman earned

before giving birth. In 2001, these benefits were raised to a combined 40% of the wage before giv-

ing birth. Since it is unlikely that women will have delayed giving birth to take advantage of the

increase, the increase in benefits can be regarded as exogenous to mothers’ employment, so that it

is possible to estimate the effects of the policy. Using data from the Employment Status Survey and

dividing women into those who gave birth before and those who gave birth after the change, the

authors find no evidence that the increase in childcare leave benefits led to a significant increase in

the rate of women who continued to work after childbirth, confirming once again that it is difficult

for women to combine childcare and work.

Chapter 7, titled “The Desire to Work of the Middle-aged and Elderly and Determinants of Their

Employment Status,” examines middle-aged and elderly individuals’ desire to work and the factors

affecting whether they actually continue to do so, using the Ministry of Health and Welfare’s Lon-

gitudinal Survey of Middle-aged and Elderly Persons. The analysis shows that among those en-

gaged in a professional occupation show a strong desire to work and many continue to do so even

at an advanced age, while those who have been employed at the same company for more than 20

years and/or those working at a large firm show a lower desire to continue to work. Additional

analyses taking the effects of home-ownership, whether someone has a housing loan, and savings

into account indicate that the more difficult it is for individuals to cover their living expenses in old

age through pensions and other means, the stronger is the desire to work. The desire to work has a

strong effect on whether individuals carry on working in practice: the percentage of individuals

continuing to work is twice as high for those saying they “want to work as long as possible” as for

those saying they do not want to carry on working. Moreover, the effect remains strong even when

controlling for the past employment status, home-ownership, the presence of a housing loan, and

savings. Meanwhile, many of those giving up work despite wanting to work do so for health rea-

sons. These findings suggest that, in order to increase the number of people who want to continue

to work when they get older, what matters in addition to financial incentives, is to raise awareness
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of the importance of specialization from a young age.

Chapter 8, titled “Labor Supply and Income Reduction of Middle- and Old-Aged People in Japan

with a Parent in Need of Long-Term Care,” examines the employment constraints imposed by hav-

ing to provide long-term care for a family member and the decline in working hours and income of

those providing such care, using the Ministry of Health and Welfare’s Longitudinal Survey of Mid-

dle-aged and Elderly Persons. In particular, the analysis considers the simultaneous determination

for the provision of care for a family member and employment as well as the simultaneous deter-

mination for the provision of care for a family member and co-residence with the family member

receiving care, taking the resulting endogeneity into account. The results indicate that the younger

the cohort, the higher is the share of individual providing care for a family member; for instance,

among those born in 1954, the share among men providing care for a family member is 6 percent-

age points higher than among those born in 1946, while the equivalent figure for women is 8 per-

centage points. Further, taking the endogeneity between caregiving and employment into account,

the analysis suggests that a one-year increase in the length of providing care for a parent both for

men and women is associated with a 1 percentage point decrease in the probability that they are

employed. Looking at the working hours and number of working days of those that do continue to

work, neither starting to provide care nor caring for an elderly parent is associated with a significant

decrease in working hours, reflecting the fact that in Japan it continues to be difficult to adjust

working hours, so that in practice individuals have to choose between the two alternatives of

providing care and quitting their job or providing no care and continuing to work. Meanwhile, for

both men and women, the income of those shouldering the caregiving for a parent falls by 6-8%.

The analysis further shows that starting to care for a parent often coincides with starting

co-residence with the parent, so that the two are simultaneously determined. Taking into considera-

tion that, in the longer term, caregiving will further intensify labor supply constraints in Japan, the

findings of the chapter indicate that – in addition to an expansion of the family care leave system –

social policies to make it possible to combine family care and work through measures to address

long working hours and to expand nursing care services are needed, as well as policies to reduce

the risk of poverty in old age for those caring for elderly family members.

Taken together, the various chapter highlight that the growing labor supply constraints due to the

continuing decline and aging of the population mean that firms will have to change the way they

operate and will require support measures – such as expansion of childcare and care for the elderly

– to make it easier to combine work and life.
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